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Introduction

Over the last fifteen years the trade negotiations agenda has
come to include more and more non-border issues, and on several
occasions the first step has been to obtain a consensus between the
involved parties asto its contents and scope. This broadening of the
trade agenda has pushed political and co-operation themes towards
the periphery, from where good intentions can be shown off without
any commitment towards enforcement or results.

The events of 11 September 2001 gave rise to a profound change
in the rules of the power exercise in the international sphere. One
of the most marked effects of this change has been the increased
weight of political-military considerations vis-a-vis the economic-
commercial logic that used to dominate relations between states
and private actors in the 1990s. Furthermore, the orientation and
priorities of the trade policy of the main political, military and eco-
nomic players on the world level are increasingly tending towards
not only economic objectives but also those of a political-strategic
nature.

The trade negotiations now underway express the more than har-
monious overlap of these two processes, combining as they do the
broad economic agenda typical of the 1990s, still expanding, with
considerations of a political nature. For both the European Union
and Mercosur, regiona blocs identified with the logic of the “ soft
power” that was typical of the 1990s, this new world poses signifi-
cant challenges, and the bi-regional negotiations now being held are
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an excellent opportunity for fostering innovations in the field of
international relations.

Moreover, the political and co-operative dimension of the bi-
regional agreement provides an ingtitutional space for facing up to
some of these challenges. In order for thisto happen, the key issue
isthe capacity of the partiesinvolved to “focus’ the agenda, that is,
to choose priorities that effectively add content to the agreement as
awhole, whether through their specific contribution to the relation-
ship between the parties or to the interaction between this dimen-
sion of the negotiations and the commercial dimension of the
agreement, or through their “systemic” contribution to the emer-
gence of a world order not monopolized by the logic of “hard
power”.

The chapters in this volume discuss relevant themes in the area
of the so-called “political and cooperative dimension” of the bi-
regional agreement between the EU and Mercosur. They should be
seen as part of an effort of reflection meant to “focus’ —in the mean-
ing given above to this word- the agenda of this dimension of the
negotiations.

The text by Sayantan Ghosal and Marcus Miller —Managing
Financial Crisis in Emerging Markets: New Developments in
review— fits into the discussion on the emergence in the devel oped
countries of paradigms for dealing with the “development theme.”
Onthelevel of international relations, thisthemeinvolvesthefinan-
cia (debts, loans from multilateral organisations, etc.), trade and
development aid dimensions, whereas on the national level, for the
developing countries, it involves the economic policies practised.

Ghosal and Miller synthesise the recent debate on re-structuring
the sovereign debt of devel oping countries by discussing alternative
mechanisms such as Collective Action Clauses (cAcs) —already
applied by developing countries in some fund-raising operations—
and the Sovereign Debt Restructuring Mechanism (SDRM) —a pro-
posal made by the ImF itself and apparently rejected by avocal coa-
lition of both developed and devel oping countries.

The authors' basic reference for the purpose of comparison isthe
scenario of the status quo, the maintenance of which is not implau-
sible, but is nonethel ess surrounded by risks and uncertainties. Ina
context where problems of co-ordination among creditors are
mixed with high incentives for debtors to resort to international
financial markets, the key issue of Ghosal and Miller’ stext seemsto
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be how to create incentives for ingtitutional innovation in an area
where the preference of private actorsis clearly for the status quo.

There isin fact a parallel between this situation and the dilem-
mas faced in trade negotiations, although in the financial arenathe
debates and negotiations are at afar less advanced stage than in the
commercial arena. Indeed, as pointed out by Jérdme Sgard (the
text's discussant), in the financial field there is a double realisation
of (i) therelevance of local regulations and institutions to the stabil -
ity of the international system and (ii) the difficulty in making
national financial regulations harmonious and convergent. This
actualises the dilemma between on the one hand a game governed
by unilateral actions performed by public and private actors —that
is, one based on unilateralism— and on the other hand agame driven
by rules agreed upon multilaterally.

Nonetheless, regulating financial markets on the internationa
level involvestwo inter-rel ated elementsthat have alow rate of con-
sensus among public and private players. Tefirst is the question of
whether or not to regulate, and if so, who should do it, national
states or international institutions? The second question is the del-
icate issue of national sovereignty. In the specific field of re-struc-
turing the sovereign debts of devel oping countries, the CACs present
an intermediate solution to these two problems. The idea of regula-
tion is accepted —the CACs proper— yet the basis for the enforcement
of the mechanism is national (the Court located in the us or Lon-
don). The sDRM in turn inserts to a large extent the idea of supra-
nationality into the concept of a dispute-settling mechanism not far
removed from the wTo model.

Certain elements of this debate are not without parallelsin the
questions dealt with by Alvaro de Vasconcellos in Back to the
Future? Srengthening Eu/Mercosur Relations and Reviving Multi-
lateralism. Indeed, as mentioned by Alfredo G.A. Valladdo (dis-
cussant of the chapter submitted by Vasconcellos), here too the
theme of crisis-administration ispresent, just asitisin the text writ-
ten by Ghosal and Miller. Inthe case of the discussions oninterna-
tional politics and security, there are today several models of crisis
administration and “regime change”, al of which to a greater or
lesser extent suffer from acrisis of legitimacy.

First there is the model upheld and practiced by the us, based on
the unilateral definition of the legitimate use of force, which has
attracted few supporters, even from among traditional alies of the
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country. Then thereisthe model of the traditional multilateral sys-
tem based on UN institutions and enforcement mechanisms, all very
vigorousin terms of respect for State sovereignties and for that very
reason more and more contested. And finally there is the European
proposal of disseminating “soft power” and a new type of multilat-
eralism, whose credibility is under threat from the poor effective-
ness of the international initiatives undertaken on several occasions
by the Eu.

Two world-order scenarios seem to serve as a reference for
Vasconcellos' text. Thefirst is aworld order strongly supported by
military power —and by the “ politics of power”— with two variants,
one unipolar and the other multipolar. The second is a system
based on universally accepted rules and norms: the “new multilat-
eralism.” Thisis“new” because this model of world system organ-
isation that began to emerge in the 1990s, characterised by the
relevance of the regionalism phenomenon, and by the fact that it is
indissolubly linked to the emergence of aglobal public opinion and
the protection of individua rights, above and beyond the estab-
lished rules of sovereignty. This, then, is a “sovereignty-altering
multilateralism”.

Although the EU is the chief bearer of this new multilateralism
project, it findsit difficult to assert this identity on the international
level and to mobilise its vast “soft power” resources around a
coherent policy. These difficulties can be seen not only in the
implementation of ambitious initiatives to reset the relations of the
European Union with developing countries —such as the so-called
“Barcelona process’ with non-European Mediterranean countries—
but also in relations with the us, which have deteriorated in the last
two years, essentially on account of changesin us foreign policy.

With this negative effect on the EU’s capacity to act internation-
aly as the principal pivot of the proposals for a new multilateral-
ism, it becomes more possible that one of the variants of the
aternative scenario traced out for world order could emerge,
namely, the one based on “hard power”. Besides this, and at the
same time parallel to these difficulties, international themes —espe-
ciadly when involving relations with relevant political and eco-
nomic partners such as the us— tend increasingly to produce
divergences among the Union’s Member States. Such divergences
crystallise automatic positions of either alignment or conflict with
the us, both of which positions contribute towards the emergence of
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anon-multilateralist scenario (unipolar in the first case, multipolar
in the second).

Vasconcellos proposes that the Eu, in its relations with the us,
should opt for a“third way” between automatic alignment and the
attitude of confrontation. He suggests a “critical engagement”, a
more appropriate stance for orienting the permanent and multi-fac-
eted negotiations that characterise bilateral relations (and which
will continue to do so in the next few years). A consensus on this
“third way” seems plausible, and based on this the likelihood of the
Eu influencing the positioning of the us would increase signifi-
cantly.

Mercosur shares with the eu the ambition of an internationa
order ruled by universal norms and painstakingly seeks to assert
itself as a soft power on the regional level. Likethe eu, the Merco-
sur countries see relations with the us playing a vital role in their
foreign relations. As also happens in Europe, attitudes vis-a-vis the
Us oscillate between automatic aignment and, if not actual
confrontation, sheer antipathy. The exaggerated unilateralism of us
foreign policy, the politico-military problems of Colombia and
Venezuela, and the FTAA trade negotiations dominate the debate on
the relationship between Mercosur and the us. In the present cir-
cumstances, antipathy has effectively replaced automatic align-
ment, but the frequent meetings between Presidents Bush and Lula
suggest that there is room for, and reciprocal interest in, setting up
channels of communication to deal with a complex and constantly
changing agenda.

In these circumstances, exploring the convergent views of the Eu
and Mercosur with regard to a desirable world order cannot just be
some mot d'ordre void of content and concrete proposals. Ever
since the beginning, relations with the us have constituted a key
issue on the agenda: in fact, us relations influence intra-bloc rela-
tions on both sides, and bi-regional relations, and they also, espe-
cidly as regards the relations between the EU and the us, make
systemic impacts that go beyond these two types of relations. At
various stages in the process of consolidating an international iden-
tity, and with the availability of likewise highly diverse politica
capital on the world scenario, Mercosur and the EU face some sim-
ilar challenges while sharing the basic elements of what should be
a world order. Having said that, the adhesion of the Mercosur
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Member States to a multilateralism that is less respectful of sover-
eignties is—to say the least— somewhat conditioned.

Based on the common ground of interests and views shared by
the EU and Mercosur, Vasconcellos lists the main items of an
agenda of political dialogue and co-operation on the bi-regional
level. One of the pre-conditions for the implementation of this
agenda is obviously that Mercosur must succeed in overcoming its
present crisisand in the short run become consolidated as a customs
union and engaged in a process of rules-based integration.

Advances in intra-Mercosur co-ordination and refinement of
sub-regional rules also appear as pre-conditions for the proper
implementation of an agenda linking trade and co-operation in the
paper presented by Renato G. Flores J. —Trade and Co-operation
in the EU-Mercosur Free-Trade Agreement. Thisis due to the fact
that since some of the co-operation projects listed by the author
have a relevant regional dimension that requires Mercosur to show
a higher degree of cohesion and regulatory convergence in order to
make implementation feasible.

The chapter discusses the role of co-operation in trade agree-
ments, attributing to it the function of minimising the potential
effects —-when the agreements are viewed as public goods- of the
fact that trade negotiations tend to be dominated by agents who are
identified as being economically directly involved in the process.
This does not imply ignoring that the very definition of the themes
making up the co-operation agenda of atrade agreement also trans-
lates, on a specific level, the economic policy of the negotiation,
which generally ismore clearly identifiable in the commercial com-
ponent of the negotiations.

Five priority areas of co-operation are identified:

— agriculture and phytosanitary measures, an area that directly
involves questions of access of Mercosur exports to the EU market.
With the rise of the level of pre-requisites needed for admission of
farming products to the European market, a tendency recently con-
firmed by the definition of new community normsfor the GMos, the
potential for trade friction in this areais bound to grow;

— investments and related measures, where both blocs share a
similar view regarding how the wTo treats the theme; this conver-
gence could be explored to the benefit of the results of the Doha
Round;
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— telecommunications and information technology, where co-
operation could involve chiefly standards of networks for cellular
telephony and digital television, these being areas where Mercosur
isstill in the phase of implementation or even of defining standards;

— culture and property rights, where the main proposals for co-
operation refer primordially to acommon definition of the “ cultural
enterprise” to which both blocs would grant specific privileges, and
secondly to the improvement in both regions of channels of distri-
bution and diffusion of audiovisual products manufactured in the
two blocs; and

— dispute-settlement, where a system of previous consultation
would be used before opening a bi-regional contention in the sphere
of thewTo.

Another relevant zone of potential co-operation is defined by the
agenda of structural adjustment, where the European Union enjoys
wide experience in drawing up and implementing policies. As a
matter of fact, these themes are tending to gain relevance on Mer-
cosur’s internal agenda—even as aresult of the FTAA and European
Union negotiations. Here again appears the problem of Mercosur’'s
internal insufficiencies and difficulties, which hinder the carrying
out of any project compatible with the new challenges aready
faced by the bloc.

The truth is that one of the main and most troubling conclusions
drawn by the three texts presented here —and in a general sense by
the discussions held in this cluster— has to do with the problems
faced by Mercosur in order to respond adequately even to an
agenda of negotiationstypical of the 1990s. And thisisin an inter-
national context where associations between countries and blocs
have to consider, in addition to the themes on that agenda, new
guestions that are mostly linked to the politics, security and admin-
istration of different types of crises.

Accordingly, what Mercosur needs to do, besides concluding its
customs union —a complex task in itself—is to add these new ques-
tions to its other concerns. In order to associate promoting a new
multilateralism with an international identity, Mercosur must consol-
idate itself as a process of rules-driven integration, re-shape relations
between what is regional and what is national in this process, and
keep farther and farther away from “sovereignist” multilateralism.

Another important conclusion drawn by these studies involves
the close inter-relationship between the intra-bloc, inter-bloc and

21



systemic dimensions that characterise principally the agenda on
politics and security and themes related to international finances.
The chapter written by Vasconcellos shows this sort of inter-rela-
tionship in the analysis of the dilemmasin consolidating acommon
foreign policy for the European Union as a “three-level game” that
mobilises intra-bloc politics, bilateral international relations with
the us, and Europe’srelations with its systemic proposal of regulat-
ing the international system: the new multilateralism. Another
example of the intensity of this inter-relationship (in this case
involving essentially intra- and extra-bloc dynamics) is provided by
Mercosur, where the fragility of the process of integration compro-
mises the capacity of the bloc to negotiate and benefit from a co-
operation agenda in areas that are relevant to the sub-regiond
project, as well as seriously jeopardising the possibility that this
project will contribute towards a re-definition of the international
identity of its members.

Pedro daMoOTTA VEIGA
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Security Constraints
in the post-9/11 International Environment






Chapter 1

Back to the Future?
Strengthening EU/Mercosur Relations
and Reviving Multilateralism

Any attempt at assessing the potential and the shortcomings of
the European Union’sforeign and security policy on the basis of EU
action in confronting the Irag crisis would inevitably lead to the
conclusion that there is no such thing. This foregone conclusion
which is shared by many analysts and commentatorsisin my view
unfounded, despite the blatantly obviousinability of theeu to act in
a cohesive and united manner in the face of any major crisis, espe-
cidly in those cases when its interests do not coincide, but rather
conflict, with those of the United States. This, it is also argued
here, will increasingly be the case, at least when crises occur out-
side the boundaries of the European continent. The Iraq crisis
merely brought home this reality in abrutal and extreme way.

Eu foreign policy, in those areas where it is operative, such as
foreign trade and development aid, isthat of acivil power, based on
a model of development and social cohesion which has had an
unequalled impact worldwide; some observers have even described
it asaglobal Scandinavia. Its most innovative and attractive char-
acteristic has been the way in which it has enabled Europe to over-
come nationalism for, as Raymond Aron has argued, the extreme
nationalism of the Second World War rendered all forms of nation-
alismillegitimate. It paved the way for Franco-German reconcilia-
tion and for the integration of the old Europe, on the basis of
multilateral rules and norms and an awareness of common interests.

There can be no doubt that this experience has had aglobal influ-
ence. The growth in awareness of the need to protect human rights
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that has accompanied economic and technological globalisation,
together with the requirement for environmental protection and
compliance with multilateral principles of international behaviour,
has been at the root of the popularity of the European model. The
attractiveness of this model, together with its sheer economic size,
has given Europe a great deal of “soft power”, in terms of Joseph
Nye's four elements of power: economic, national cohesion, mili-
tary, universalistic culture (Nye, 1990; 2002). Yet Europe still lacks
weight in the international arena. Two of Nye's dimensions of
power are missing —unity and military capability— which the us
possesses to excess and which would be essential if the us were to
act decisively in dealing with crucial international problems.
Mercosur is a regional grouping roughly inspired by the Euro-
pean model. In spite of the fact that all four dimensions of power
described above are, and will probably continueto belacking, other
than within the limited confines of commerce, it has exerted anota-
ble measure of attraction vis-a-vis its neighbours through the
“power of example’. As it develops further its inherent “soft
power” dimension, notably in conflict and crisis prevention, Merco-
sur will potentially come closer to the Eu, and their ability to act
together in the international sphere will concomitantly increase.

Civil-Power Politics: Strong and Weak Points

The EU acts in the internationa sphere as an eminently civilian
power through along-term strategy of inclusion which relies on the
full panoply of instruments of soft power. In other words, where
traditional power politics would seek to pre-empt, civil-power
politics seeks to prevent. These are two diverging, and at times
conflicting, approaches to promoting international peace and secu-
rity. EU-style inclusion and prevention —of conflict and crisis— are
intended to strengthen the impetus for political reform, develop-
ment and economic integration and cohesion within societies, on
the assumption that these are the very foundations of lasting peace.
The EU relies on the virtues of soft power, including where post-
conflict reconstruction is concerned.

Success so far in putting to full use soft power instruments outside
the boundaries of Europe, when measured against the results
achieved, israther limited. It isquestionable, moreover, whether the
EU could ever hopeto play aleading rolein shaping the international

26



order by soft power alone. Promoting peace and democratisation
through the inclusive method has proved to be perfectly suited only
withinthe European continent where the prospect of Eu membership
was real and political conditionality was thus fully brought to bear.
Both the Copenhagen criteria and the Stability Pact, where certain
conditions regarding respect for human and minority rights are set
out, are exemplary. In other words, the promised reward was far
greater than the penaltiesimposed. Real membership prospects for
Turkey have clearly accelerated the pace of democratic reform, and
are contributing to democratising political forces, including those of
Islamic leanings such as the Justice and Development Party or AK.

Aswe go beyond the European continent, however, there are not
many resultsto show for policieswhich by and large have proved to
be unco-ordinated at best, and are in severa cases inconsistent. A
major example is the Euro-Mediterranean Partnership (EmMP), com-
monly known as the Barcelona Process.! The EMP constitutes an
attempt on the part of the Eu to expand the area of peace and stabil -
ity beyond its boundaries to the south, to include North Africaand
part of the Middle East, i.e. to a vast region —or regions— where
potential or current instability is driven by serious social, economic
and political tensions. Asacivil power, the eu would need to act on
the correct interplay between economic integration and pressing for
social and political reform, in asimilar fashion to what happened in
Europe itself.

The current difficulties of the EMP are a consequence of the lack
of coherence, in practice, of thetwo main components of EU external
action: the economic and the political impetus sometimes conflict.
While the Union has been laying the foundations of afreetrade area
within the region by establishing individual association agreements
providing for free trade —with the notable exception of agriculture—
with the countries of the region, there is much slower progress in
those areasrelated to human rights and democracy. For all practical
purposes, EU policy has been ineffectual at best in promoting any

1. The signatories of the Barcelona Declaration (November 1995) which has
established the Euro-Mediterranean Partnership are the members of the Euro-
pean Union plus Algeria, Cyprus, Egypt, Israel, Jordan, Lebanon, Malta,
Morocco, the Palestine Authority, Syria, Tunisia and Turkey. Cyprus and Malta
are set to become EU members in 2004, and Turkey has been officially accepted
as an Eu candidate, although contrary to its expectations the Copenhagen Euro-
pean Council, in December 2002, failed to set a starting date for membership
negotiations.
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change in the status quo, fearful perhaps of a repetition on a much
wider scale of theAlgerian case and | slamist forces coming to power
through elections. Perhaps the Turkish example, and the sizeable
gains of the Justice and Development party in the November 2002
elections in Morocco, will contribute to allaying fears of a resur-
genceof radical |slamist forcescomingto power through democratic
transition, thereby encouraging the Eu ingtitutions to become more
involvedin effectively confronting theissueof political reforminthe
south, and actively addressing the related issue of human rights.

European ingtitutions and notably the European Council have
consistently abstained from explicitly condemning human rights
violations in the southern Mediterranean partner countries. The
equally consistent exception is the European Parliament, but in the
absence of other than declaratory policy instruments, its solitary
voice has little resonance even within Europe itself. The European
Commission, it should be noted, supports a human rights network.
Although the strengthening of anumber of NGosin the south should
be listed as a positive outcome, it must be admitted that the impact
of the human rights agenda within the EMP has still to be felt.

In the light of the impact of the current international crisis on
European public opinion, and also because the us Administration
seems bent on regime change (the main argument in the quest for
post facto legitimation of the Irag war), upholding the status quo is
no longer a viable policy option. The Eu and its Member States
find themselves in a position where they are compelled to become
proactive in the promotion of democratic transition and respect for
human rights under the strain of events and under what will increas-
ingly become the pressure of their own publics. European public
opinion is bound to become less tolerant of double standards.

Political transition should therefore be encouraged as a process,
and change regarded as incremental and not abrupt or imposed
from without. Thiswill require a concerted effort across all the EU
ingtitutions and pillars, and the unreserved backing of the Member
States. Inlight of the above, it becomes evident that policy towards
the Mediterranean basin must also be designed taking into account
one essential dimension of eu foreign policy, namely the coherent
interplay of Community institutions, the Council and the Member
States.

Another areathat powerfully illustrates the shortcomings of the
civil-power approach of the Eu is Latin America, and Mercosur in
particular. Consistency would in this caseimply —as opposed to the
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outward projection of internally held values or norms- a sort of
“reverse conditionality”, whereby the eu should let its own ambi-
tion in terms of the international order override purely domestic
considerations. If Mercosur isto be a strategic partner of the Eu in
bringing about an international order based on regionalism, then the
Europeans must be able to overcome internal differencesrelated to
agricultural policy reform standing in the way of an inter-regiona
free trade agreement. It should be noted, moreover, that somewhat
paradoxically the Eu Member States which are more reluctant to
accept an overhaul of the Common Agricultura Policy are among
the most vocal in pleading (and pledging) to further strengthen rela-
tions with Latin America.

Post-conflict reconstruction and nation-building require broadly
the same kinds of policy instruments as conflict and crisis preven-
tion, and the eu is deemed thoroughly, and by some uniquely,
equipped to deal with both. Andrew Moravcsik,! for example,
argues that the eu should abandon any attempt at transcending its
civil power role, which it would be well advised to perform as a
supplement to the exercise of us military power:

Rather than criticising us military power, or hankering after it,
Europe would do better to invest its political and budgetary capital in
a distinctive complement to it. European civilian power, if wielded
shrewdly and more coherently, could be an effective and credible
instrument of modern European statecraft, not just to compel compli-
ance by smaller countries but perhaps even to induce greater Ameri-
can understanding. Europe might get its way more often —and
without a bigger army (Moravcsik, 2003).

A division of labour along the lines suggested above would
require the EU to deal mainly with soft security and to use budget-
ary and political persuasion to make smaller countriesfall into line,
while hard security would be the sole preserve of the United States.
More importantly, it would require complete convergence between
Europe and the United States, and the acceptance of a surrogate
role under any circumstances. Should differences arise, these
would inevitably lead to serious tension, and EU policy options
would ultimately be dictated not by EU parliaments and govern-
ments, but rather by the us Congress and the us Administration.

1. The author, a professor of government, heads the European Union pro-
gramme at Harvard University.
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Civil-Power Constraints to Policy Options

The conflict in the Balkans during the 1990s has powerfully
made the case for the limitations and constraints to which a civil
power approach inevitably |eads, even when the continental process
of inclusion is concerned. It was obvious from the early stages of
the conflict that any massive amount of aid (which was not forth-
coming in any case) associated with the prospect of joining the Eu
in the distant future, as Jacques Delors pointed out at the time, or
any amount of economic clout exercised negatively through sanc-
tions, was powerless to prevent and even less so resolve the
conflicts that successively broke out in the region. A “toothless’
civilian power was in no position to act decisively in order to pre-
vent conflict and war in the Balkans. There was a military element
to either the prevention or the resolution of these crises and
conflictswhich clearly affected European security, and thewielding
of Eu soft power, in spite of aclear convergence of views and inter-
ests with the United States, tragically proved absolutely
ineffectual. Also, the first serious post-Cold War crisis on its very
doorstep caught the EU unprepared, and uneguipped with the appro-
priate mechanisms for the formulation of a common policy
approach to deal with crises of some magnitude. The EU was
deeply divided over the Balkans crisis, and old, seemingly long-for-
gotten, reflections of different geopolitical cultures, which the pro-
cess of European construction itself would seem to have long
delegitimised, soon re-emerged. These were not resolved but sim-
ply glossed over by the incomplete reforms subscribed to in the
Treaty of Amsterdam and the half-hearted compromise contained
in the Treaty of Nice, where the risks of seeing EU policies sink
back into “re-nationalisation” in the post-Cold War environment
were not decisively dispelled.

On the eve of the war on Irag, the huge “deficit of unity” on for-
eign policy became glaringly apparent. The current rift among Eu
Member States throws into question whether a European foreign
security and defence policy is still a viable option. Leaving aside
the issue of credibility, it remains an open question whether it will
contribute to or, rather, hamper the ability of the EU to act asacohe-
sive body in the international arena.

The question before the EU remains the same after the Irag crisis,
though it is perhaps more difficult to answer: whether and how it
will be ableto build itself into a credible and effective player on the
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world scene. The Convention on the Future of Europe has the dif-
ficult but crucia task of providing an answer. In order to do so, a
number of issueswill have to be explored: the international identity
of the EU; how unity among Member States can be maintained; how
to organise EU-level relations with the us; how to ensure overall
coherence between the various components of external action; the
role of adefence policy in this context; and, lastly, the specificity of
the EU’s method of governance.

The EU’s International Identity

The EU is afederation in reverse, in the sense of transferring to
the centre those responsibilities that are normally the prerogatives
of statesin ordinary federal systems, and leaving to Member States
those responsihilities —such as foreign policy, defence policy and
taxation— that are usually the federal government’s province.

The best way to correct thisimperfection is not to try to emulate
the United States and build a European super-state. Rather, as
Jacques Delors, and especialy Joschka Fischer in his Humbol dt
speech, have been suggesting, the Eu should become a confedera-
tion of states which will continue to share responsihility for a sig-
nificant number of competencies at EU level, confederate
democracy being guaranteed through the Council and the Senate.
There is no other way of ensuring dual legitimacy, conferred both
by the citizens and the states. A federation of democratic statesisa
supranational body built on norms and rules that delegitimise
power politics among member states.

It is not because of any in-built weakness, as is suggested by
American neo-conservatives and particularly Robert Kagan (2002),
that the Eu favours a multilateral approach, but rather, as Kagan
also recognises, because it is a construction based on supranational
foundations and laws. Thus the EU cannot act as a player in inter-
national politics along different lines from those that regulate rela-
tions among its Member States without betraying the expectations
of its own citizens and undermining coherence with the values
which constitute the foundations of the eu edifice. Interests and
values are intermeshed as far as the EU’s view of the world order is
concerned. Unless the international system is based or norms and
rules, the Eu will be unableto carvearolefor itself asamajor world
player. Thusthe EU is not interested in an international multipolar
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order based on an unstable balance of power system, and even less
on abipolar system in which it would confront the United States on
the global arena. Thisisof course not to say that the Eu should not
seek to become a distinctive pillar of the international system,
clearly identifiable as such.

The 2003 crisis in Irag brings to the fore all the ambiguities of
the ongoing debate pitching the notion of Europe as a “traditional
power” against that of Europe as a “space’. The British, who tra-
ditionally have been the main promoters of the latter idea, have
been led into a national reflex of automatic alignment with the
United States by the most pro-European Prime Minister they have
had since Edward Heath. The Eu was seen as having no role at all
in the run-up to the crisis and the war, and the only role Britain
sees for it is a humanitarian and post-conflict rehabilitation one
alongside the United Nations. The French, who have been the tra-
ditional supporters of the notion of “Europe as a power”, were
those who more clearly reflected the common European interest in
the first phase of the crisis up to the time when the Security Coun-
cil passed resolution 1441, having stood for mutilateralism in line
with the values that shape the Eu itself, although they did so from a
“national” perspective, with no serious attempt at rallying the
Union behind them.

It is arguable that, not least because it will not be able to bridge
internal divisions, the EU’s role as a major world player is condi-
tional upon its ability to shape aworld order based on a*new mul-
tilateralism” that was indeed emerging in the post-bipolar
international system in the 1990s and that is marked by three char-
acteristics.

First by the sense that the international community and the United
Nations in particular are responsible for the protection of the rights
of individuals, above and beyond sovereign boundaries. It isasover-
eignty altering multilateralism. Second, by regionalism, a phenome-
non that has become a structural feature of the international system
asawhole. And third, by the emergence of a global public opinion,
a“second wave” of globalisation, which expresses the desire of civil
society to influence or participate in global decision-making, and
like the globalisation of trade, finances and services, has pushed the
need for global multilateral governance forward. This is a sover-
eignty-altering multilateralism, which changes the position of the
state in the international system (IEel/Euro-Latin American Forum,
2001: 9).

32



It could be argued that the right of intervention in sovereign
states with or without auN mandate isthe policy that the usAdmin-
istration is promoting by defending a doctrine of pre-emption. Pre-
emption is not synonymous with humanitarian intervention, how-
ever. The former is typical of power politics, whilst the latter is a
fundamental concept in the development of a multilateral order
based on principles and norms that make the rights of citizens the
business of the global community. Both are the fruits of the same
situation: the dominance of democratic powers in the post-Cold
War era. However, they represent radically different views of how
that power should be used. Unless they operate according to uni-
versally accepted rules, democratic powers will come to be seen as
a codlition of “the West against the rest” inspired by a “clash of
civilisations” strategy.

The set of principles the eu upholdsin the international arenais
to some extent enshrined in the Treaty on European Union (TEU) as
it currently stands. The Convention has reached consensus towards
an expansion of their formulation into the following wording:

The Union’s action on the international scene shall be guided by,
and designed to advance in the wider world, the principles which
have inspired its own creation, development and enlargement:
democracy, the rule of law, the universality and indivisibility of
human rights and fundamental freedoms, respect for human dignity,
equality and solidarity, and for international law in accordance with
the principles of the United Nations Charter. The Union shall seek to
develop relations and build partnerships with countries, and regional
or global organisations, which share these values. It shall promote
multilateral solutions to common problems, in particular in the
framework of the United Nations (Draft European Constitution, Title
V, Chap. 1, Art 111-188).1

However, any set of principles agreed by the Eu will be severely
undermined if full conformity by all Member States cannot be
ensured. The TEU states in Article 19 that Member States “which
are permanent members of the Security Council will, in execution
of their functions, ensure the defence of the positions and the inter-
ests of the Union”, and Article 13 requires Member States “to safe-
guard the common values [and] fundamental interests’ of the Eu.

1. This wording was taken verbatim from the report of the Working Group on
CFsp. Both documents can be found at www.european-convention.eu.int.
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The UK has nonetheless taken part in a military operation in Irag
alongside the United States that the UN Security Council refused to
legitimise, having sought and failed to obtain the sc’s endorsement
of a resolution co-sponsored with Spain and the United States.
Leaving aside any judgement as to conformity with the Eu’s funda-
mental interests, it isstill the case that both France and the UK acted
primarily in their individual capacities as permanent SC members,
and did little to rally the full strength of Eu membership behind
them. The Common Foreign and Security Policy (CFSP) was pow-
erlessto create a consensus leading to other than adeclaratory com-
mitment to the central role of the United Nations in the resolution
of the Irag crisis, which lacked any kind of binding force. The new
EU congtitutional treaty must therefore establish patterns of
accountability so that the European Court of Justice can act when-
ever the Union, or its Member States, violates its own principles.
This means that the Union’s vision of the world, which opposes
power politics and encourages multilateral international law, should
be enshrined in the constitutional treaty.

It is doubtful, however, that the reform of the treaty will succeed
in this regard since it is highly unlikely that states can be made to
accept such aclear limitation to their freedom of individual action,
which goes much further than the statement, however strongly
worded, of the general principle of mutual solidarity. The current
crisis has powerfully highlighted, however, the staunch support for
“multilateral solutions” among European public opinions which
suggests that it would back enshrining the set of principles govern-
ing the international action of the Eu in the treaty, thereby giving
them binding force. Should this be the case, the implications in
terms of coherent and effective Eu action in international security
issueswould be far-reaching. Asnoted above, and asthe Iraq crisis
once again highlights, it is obvious that the Eu as such, like any
group of states, can not develop aforeign policy which is not based
on the set of principleswhich informsinteraction between its mem-
ber states, such as human rights and multilateralism.

1. InArticle1-13, Para. 2, the draft Constitution does require Member States to
bring their foreign and security policiesin line with those of the eu: “Member Sta-
tes shall actively and unreservedly support the Union’s common foreign and secu-
rity policy in a spirit of loyalty and mutual solidarity and shall comply with the
acts adopted by the Union in this area. They shall refrain from action contrary to
the Union’s interests or likely to impair its effectiveness”.
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There is no historical precedent as to whether an effective inter-
national actor can emerge on the basis of arejection of power poli-
tics, and it is questionable that the EU could indeed become the first
to do so. Many analysts contend that thisis unlikely, especially at
atime when the international order is decisively shaped by a domi-
neering world power which views the UN as an optional extra.

Redefining the Relationship with the United States

No lasting and stable world order is even remotely possible with-
out the commitment of the United States. However, completing the
multilateral order which seemed to be setting itself in place under
the impetus of two American presidents as the Cold War drew to a
close would seem beyond reach unless there is a significant change
in the course set by the current us Administration. It isunguestion-
able that the decision to invade Iraq was taken unilaterally. But
then, when the Bush Administration decided on 12 September 2002
to play the UN card and seek Security Council backing for that inve-
sion, is it inconceivable to assume that the end result would not
have been the same, had the two permanent (Uk, France) and two
rotating (Germany, Spain) EU Members States in the Security
Council taken a common stance? It seems safe to assume that their
combined strength, backed by the full Eu membership, would at
least have had a significant chance of influencing the us position.
Clearly, the reverse argument has been proven. It is doubtful
indeed whether the United States would have been in a position to
intervene in lrag without the participation or the backing of any Eu
member. Obvioudly, the rift between EU members is much less
about Irag than about the individual and collective relationship with
the United States.

“Critical engagement” —a sort of “third way” between unques-
tioning alignment and usel ess head-on opposition— seems to be the
best option to govern EU-US relations, because no other would have
achance of winning full backing from the Eu Member States. This
would presuppose of course that automatic alignment would not
necessarily be the rule, and that the Eu would be in a position to
say “N0” to the United States, albeit under exceptional circum-
stances, without either breaking apart or risking standing accused
of seeking confrontation. Whatever the choice, critical engage-
ment or even opposition is condemned to failure if it lacks the
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foundations of a solid European convergence that allows the Eu to
function as a bloc.

During the Bush (senior) and Clinton Administrations, a signifi-
cant convergence with Europe was forged regarding the creation of
amultilateral international order, which smoothed over and attenu-
ated differences. This consensus paved the way for the vast coali-
tion that waged the Gulf War in 1991. The shift in us palicy, the
break away from a multilateral project, has upset the transatlantic
and the European consensus, all the more so because influential
members of the current us Administration are not exactly enthusi-
astic supporters, to put it mildly, of European unity. For the neo-
conservatives, Europe is essentially a collection of states that
should be bound primarily by solidarity with the United States and
not among themselves (Hassner and Vaisee, 2003: 153). Itisthere-
fore crucial to move European policy away from an amalgamating
“Atlanticism” and towards a Euro-American partnership that would
also constitute an important factor in European integration.

United in Action

In order to guarantee overall policy coherence and unity in EU
action in the wider international arena, debate within the European
Convention has concentrated on six major reform proposals: 1
(i) Qualified majority voting in a common foreign and security

policy (CFsP), but not a European security and defence policy
(ESDP);

(ii) Creating the post of EU Foreign Minster with the combined
functions of the current High Representative and the Commis-
sioner in charge of External Relations;

(iii) Replacing rotating member states' presidencies of the Eu with
a President of the European Union;

(iv) Paving the way for awider use of the “reinforced co-operation”
mechanism, including in defence;

(v) Reforming external representation through the single represen-
tation of the Eurogroup in the major financial institutions;

(vi) Creating aEuU diplomatic corps.

1. The proposals put forward by the European Convention, including the Draft
Constitution, will subsequently be discussed by Member States in the intergovern-
mental conference due to start in the late summer of 2003.
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The most controversial is the Franco-German proposal to end
rotating presidencies, strongly opposed by the smaller states which
seeit asan attempt to diminish their role; so far it is backed only by
Spain, Italy and Britain, and less enthusiastically by Poland. Here
lies the main objection to a president of the Union. The smaller
states fear they will in effect lose power, and some are aso con-
cerned that their special ties with various regions of the world, and
the particular focus they bring to eu foreign policy during rotating
presidencies, will thus be lost. It is unlikely that majority voting
will become the genera rule rather than the exception in CFsP,
owing to renewed British opposition. Perhapsthe best way of com-
bining multiple priorities and sustained focus together with effec-
tiveness has yet to be found asfar aseu foreign policy is concerned.

The EU has set a unique precedent in what concerns governance,
having devised a multi-layered system of governance which is
unique. At the heart of this system lies the wide variety of actors
which are involved when it comesto areas such as crisis prevention
or, at the other end of the spectrum, economic policy (an areawhere
powers of initiative are the exclusive preserve of the European
Commission): the Council, the Commission, Member States,
regions, NGOs. To make matters more complex, the system is built
on atripod or three pillars. It islikely that the current reform pro-
cess will result in a two pillar-system being adopted, one dealing
with the Community, cFsp and Justice and Home Affairs (3HA) and
another one with defence.

Co-ordinating such a complex system may hinder the EU’S
capacity for action, but at the same time it contributes to its distinc-
tiveness as an international player, better adapted to the interdepen-
dent world in which we live. These inherent features make the
European Union ideally suited for long-term crisis-prevention
through a comprehensive approach to regions or groupings aiming
to address political, social and economic aswell as security aspects
in a balanced and integrated way. The best example of such an
approach so far, in spite of the many shortcomings and failures to
translate it into a coherent set of policy options, remains the Barce-
lona Process.

Attempts at formulating a European security and defence policy
aremainly the result of European impotence and American absence
intheinitial stages of war in the Balkans. Under the impulse of the
Franco-British statement issued at the St. Malo summit in Decem-
ber 1998, Esbp officially came into being at the December 1999
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European Council in Helsinki. A number of decisions leading to
the creation of a 60,000 strong rapid reaction force (which has still
to be declared fully operational) and a 5,000 strong international
police forcel were subsequently taken in Feira (June 2000) and
Marseilles (November 2000). By the end of 2002, when divisions
among EU members concerning the new American strategy became
increasingly consequential, ESDP had progressed to the point of
securing the reversal of Turkey’s veto on the use of Nato assets and
capabilities in ESDP operations under the so-called Berlin plus
arrangements. Thiswill in principle pave the way for ESDP to take
charge of military operations in Bosnia and Macedonia.?

From the outset, the question was whether the pragmatic
approach put forward by France and Britain (capabilities first) was
appropriate or whether the “political deficit”, i.e. the absence of a
clearly formulated conceptual framework and policy guidelines,
would indeed become problematic. As the Convention working
group on defence has noted, “the Esbp was defined and devel oped
on the basis of the challenges and threats as evaluated in the
1990s’. These were largely based on the tragic experience in the
Balkans. The assumption was that the major security issues the
international community would have to face in the future would be
of the same kind as those provoked by the manifestations of
extreme nationalism, i.e. civil wars resulting in humanitarian trage-
dies, ethnic cleansing and massive violations of human rights. The
EU therefore sought to put together the kinds of military capabilities
suited to peacekeeping and peace enforcement, or the so-called
“Petersberg missions’ asthey are termed in the TEu, which in real-
ity encompass the whole spectrum of military missions, with the
exception of collective defence.

Today, however, these assumptions are at odds with the interna-
tional context asit is defined by the United States. The war on ter-
rorism became, from 12 September 2001 onwards, the number-one
concern of Us security policy, which shifted to homeland defence

1. Theku police force took over from the UN International Police Task Forcein
Bosnia-Herzegovinain 2002.

2. Thefirst ever Eu military mission, Operation Concordia, was launched on 31
March 2003 as EsbP took over from Nato's Operation Allied Harmony. The app.
300-strong military force is tasked with protecting the Eu/Organisation for Secu-
rity and Co-operation in Europe (OSCE) monitoring mission in place. Operation
Concordiais expected to last for six months.
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shored up by a doctrine that contemplates pre-emptive strikes or
wars as aviable option. Furthermore, the terrorist threat was glob-
alised and associated with that posed by the proliferation of weap-
ons of mass destruction, which formed the backbone of the
justification for theinvasion of Irag. The new international security
priorities set out by the Bush Administration do not correspond to
the world vision held by the Eu as such or the vast mgjority of its
Member States, and thus EsDP finds itself thrown into confusion.
Asfar asthefight against terrorism is concerned, the EU has stepped
up its co-operation with the United States and accelerated and
deepened integration in JHA. The fight against terrorism and tran-
snational criminality (human and drug trafficking) also features
prominently inthe EU’s own international co-operation agendawith
other areas of the world.

The EU is reluctant, however, to adopt the international security
agendaas defined by the usAdministration. The Eu assuch and the
majority of Member States have also refrained from carving arole
for the military in combating terrorism at the internal level, other
than in clearly exceptional circumstances. The fact that the uk
seems prepared to accept unquestioningly the us security agenda
does not bode well for European defence. The Franco-British com-
promise reached in St Malo, which in effect marked the lifting of
the British veto on the EU taking on the security and defence dimen-
sionisnow obsolete. Also, thereis much broader agreement on the
major threats to world peace as the United States defines them (tyr-
anny, wMD proliferation and terrorism) than about theway it is pre-
pared to confront them even among the security community in
countries such as France. In other words, there is a sense that the
United States is raising the right questions but giving the wrong
answers. One hasonly to think of the reasonswhy oil prices surged
briefly at the beginning of the Iraqg war to be reminded that, unless
the EU adopts a purely homeland defence posture, i.e. is prepared to
confront only those security issues which may have a direct short-
term military or economic impact on its well being, then the initia
assumptions of ESDP, barring minor adaptations, still hold.

Whatever the case, it should be noted that existing proposals
concerning security and defence (together with the major proposals
for institutional reform referred to above) have been tabled at the
European Convention so far by France and Germany. Reinforced
co-operation or a “leading group” ready to proceed with deeper
integration in security and defence seems more than ever the way
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forward for ESDP out of its present predicament.1 No one expects,
however, a European security and defence policy to be fully credi-
ble without the full commitment of the uk. It remains to be seen
how Tony Blair will evaluate the fall-out of Britain’s participation
in the war on Irag (and perhaps more importantly the subsequent
peace) on his project to put Britain at the “ heart of Europe”. Fulfill-
ing Donald Rumsfeld's prophecy and becoming the leader of a
“New Europe Club” within the Eu, to be joined by the newcomers,
Spain and perhaps one or two others may be rather tempting. But
thisis one temptation Britain would do well to resist, if it wantsto
avoid divisions of such gravity within the eu that they may well
lead —and theideais already being floated—to a consolidation of the
trend towards a “ European vanguard” or less likely to full-fledged
political union between France and Germany as proposed by Pascal
Lamy and Gunter Verheugen (2003).

Mercosur: a Civil Power in the Making?

During the diplomatic battlesin the run-up to the war on Irag, the
high degree of political convergence between Latin America and
the EU as a whole in what concerns the international order again
became apparent. The positions of France and Germany symptom-
atically converged with those of Chile and Mexico, the two Latin
American representatives on the Security Council in the run-up to
the war. Chile arguably championed the collective stance of the
Mercosur members and associates, who unanimously stressed that
only the Security Council could authorise the use of force to ensure
compliance with its own resolutions.

This is not to say that Mercosur's members stand absolutely
united when it comes to relations with the United States. While
Brazil voiced total opposition to military intervention on the
grounds that, in the words of Foreign Minister Celso Amorim, “the
war is bound to aggravate instability in the Middle East and stir up

1. Belgium has promoted a high-level meeting to put forward proposals for the
creation of a Defence Group within ESDP. France, Germany and Luxemburg were
supportive, and Portugal expressed its interest. The timing of the meeting just
after the Iraq war was subject to criticism, however, and the origina proposas
were watered down ahead of the actual mini-summit held at the end of April 2003
in order to avert accusations of further aggravating the European rift.
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the existing tensions between the West and the Islamic world”,
Argentina posed as “neutral”. The fact that Mercosur, together
with its associate members Chile and Bolivia, felt the need to define
a common stance in an international issue of such magnitude is,
however, important in itself and indicative of its desire to take a
more active role in world affairs.1 Brazil’s President Lula actually
sought a negotiated solution at the UN level in order to persuade the
United Statesto moderate itsimpatience, and |l ater deplored the fact
that the us had resorted to military force without the Security
Council’s explicit backing. Another example of this proactive atti-
tude is the “Friends of Venezueld’ initiative launched by Brazil
with the participation of Chile, Mexico, Portugal, Spain, and the
United States.

The common feature is to be found in a clear preference for
diplomacy and the defence of multilateralism. At the same time,
the fight against terrorism and the region-wide successes in check-
ing weapons of mass destruction proliferation are stressed. As far
as the relationship with the United States is concerned, all agree
broadly though with different nuances that strategic alliance with
the us remains a shared necessity on economic and security consid-
erationsalike. Thereisamarked resemblance, in other words, with
the position of the Eu vis-a-vis the United States.

Mercosur and the EU, whether it is a matter of political elites or
public opinions, broadly converge on the following:

(i) A marked preference for a multilateral (not multipolar) world
order;

(if) A growing suspicion verging on outright opposition to pre-
emption;

(iii) A profound sense of solidarity with the United States in the
wake of the 11 September attacks, demonstrated by the fact
that, on Brazil’s proposal, article 11 of the Inter-American
Treaty of Reciprocal Assistance (Rio Treaty) was invoked, and
Nato for thefirst time ever invoked Article 5 of the 1949 Wash-
ington Treaty.

The panoply of civilian power instruments at its disposal allows
the EU to act if not decisively at least to some degree in world
affairs. Mercosur has yet to create such instruments and mecha-

1. Statement issued by the Mercosur+2 Foreign Ministers meeting in Montevi-
deo, 5 February 2003.
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nisms. Equaly, it has yet to devise a common foreign policy, and
its sphere of action is limited to the commercia and to some extent
economic arenas. More so than in Europe, therefore, individua
states are in practice the sole actors in international affairs and
therefore the main EU interlocutors where region-to-region co-ordi-
nation in international affairs and security is concerned.

Themain items on any inter-regional co-operation agendawould
seem to be the following:

(i) Thepromotion of a pro-active multilateral agendawith theaim
of bolstering the UN's capacity to face major international secu-
rity issues. The eu, Mercosur and the Rio Group should
engage in concerted action in order to co-ordinate positions at
the UN and especially at the Security Council level. lssues
pertaining to the International Criminal Court and interna-
tional conventions dealing with the environment should be top
priorities;

(if) Thepromotion of a“critical dialogue” with the United Statesin
an effort to lobby American institutions and decision-makersin
favour of the multilateralist approach with the aim of “multilat-
eralising” the United States, which remains as indispensable as
ever to the resolution of any major international crisis,

(iii) The joint exploration of the civilian-power approach to crisis
prevention and management and post-conflict rehabilitation,
namely in what concerns the Andean countries. A common
approach to the crisisin Colombia, especially in regard to con-
certed anti-terror action and promoting democracy and human
rights would seem to be the first priority to be addressed;

(iv) The promation of a structured region-to-country security dia-
logue, between the new EU security mechanisms and Mercosur
and its members and associates, with a focus on peacekeeping
and crisis management.

Two unknowns are essential for the success of Eu/Mercosur co-
operation. On the one hand is what kind of “animal” the eu will
have developed into as the Convention (and the subsequent inter-
governmental conference) comes to a close and a constitutional
treaty governing a 25-strong EU finally comes into effect. On the
other hand is whether the impact of change in Brazil and the new
kind of leadership it may provideto Mercosur will enableit to over-
come the many existing factors of crisis. Recent statements seem
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to indicate that political co-operation ison therise and itsmain ele-
ment seems to be a shared multilateralist stance.

Looking back on the last decade of the twentieth century, the
1990s can be defined as a consolidation of regionalism, with the
deepening of the EU, the emergence of Mercosur and the begin-
nings of the hemispheric FTA. Working towards their shared vision
of amultilateral world order based on regionalism may well be the
most relevant contribution the Eu and Mercosur can make to inter-
national peace and security into the twenty-first century.

Alvaro de VASCONCELOS
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Comments

Alvaro de Vasconcelo's chapter is a very subtle and challenging
reflection on the role that democratic regional integration pro-
cesses, like the European Union or Mercosur, can play, as “civil
powers’, in reviving and redefining multilateralism in atime when
the international order is essentially shaped by the domineering
world power of the United States.

The main point of hisanalysis deals with the lessons that can be
drawn from the very process of building a European internationa
identity. The EU today, is cleverly defined as a “federation in
reverse’, where the centre possesses those responsibilities that are
normally the prerogatives of states in ordinary federal systems,
leaving to member states those that devolve upon federal govern-
ments —foreign policy, defense and taxation. But it is not very
likely that the Union can act as a decisive international player with-
out correcting that imbalance. The caveat is that the Europeans
cannot —and should not— try to build a European federal super-state
emulating the us, for the simple reason that the integration process
of their democratic states consists on strengthening a supranational
body built on norms and rules that delegitimise power politics
among its members. Thus, there cannot be any possible consensus
on a common foreign policy based on principles that contradict
those that regulate relations among the member states and under-
mine coherence with the values which are the foundations of the Eu
itself. Therefore, if it wants to become a major world player, the
Union cannot agree to an international “multipolar” order based on
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an unstable balance of power system. It needs a “multilateral”
international system based on norms and rules.

Another important point raised by A.Vasconcelos is that the
principles of the “old multilateralism” embodied in the network of
international institutions created at the end of World War Il —with
the United Nations at its core— is not enough to cope with today’s
challenges and threats. Actually, there is a broad agreement in
Europe with the mgjor threats to world peace as the United States
now defines them (tyranny, proliferation of weapons of mass
destruction and terrorism), albeit there is no consensus on how to
confront them. And there is al'so a growing awareness of the need
to protect human rights and to develop multilateral principles of
international behavior in a world which is every day more
interdependent. Therefore, upholding the status quo is no longer a
viable policy option, all the more when there is us Administration
that promotes “regime change” and “preemptive” military action
against “rogue states’ aslegitimate policy tools. TheEu, aswell as
all the other countries interested in the surviva of the multilateral
system, are compelled, even by their own public opinions, to be a
lot less tolerant of double standards and become much more pro-
active in the promotion of democratic transitions and respect for
human rights worldwide (e.g. the consensual outcry for an Ameri-
can military intervention in Liberia in the summer of 2003).
Therefore, a hypothetical world role for the eu is closely linked to
its ability to shape a world order that acknowledges the changing
position of the state in international affairs and accepts important
limitations to state sovereignty. This “new multilateralism” is
based on the need for the international community to take responsi-
bility, particularly through the UN, for the protection of the rights of
individuals, above and beyond sovereign boundaries, to promote
regional integration as a structural feature of the international sys-
tem and to support rules and institutions that strengthen multilateral
governance.

Vasconcelos is well aware of the strengths and weaknesses of a
global role based solely on “civilian power”. The EU is quite suc-
cessful as regional player on the European continent, promoting
peace and democratization through a strategy of inclusion and pre-
vention of crisis. But this strategy can function only when the pros-
pect for outside states to become effective members of the Unionis
real and when political conditionality can be fully brought to bear.
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In fact, when the promised reward is far greater than the penalties
imposed. This “soft power” approach has had far less results to
show when applied to other parts of the world, including close
regionsthat are vital for EU security policy —the Mediterranean and
the Balkans- or for that matter, Iraq or Sub-Saharan Africa.  Actu-
aly, the Europeans found themselves deeply divided by historic
perceptions and distinct post-colonial interests, as well as by the
fact that, concerning these issues, the main political incentive of a
“soft policy” —inclusion into the EU—is out of question.

The truth is that there is no law —and no multilateral norms and
rules— without some kind of a policeman. In the real world today,
no lasting and stable order is even remotely possible without the
commitment of the United States, which is the only player with a
global military and diplomatic reach. Aslong asthe us, of course,
is aso committed to playing by therules. Likeit or not, it was the
American military strength, controlled by a strong democracy, that
served asthe ultima ratio for the “ old multilateralism” embodied in
the uN Charter. On the assumption that Europe, for the time being,
cannot fully play the power game —which, anyhow, would have no
chance of winning full backing from Eu member states- the core
issue therefore isit’s relationship with the us. But due to the huge
“hard power” asymmetry, how can the Europeans avoid a mere sur-
rogate role, restricted to “soft security” (post-conflict reconstruc-
tion and nation-building), leaving hard security decisions and
implementation to the United States? For Vasconcel os, the solution
is“critical involvement” in order to have achance of actually influ-
encing us policy and getting round the dilemma of either an auto-
matic alignment, or a principled but vain opposition that, in any
case, will always threaten European unity.

For such a strategy of “multilateralizing” the United States to
have some credibility, the first condition should be that European
policy moves away from the traditional, amalgamating, “Atlanti-
cism” and towards a more balanced Euro-American partnership.
But the second condition is that it cannot be solely a European
endeavor. The EU needs allies that share the same view and objec-
tivesin world affairs. The biggest the coalition of democratic civil
powers, the most likely it will be that us policy can effectively be
influenced. Today, regarding the international order, there is no
other partner than Latin Americathat has such high degree of polit-
ical convergence with the Eu. Thisis particularly true concerning
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the Mercosur which Vasconcel os describes as a civil power in the
making, despite the fact that it is even farther behind Europe on
devising something looking remotely like a common foreign pol-
icy. If the EU could override its purely domestic considerations
(e.g. its hyper protectionist agricultural policy) in order to acceler-
ate the advent of the Association Agreement between the two blocs,
one could envisage some form of efficient biregional political coop-
eration for the promotion of a pro-active multilateral agenda and a
more structured security dialogue.

The trouble with this sophisticated civilian power agendaisthat,
to be credible, it hasto give convincing answersto international cri-
sis situations when the use of force is necessary and legitimate.
Without taking full responsibility for the security of the interna-
tional community and of a multilateral system based on norms and
rules, EU and Mercosur will have no other option than accepting to
remain wholly dependant on American military capabilities and
thus, on Washington's vision, decisions and political good will.
Vasconcelos's paper bumps on acircular paradox: “ new multilater-
alism” needs civilian powers to support it and military “teeth” to
defend it, but these civilian powers cannot become military powers
without destroying their own self and the multilateral system.
Hence, Europeans and Latin Americans are confronted either with
accepting nolens volens a surrogate role vis-a-vis the us power or
with trying to revert to an implausible multipolar system, based on
a balance of power, that could be more dangerous than today’s sit-
uation and in which the huge power asymmetry will anyhow guar-
antee American hegemony for along time.

Asamatter of fact, Vasconcel 0'sreflection opens atrail for fur-
ther developments of new ideas on this crucia link between the
necessary strengthening of multilateralism and international law
enforcing. If civilian powers—that are vital for the functioning of a
multilateral international system— want to have a preeminent role
on the decision-making process about world security, they will have
to take multilateralism serioudly, including on theissue of the use of
force. The resurgence of the debate on the role of the United
Nations Military Staff Committee and of a hypothetical UN forceis
a symptom of this renewed motivation to tackle this challenge.
Does that mean that civilian powers should accept deep limitations
on their sovereignties in order to plan and organize their military
capabilities as part of a multilateral rapid reaction law-enforcing
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expeditionary force? Is this perspective incompatible with
“national defense” or “European defense”? What should be the
responsibilities of regional organizations and can they still be based
on the non-intervention principle? Are the biggest European and
Latin American countries ready to contemplate the rewriting of the
UN Charter’s Chapter V11 so it can respond to new threats, like ter-
rorism and proliferation, and legitimize the systematic defense of
human rights principles, which implies sometimes the use of force
and what the French call droit d'ingérence? Can all this be enough
to convince the United States to play —and even to lead— by multi-
lateral rules? These are some of many questionsthat should be dealt
with in future research programs of our Working Group.

Alfredo G. A. VALLADAO
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Chapter 2

Managing Financial Crisis
in Emerging Markets:

New Developments in Review

Introduction and Outline

Section 1 provides a summary of the debate on Sovereign Debt
Restructuring. To this end, we report on a recent conference in
Paris, on March 9, 2003 sponsored by Institut francgais des relations
internationales (IFRI) and the Institute for International Economics
(nE) to air the principal issues before the Spring Mestings of the
IMF and World Bank.1 In the light of Mexico’s issue of debt that
includes Collective Action Clauses (cacs) —and of cool market
reception accorded to the IMF own proposal by the market— we
focus on the current prospectsfor cacs; for Code of Good Conduct;
and for IMF's own “bankruptcy” proposal, a Sovereign Debt
Restructuring Mechanism (sbrm). After surveying these three pro-
posals, we consider the incentives for continued reform.

In section 2, we discuss a model of sovereign debt crises that
combines problems of creditor coordination failure and debtor’'s
incentives. It involves a canonical two-player game of creditor
coordination with multiple equilibria, where the choice of equilib-
rium is subject to the moral hazard constraint that the sovereign
debtor must retain the incentive to serviceits debt. Itisquitelikely
that this incentive constraint rules out the “no-crisis equilibrium.”

1. Therelative merits of statutory change backed by the IMF and voluntary
contractual change promoted by the us Treasury were discussed in asimilar 11E
forum ayear before; see Miller (2002).
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Instead, the equilibrium following debt default may be onein which
creditors randomise between quitting and staying; or even one in
which they all quit, depending on how severe the incentive problem
is. In general, there are too many crises. We go on to discuss
briefly how interest rates will depend on the equilibrium selected
and how the model might be calibrated to the data, with parameters
chosen so as to generate sovereign spreads that vary over a range
running from 300 to 7000 basis points. The possible perverse
effects of unregulated financia liberalisation are also discussed
using this framework.

In section 3, we discuss how the incidence of crises might be
reduced by international sovereign bankruptcy procedures, involv-
ing “contractibility” of sovereign debtor’s payoffs, suspension of
convertibility in a “discovery” phase and penalties in case of mal-
feasance. In relation to the current debate, thisis more akin to the
IMF’s Sovereign Debt Restructuring M echanism than the Collective
Action Clauses which some promote as an alternative. But the
decision taken at the IMF Spring Meeting to put the sbrRm on the
back burner together with the recent developmentsin the market for
sovereign debt suggest that Collective Action Clauses are far more
likely to go ahead than the IMF's SDRM. In the light of Mexico’s
issuance of sovereign debt in Ny in February 2003 containing Col-
lective Action Clauses, we study the impact of such clauses on
creditor coordination. We begin by extending the two creditor
model studied in previous sections to the case with n creditors,
allowing for the possibility that creditors have asymmetric informa-
tion about future project net worth. We then study a special case of
this model with three agents. From the Bayesian equilibria of this
game we derive the probability of uncoordinated sovereign debt
crises without collective action clauses and show that introducing
Collective Action Clauses lowers this probability.

Section 4 turns to political economy matters. After a brief out-
line of general issues, we examine “political contagion™ in Latin
America. We argue that wide-spread support for debt default in
Argentinamay haveled to the high sovereign spreads seen in Brazil
as Lula surged ahead in the polls. We analyse how a self-fulfilling
crisis has been avoided by a combination of short-term IMF financ-
ing in exchange for the incoming president's commitment fiscal
prudence together with a process of “learning to trust Lula” on the
part of creditors.



Sovereign Debt Restructuring: Where Things Stand

Introduction and Summary

The trigger for change. Why change the current international
financial architecture? Has it not served the world well since the
Bretton Woods System established at the end of World War |1 gave
way to floating rates in the early 1970s? These questions deserve
some response, however brief, before turning to the sometimes
arcane details of the current debate.

The single most striking piece of evidence of the inadequacy of
the status quo is the high incidence of financial crises, particularly
since 1973. As indicated by data provided by Bordo (2002) and
Eichengreen (2002), the frequency of crises since 1973 was about
10% per annum for a each country in a sample of 21 mainly devel-
oped economies (for which data is available since 1880) and about
12% for awider sample of 56 countries including emerging market
economies, seeright hand barsin Figure 1 below.

Figure 1. Crisisfrequency (percent probability per year)

[l Banking Crisis
Currency Crisis

14.00} Twin Crisis

12.00L M All Crisis

10.00
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2.00+
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1880-1913 1919-1939 1945-1971 1973-1997 1880-1913
(23 (38
countries)  countries)

Source: Michael Bordo (2002).

This frequency (of about one in ten) is approximately double
what it was under the Gold Standard 1880 -1913, the earlier period
of financia globalization (when each country faced a onein twenty
risk of crisisin any year). Itishigher thanin the Bretton Woods era

55



of pegged-but-adjustable exchange rates and limited capital mobil-
ity running 1945-73.1 With the exception of the interwar period,
1919-1939, which includes the Great Depression, it is the highest
incidence of crises since 1880.

As Rogoff (2003) has recently noted: “private flows to emerging
markets are remarkable for their unpleasant side effects —wild
booms, spectacular crashes, over-indebtedness, excessive reliance
on short-term and foreign-currency denominated debt, and pro-
tracted stagnation following a debt crisis. [There] is an excessive
reliance on ‘dangerous forms of debt, such as foreign-currency
denominated debt and short-term debt, which aggravate the pain of
crises when they occur”.

Though increasing world trade and the scope of market forces
more generally has undoubtedly raised per capitaincomes dramat-
ically, the same claims cannot be made for the growth of interna-
tional markets in sovereign debt.2 Has the growth of debt markets
enhanced growth? Has it reduced the volatility of consumption? It
is hardly surprising that the answer as to the social value of emerg-
ing market debt flows provided by in-house research at the IMFis at
best ambiguous, Prasad et al. (2003).

A summary of the debate. What goes wrong with bond markets?
and what can be done about it? A recent paper by Nouriel Roubini
and Brad Setser (2003) addresses just these questions. It is with
some trepidation that one seeks to summarize this synthesis. Nev-
ertheless Figure 2 may prove a useful guide to the cut and thrust of
the debate that follows. On theleft hand side are the potentia prob-
lems aicting markets in sovereign debt —a veritable catalogue of
disaster. In the columns of the table are the various solutions

1. As Rogoff (1999) had earlier put it: “The 1990s financia crises have
brought a sharp contraction of lending to the developing world, and there is a
serious concern that the fallout will continue to inhibit international capital mar-
kets for some time to come. The exact timing and nature of speculative attacks on
emerging market economies is a topic of great debate [b]ut in the maority of
cases, there is little question that the attacks were exacerbated by the way that
many developing country governments chose to open their capital markets radi-
caly to therest of the world during the early 1990s.”

2. Kenneth Rogoff is not the only one speaking out against too much sove-
reign borrowing by emerging markets in the form of bonds and bank loans, and
relying too much on foreign-currency-denominated (or foreign-currency-indexed)
debt; in this regard, see Goldstein (2003).
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Figure 2. Roubini and Sedser’s Catal ogue of Woe:
and Four Modes of Resolution

(1) Status Quo (2) CACs (3) Codes |(4) SDRM
(numbers
(Plus) refer to
Figure 4)
a) |Rushtothe [IMF/G7 Stand-stills CGC#1 |STAY on
exit Bailouts with capital payments
controls
b) |Rushtothe |Acceleration Acceleration |CGC#1  |STAY on
courthouse |Clauses Clauses legal
action
c) |DIPfinance |IMF/G7 Seniority for SENIORITY
“Lending new lending for new
into arrears’ lending
d) [Holdoutsor |Exit/consent Super- Super-
Free-riders |swaps majority majority
voting voting
(SMV) (SMV)
€) |Aggregation |Parisand 2-stage CGC#5 |FORUM for
Problem London swaps: Dispute
between Clubs+ IMF [NY Club Resolution
creditors | Programme
f) |Coordina |Parisand Linking of 3 Roadmap |IMF
tion London Clubs CGC#6  |Programme
between Clubs+ IMF with
creditors, | Programme condition-
debtors and ality
IFIs
g) |Debtor IMF CGC#7 |IMF
moral Programme Programme
hazard
- Cohen and Portes -
| [ - IMF Endorsement -~

offered to mitigate these problems, beginning with that labelled the
status quo,! i.e. how things have evolved without fundamental
reform of the system. This phrase, used by Roubini and Sedser,
should not be taken to imply situation of stasis, as there hasin fact
been a good deal of evolutionary development in the last few years
—the use of exit consents swaps as a form of “Private Sector
Involvement”, to give but one example.

1. When augmented by the two items in parentheses, this yields the Status
Quo Plus.
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The status quo has proved crisis prone, as we have seen above.
But, as Daniel Cohen and Richard Portes (2003, p. 1) arguein their
elegant study of “IMF Reform”, it aso shows signs of unsustainabil-
ity: “The absence of a framework for orderly workouts increases
the pressure on the IMF and G7 to step in with bailout packages,
because a disorderly workout appears too unpaatable’”. The IMF
faces what has been called a“time consistency trap” 1: it would like
to “Just say No” when member countriesin crisis call for liquidity
support; but because the alternatives are so dire thisis not credible.
Thereis concern that investors, knowing that their lending is under-
written by the implicit promise of IMF-led bailouts, may lend reck-
lessly.2 But there comes a timewhen the sheer size and speed of
capital flows must overwhelm the efforts of well-intentioned per-
sonnel manning the pumps.2 What then? The various alternatives
listed in the next three columns may be considered in turn.

Collective Action Clauses (CAcs) [see column 1 of Figure 2]

An answer proposed much earlier, shortly after the Mexican cri-
sis of 1994/5 in fact, is that of inserting collective action clauses
(cAcs) into private bond contracts so that they can be restructured
when a super-majority of say 75% of creditors agree to do so, see
Eichengreen and Portes (1995) and the Rey Report (1996). In this
respect bonds are made more like equities, as their pay-outs can, at
the discretion of the creditors, be made state-contingent. Indeed, as
Roubini and Setser (2003, pp. 20-21) point out, “Bonds governed
by English law typically alow a qualified majority to amend key
financial terms. [But] those emerging markets that typically issue
dollar bonds governed by New York law were reluctant to change
the documentation they usein New York or to shift their dollar issu-
anceto London”. They go on conclude that “the challengeis actu-

1. Thisisdiscussed in more detail in Miller (2002), for example.

2. “[T]he availability of IFI support gives a false sense of security to investors,
which magnifies booms in the run-up to the crisis (asin Russiain 1998)”. Rogoff
(2003) 81.

3. Perhaps December 1997 was the defining moment, when the market failed
and the money ran out. The IMF could not find sufficient funds from IFI and G7
sources to prevent default by Korea, an oecD member. Default was only averted
by a coordinated rollover of banks short-term investments orchestrated by G10
finance ministers and central banks— a form of government-induced suspension of
convertibility.
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aly quite simple: changing market practice in bonds governed by
‘New York law’”.

Until February 2003, when Mexico issued a hillion dollars of
twelve-year debt in New York containing CACs at avery respectable
3 1/8th percentage point spread over us treasuries, there seemed to
be an insoluble problem —what Cohen and Portes (2003, p. 23) call
the “cacs 22", another manifestation of the time-consistency trap.
In their words:

Both issuers and underwriters [in New York] are trying to sell
bonds and fear the chilling effect of “prenuptial agreements’. Most
important, however, isthat lenders expect bailouts as long as thereis
no alternative, established procedure for Private Sector I nvolvement.
As long as the official sector provides bailout packages, there is no
incentive for the markets to want CACs; but there must be bailoutsin
the absence of an aternative that would limit the costs of defaullt.

Not surprisingly, the Mexican initiative commanded great atten-
tion at the Paris meeting. Somehow Mexico had boldly escaped
from cacs 22. Wasthisasigna of hope for emerging markets? Or
was it proof that Mexico has grown to be the very Houdini of the
emerging economy bond markets? The message was mixed. Mex-
ico currently has strong balance of payments, high foreign
exchange reserves, buoyant oil revenues and investment-grade rat-
ing: so it seemed a good time to go to the market. But this may be
cold comfort for those not so well placed.

Three innovative aspects of the Mexican cAcs were indicated:
(a) a 75% super mgjority vote to change financial terms; (b) an
increase from 50 to 75% of the vote needed to change non-financial
terms, and (c) a minimum requirement of 25% of the outstanding
principa for acceleration (with a 50% requirement to de-acceler-
ate). These clauses, whose significance we further analyse below,
may be just what the doctor ordered; but the circumstances needed
for a propitious launch seem daunting.

Roubini and Setser (2003) and some London market participants
argued for standardization of cAcs “to minimize the number of
moving parts’. But, in a subsequent Newsletter, Michael Gavin
(2003, p. 5) of ues Warburg commended the Mexican initiative on
the grounds that “the covenants in the recent issue were not meant
as a final, take-it-or-leave-it offer on a template that would be
applied rigidly to its future issues’.
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The response of discussants, faced with a checklist of key ques-
tions by the chair, are summarised in Figure 3.

Note that the position taken by Cohen and Portes, who argued
for standardised contracts of mandatory issue in key financial sec-
tors, contrasted sharply with the more flexible and voluntary posi-
tion taken by the market.l Roubini and Setser (2003, p. 14)
propose a step-bystep compromise, beginning with encouragement
and moving further if necessary: “If other New York law issuers do
not follow Mexico's lead, the official [sector] should be prepared to
go beyond jawboning to arm-twisting, and eventually to seek regu-
lation or legislation that would require the use of clauses. This
really does not require G-7 coordination, or changesin IMF policies.

It does require awillingness on the part of us authoritiesto impose
change on the market if those countries that typically issue in dol-
lars using New York law do not move on their own”.

Figure 3. Bergsten's checklist of key issues: and the variety of replies

F. Bergsten's Market players Academic
guestions (including Mexico) (cf. Cohen/Portes paper)
Q1 | Should cacsbe London argued for Standardization
standardized standard contracts, NY | recommended
and Mexico preferred

flexibility (on, for
example, engagement

clauses)

Q2 | How much official No comment History suggests pressure
pressure needed? needed to enfonrce CACs
Moral suasion or Moral suasion perhaps, | Key financial centersto
regulation? but no more prohibit issues without

CACS.

Q3 | Implications of cacs | None Will ease the pressure for

for Bail-outs IMF bailouts

Code of Good Conduct

Jean-Claude Trichet of the Bangque de France presented a pro-
posal that found considerable support, namely the formulation of

1. The point was made that, to provide the right incentives such voluntarism
might need to be matched with a “cap” on official finance, as proposed by the
Bank of Canada and the Bank of England.
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rules of good conduct together with a*“road map” to guide debtors,
creditors and othersinvolved in debt restructuring.!

The stated objective of the Code of Good Conduct (CGC) is to
develop a comprehensive non-statutory framework, which seeks to
address debt-servicing problems while preserving to the maximum
extent possible contractual agreements. Indeed, a Code carefully
listing what is expected from all parties concerned in times of sov-
ereign financial distress could provide a pragmatic way for stake-
holders to optimise their behaviour. This framework isintended to
incorporate “best practices’ which are not mandatory but rather of
acontractual or voluntary nature.

Figure 4. Banque de France's Code of Good Conduct

Code of Best Practices for Sovereign Restructuring:
Nine main principles and best practices

Early engagement with creditors

Fair information sharing among al interested parties
Fair representation of creditors

An expeditious and cooperative process
Comparable treatment among creditors

Fair Burden Sharing between debtor and creditor
Good-faith negotiation

Preservation of the debtor’s financial situation

Rapid restoration of debt sustainability

©ooNOAWDNE

A warm welcome for this proposal on behalf of the creditors has
been provided by Michael Gavin (2003, p. 6), who aso drew out
the implications it might have for the debate in general:

The code would not of course be legally enforceable, but that
doesn’'t mean that the normsthat arelaid out in such a code would not
provide some useful guidance (and moral suasion) going forward.
[Indeed] the combination of cacs and Code would probably solve so
many of the political and substantive problems that now plague the
restructuring process, that the case for an SDRM to solve the few
remaining problems would be tough to sustain.

1. Richard Portes suggested that such a code is more in the French tradition,
while the Ny Club for sovereign debt restructuring debt he proposed is more
accord with the Anglo-Saxon custom and practice.
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Others such as Roubini and Setser (2003, pp. 10-11) are more
sceptical:

No matter what the Code aims to do, particular attention needs to
be given to the set of incentives that will lead all parties to have an
interest in abiding by a non-binding Code. In theory, adherence to
the Code during the restructuring could be a condition for creditors
final agreement on restructuring terms. However, this raises obvious
problems of time consistency. If the debtor dithers for a few years
before [it] finally gets its act together and then puts forward an
acceptable proposal, creditors are unlikely to turn the proposal down
just to punish the debtor for failing to live up to a code immediately
after itsdefault. A code of conduct potentially could help to facilitate
a restructuring well before most bond contracts contain collective
action clauses. Most proposals are not intended to substitute for
efforts to introduce of new clausesinto bond documentation.

Something like the Code of Good Behaviour is surely needed to
promote more efficient coordination between the parties involved
—debtors, creditors and IFI's: but a voluntary code has no power to
enforce decisions on minority creditors. This is the main reason
why it was seen as complementary with CACs.

The IMF’s Proposal for a Sovereign Debt Restructuring
Mechanism

Finally, IMF economists had the opportunity to describe and
defend the statutory innovations! they had been pursuing for many
years —-much more actively since they were encouraged by Paul
O'Neill to look for a“better way” than simply providing bailouts.

Jack Boorman, head of PDR during the Asian crisis and now spe-
cial advisor to the Managing Director, welcomed the incorporation
of cAacsinto sovereign bond contracts and the promotion of a Code
of Good Conduct. Worthy as they may be, however, he judged
them inadequate to handle sovereign debt restructuring on their
own.2 To start with, the clauses incorporated in Mexican sovereign
debt are not nearly as ambitious as those proposed by John Taylor

1. The major features of the SDRM have been indicated in the summary Figure
2. They include a stay on debt payments; seniority status for new creditors; Super
Majority Voting by creditors in each class of debt; the prospects for aggregation
across classes; and last of all a Dispute Resolution Forum.

2. For more details on his position see Boorman (2003).
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(2002) when the us Treasury backed contractual changes a year
before: and the code advocated by the Bank of France and groups
of bond traders have not yet been agreed. More fundamentally, he
asserted that, in handling problems of aggregation across creditors,
“synthesising by contract” is not possible —thus challenging the
view of New York financiers Morgan Chase who claim that two-
stage swaps can do the job. Finally he concluded that cAcs are a
complement, but not an effective substitute, for SDrRM; and made it
clear he thought the IMF needed extra statutory powersto do its job
properly.

Conceding that the original sbrRm proposal may have been
“Fund-centric”, he claimed that current proposas are “creditor-
centric”. Figure 5 below provides a schematic comparison of the
origina proposal of November 2001, SDRM-1 with the revision pro-
vided in 2002, SDRM-2; it also indicates how these plans attempt to
replicate key features of corporate bankruptcy procedures under
Chapter 11 of the us Code. As indicated by the asterisks in the
table, under the revised plan creditors can specifically decide: a) on
extending the temporary stay on debt service, b) on the provision of
seniority for DIP finance, ) on the restructuring of each class of
debt. In addition, Mr Boorman said, creditors can terminate pro-
ceedings.

Michael Mussa, head of IMF Research till mid-2001, offered
scant support. He reiterated a point made by his I1E colleague Ted
Truman (2002) to effect that, of the last eight crises handled by the
IMF, Argentinais the only case for which the sDrRm is directly rele-
vant. In any case, he argued against the ex-post revision of private
contracts as the right way to proceed. The IMF, he argued, should
“Just say No!” But, as Jack Boorman was quick to point out, “You
have to ask what is going to happen then” (i.e. if you say no). “If
there is not a reasonable process’, he noted, “then your answer is
affected.”

The implication that the IMF simply said yes was promptly chal-
lenged by Matthew Fisher. The failure to achieve a pre-default deal
inArgentinawas not for lack of trying, hesaid: Mr. Cavallo wastalk-
ing of administering a“haircut” in late 2001, for example. But how
could one secure collective action without cCACs? The only solution
was the use of exit consent swaps: but there was a risk that these
might lead to a collapse of banking system. If aprior default could
have been done it would have been great: but it was not possible.
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Figure 5. Chapter 11 and Sovereign Debt Restructuring Mechanism (SDRM)

Features Chapter 11 SDRM
bankruptcy
Original SDRM Revised SDRM
(2001) (2002/3)
(@) |Soppingagrab |Payments Payments No stay but
race standstill plus standstill plus hotchpot remedy
automatic legal | automatic stay
stay
(b) |Financing Preferred status Preferredcreditor
reorganisation for new money status for new
(P finance) money* plus
limited IMF
lending
(c) |Restraining Supermajority Supermajority Supermajority
holdouts voting plus voting plus voting by the
cramdown arbitration unsecured
creditors
(d) | Restructuring Negotiations Negotiations Negotiations
debt under court supervised by supervised by
supervision IMF plusIMF neutral agency
programme plus IMF
programme

* to be decided by creditors.

Kenneth Rogoff, Michael Mussa's successor in the IMF Research
Department, dismissed the view that the status quo isjust fine. He
tried to shift the whole perspective of discussion, noting that “It's
not the asset class (sovereign debt) we want to secure —it's
resources for Emerging Market Economies” He argued that the
current system is unduly biased towards debt flows! and spoke per-
suasively of the need to rechannel capital flows into other instru-
ments. (Thiswas an echo of what he had earlier called My Plan in
Rogoff (1999), where he proposed a short term run-down of bond
markets, see Addendum below.)

Strategic considerations

The IMF and its critics. Key points made on each side are outlined
in what follows. In conclusion, however, we argue that the situa-

1. For further details see Rogoff (2003), “Emerging Market Debt. What is the
Problem?’

64



tionisinreality one of fine balance: in reshaping the architecture as
in restructuring debt, blocking minorities can play a key strategic
role. If SDRM is put on the back burner, it is important that PSI be
revived as athreat to keep cACs coming.

On one side of the final debate were the protagonists for market
voluntarism, backing cacs without an SDRM, happy to make com-
mon cause with the Bangue de France and its voluntary Code of
Good Conduct. Market participants took this view. On the other
side was the IMF, willing to endorse these changes, but fighting still
for fundamental statutory reform along the lines charted by Anne
Krueger. A compromise was offered by Daniel Cohen and Richard
Portes. Drawing on the history of sovereign debt restructuring
before the IMF was created, they proposed non-voluntary CACs,
together with institutional changes to promote creditor co-ordina-
tion —aNew York Club, for example.

Speaking for the debtors, Agustin Carstens of Mexico noted that
fears of moral hazard had led to IMF to encourage private sector
involvement. With the suspension of automatic bailouts, he
claimed recklessinvestors have been excluded from emerging mar-
kets. But capital flows have declined; and Mexico aone had
received 70% of capital flowsto Latin Americalast year. To bring
other countries back to the market, creditors wanted cacs plus
Codes. He criticised the sDrRM for what he termed insurmountable
problems of unconstitutionality and unpredictability, and recom-
mended that the IMF —the best working international institution”—
should not put itself at risk in pursuing this initiative any further.

Michael Dooley (Deutsche Bank) speaking for the creditors,
acknowledged that the status quo is very costly and argued that
cAcs are useful particularly if supplemented by the Code of Good
Practice and a Forum for negotiations. But he was highly critical
of the srRbM, which he described as a radical change where the
debtor plus the IMF determine “when bond contract become equity
contracts’ and the IMF reserves the right to get out before private
creditors!

In response, Kenneth Rogoff (IMF) reiterated his view that capi-
tal flows in the form of equity played an important and stabilising
roleinworld capital markets. He also pointed out that the IMF typ-
ically commits itself to supplying loans at times when no one else
iswilling to do so: stripping the IMF of seniority would reduce fund-
ing to zero, he said, “But how would that help?’
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Finally, Michael Mussa (11E) observed that efforts to promote the
SDRM are “premature” —but argued that the proposal should not be
dropped. To put it into action, however, there needs to be ademon-
strable case— maybe Argentinaif private negotiations fail.

Strategic Considerations. If proposing SDRM was premature, as
Michael Mussa suggests, was the whol e exercise awaste of time? If
it is put on the back burner, will this affect incentives for reform?
Some insights may be gleaned from a strategic analysis where one
treats the evolution of the IFA asthe outcome of agame between the
IMF and the creditors. A rudimentary versionisoutlinedin Figure 6
that follows, designed to capture the game asiit first appeared in the
Fall of 2001 when Paul O’ Neill asked the IMF to look into creating
an sbRM. Note that payoffs for either player are ranked with letter
gradeswhere o> 3>y >6.

Asformulated here, the IMF simply chooses whether to push the
SDRM or not, while the creditors decide whether or not to implement
CACs. The payoffs are shown in the Table, with that for the IMF
shown first and for the creditors second. It is assumed that the IMF
rates the achievement of SDRM as an ¢, the adoption of cacswithout
an sbRM as o f3, and the Status Quo without either, as o 6. But the
creditors take the opposite view: for them the status quo isjust fine,
o;, CACs are acceptable, B; but the SDRM is a monster from another
planet, 6. (So it is pretty much a zero-sum game.) For the IMF with
agreen light for reform, asin the Fall of 2001, it is evident that pur-
suing the sDRM is the dominant strategy (always yields o). This
leaves creditors choosing whether or not to add cacs; which they do
as this gives them some more control of proceedings.! The Nash
equilibrium of thisgame, shown in bold in the bottom right cell, pre-
dicts major developmentsin the international financial architecture,
with the changes both to private contracts and statutory procedures.

Figure 6. The situation in the Fall of 2001: IMF leads “ twin-track” reform

Creditors
NO CACS CACS
IME* NO SDRM [ X4 B.B
SDRM a,0 o

* Assuming no veto of the SDRM.

1. In addition, of course they can lobby for changes in the SDRMm to give credi-
tors more control.
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This may be how things appeared to the IMF early in the process,
but neither the market nor many borrowers have supported SDRM;
and if they don’t want it, the us Congressis unlike to approve.® [It
takes 85% of the vote to change the IMF’s Articles of Agreement
and the us has the power to block such changes on its own: other
major debtors countries like Mexico and Brazil would doubtless
have joined a blocking coalition.2] On the other hand, Mexico has
incorporated CACs in its latest NY bond issue. An interesting fea-
ture of the clauses incorporated was that, while the Super-M g ority
Vote for changing financial terms was cut from unanimity to 75%,
the required vote to change non-financial terms was increased from
50% to 75%. Why so? Because creditors who accept such CACs
thus reduce their exposure to exit consent swaps, i.e. avoid involun-
tary Private Sector Involvement [PsI].

This is important if we assume that reform efforts in the near
future will focus on cacs, together with the option of using exit
consent swaps acting a credible threat. In Figure 7, where the imF
now chooses whether or not to use psi, the payoffs are as the previ-
ous Figure 6 except that we change the IMF “payoff” in the bottom
right hand corner from o to y to reflect the difficulty of implement-
ing PsI with Mexican-style CACs.

Where cAcsare structured in thisway, pursuing PSI isnot adom-
inant strategy on the part of the IMF. But it can still function as a
threat. This can be seen most clearly with the aid of Figure8§,
which shows the options available at different stages, assuming that
creditors can implement cAcs before the IMF forces PSl.

Starting at the second stage, it is clear that the IMF will not
enforce involuntary psl if CACs have been implemented —thanks to
the anti-exit consent swap provisions. It will do so otherwise, how-
ever, to avoid areturn to the status quo ante. Faced with this state-
contingent IMF response (shown by the dark arrows in the lower
part of the figure), how will the creditors behave? With their pre-
ferred outcome of No cacs and No Psl ruled out, their best option
is to implement cacs —otherwise they get will be faced with exit
consent swaps!

1. And of course, Mr. O’'Neill is no longer holds office.
2. See Leech (2002, p. 389). Table 1 for an evaluation of voting power on such
matters at the IMF.
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Figure 7. The current situation: IMF backs cAcs with threat of PS

Creditors
NO CACS CACS
No PsI S,00 3
IMF* . Ph
Psl (exit consent) | o,8 1.B

* Assuming that sl becomes |ess feasible when cacs are implemented

Figure 8. WI the Market continue with cacsto avoid PS?

IMF payoff shown first

No CACs

No Ps| PS|

BB (rB (6,0) (e,0)

Conclusions

Mexico has taken initiative of including CACs in its New York
debts; and Brazil has been quick to follow. Or will with SDRM on
the back burner and no alternative incentives for change, is there a
risk that the whole movement to reform the international financial
architecture could go back to square one? Roubini and Setser have
proposed a step-by-step process of pro-activism by the us regula-
tory authorities as one means of providing the right incentives.
Reactivating the threat of Private Sector Involvement implemented
by exit consent swaps is another.

But the progress of time and the process of learning may also
change payoffs and incentives. Thus, up until afew weeks ago, it
was widely thought that issuers would only be willing to pay the
premium demanded by the market for cacs if they were under the
threat of the sbrRM. The Mexican placement was made without the
need to pay a premium, however, and the bond continues to trade
well the buy-side shows growing recognition that cAcs are a good
idea. (Itisnotable, for example, that Uruguay has announced that
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it plans to use cacs in its forthcoming debt operation.) So thereis
some ground for optimism that the momentum toward CACs can be
maintained even if the SDRM is put on the back burner.

We might consider three possible lines of development. First, if
creditors in sovereign bond markets —like those in London corpo-
rate markets— come sufficiently to appreciate the benefits of cacs,
they will be no need for regulatory enforcement nor Psi as a threat.
So it will be aworld of cacsand Codes.

Second, if the resolution of the Argentine situation drags on for a
long time, things may look very different. There could be aloss of
confidence in market —driven solutions and al bets will be off— as
the need to avoid any repetition re-ignites the search for systemic
reform. With demonstrable reason to reconsider the sbrm, for
example, the strategic equilibrium might return to what it was in
2001 with renewed pursuit of the twin-track approach. This could
lead to aworld with new contracts and new Articles for the IMF.

Third and, in our view, most likely, is an evolutionary outcome
where cacs will be widely adopted (but will not prove to be suffi-
cient to handle solvency crises on their own); where the SDRM will
not be adopted because it is too ambitious, but cacs will be com-
bined with Codes and with IMF involvement to supply emergency
funding and impose conditionality. In practice, thiswill consitute a
mechanism for restructuring sovereign debt in all but name!

Addendum: K. Rogoff (1999) My “Plan”: and a Criticism

The main problem with the present system isthat it contains strong
biases towards debt finance, especially towards intermediation by
banks, and does not adequately support equity finance and direct
investment. If flows to developing countries took the form of equity
and direct investment, there would be an automatic device for risk
sharing. Country runs could still lead to sharp drops in local stock
markets, but there would be no liquidity effects, no need for alender
of last resort or a crisis manager.

In Bulow and Rogoff, we recommend restricting countries’ ability
to waive sovereign immunity as means of discouraging the mediation
of debt contractsinindustrialized country courts. Instituting an inter-
national bankruptcy court might be an alternative means to the same
end. Asaresult of such apolicy change, there could be a significant
transition period where capital flows to certain countries were
reduced. Lenders would avoid countries lacking either sound legal
systems for enforcing commercial contracts, transparent and fair reg-
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ulatory systems, or favourable histories of treatment towards foreign
investors. However, countries that want to draw on world capital
marketswill have astrong incentive to devel op institutions that would
support foreign investor confidence. By the same token, they will
have an incentive to develop fair, transparent, and well-regulated
equity marketsto help attract capital flows.

In the concluding discussion of the Paris meeting, Ricardo Haus-
mann appeared to criticise such aplan. While he agreed that capital
markets have not provided for efficient risk sharing, he argued that
for the IMF to walk away violated the Monkey Principle: “Don’'t
throw away the vine you're on, before you have another to go to.”

Co-ordination Failure and Moral Hazard:
the Full Information Case

Introduction

In criticising the conventional wisdom —also known as the Wash-
ington Consensus— Guillermo Calvo of Inter-American Develop-
ment Bank has argued that emerging market finance is subject to
market failures with potentially disastrous consequences. At the
uUTDT summer workshop in Buenos Aires in August 2002, indeed,
he proposed that whether or not a theory of sovereign debt crisis
includes “sudden stops’ should be acrucial test of itsempirical rel-
evance for emerging market finance, see Calvo et al. (2002). In his
recent book on the international monetary system, Tirole (2002,
pp. ix-X) evidently takes much the same perspective: he begins by
referring to the wide consensus that has emerged among econo-
mists that “capital account liberalisation... was unambiguously
good. Good for the debtor countries, good for the world economy”
but goes on to note “that consensus has been shattered lately. A
number of capital account liberalizations have been followed by
spectacular foreign exchange and banking crises.” Following Rus-
sia's partial foreign debt repudiation in August 1998, for example,
generous inflows to Latin America came to a standstill; and sover-
eign interest rate spreads rose to over 1600 basis points on the
Emerging Market Bond index (EMBI+).

These developments —together with the collapsing currencies
and soaring sovereign spreads facing many Latin American coun-
tries in 2001/2— have put in question traditional explanations for
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financial crises, based on current account and fiscal deficits. They
suggest the need to focus on the intrinsic behaviour of capital
markets.

The focus of this section is on how problems of creditor co-
ordination interact with debtor’s incentives to generate excessive
crises. In the academic literature, these issues are typically treated
separately. In explaining “bank runs’, for example, the classic
paper by Diamond and Dybvig (1983) demonstrates the possibility
of multiple equilibria in financial markets, but takes as given the
structure of demand deposit contracts (i.e. the right of depositorsto
withdraw on demand) and the choice of investments by the bank.
To help select the “good” equilibrium, three ingtitutional mecha-
nismswere discussed —provision of liquidity, suspension of convert-
ibility and deposit insurance. Analogous co-ordination problems
arise in connection with emerging-market bonds and similar pro-
posals have recently been made with respect to sovereign debt.
Stanley Fischer (1999), Radelet and Sachs (1998) and Truman
(2001), for example, have emphasised official provision of liquidity;
while Krugman (1998) called for capital outflow controlsto protect
East Asian currencies (i.e. a suspension of convertibility). There
has not been much talk of explicit insurance, Soros (1998) and
Jeanne (2001) being exceptions: but an additional possibility has
been widely discussed, that of revising the nature of sovereign debt
contractsthemselves. Eichengreen and Portes (1995), Buchheit and
Gulati (2000) and Taylor (2002) have advocated theinsertion of col-
lective action clauses to assist creditor co-ordination.

Proposals like these, designed to solve creditor coordination
problems, have been criticised for failing to take into account their
effect on sovereign debtors incentives. Barro (1998, p. 18), for
example, suggested that bail-outs can increase the probability of
sovereign default, stating that “bailouts increase ‘moral hazard' by
rewarding and encouraging bad policies by governments and exces-
sive risk-taking by banks’. With reference to $42 hillion support
package for Brazil in 1998, for example, Barro asked: “How did the
Brazilians qualify for this support? They did so mostly by not exer-
cising sound fisca policies. If their policies had been better, they
would not be in their current difficulties and would not qualify for
IMF money”. After further discussion of the bailouts for Mexico
and Russia, he concluded: “The IMF might consider changing its
name to the IMH—the Institute for Moral Hazard”.

71



Typically, debtor’s moral hazard has been considered in a sepa-
rate strand of the literature which focuses on the use of punishment
strategies in models of repeated interaction. In Bulow and Rogoff
(1989a), for example, trade sanctions are the punishment mecha-
nism to prevent strategic default. But since their bargaining model
assumes a single creditor lending to a single debtor, creditor coor-
dination problems are not discussed. Nor are they addressed in
Kletzer and Wright (2000), who use a repeated game model to
study how restricting access to capital markets can check mora
hazard.

A cornvincing treatment of sovereign debt crises and their resolu-
tion needs to combine creditor co-ordination and debtor incentives
in a consistent framework. The details of such a framework are
provided in Ghosal and Miller (2003). They may be summarised
briefly asfollows.

Consider a canonical two-player game of creditor coordination
where neither creditor can make a credible commitment not to
quit where there is a default, even when shocks are temporary.
Given default, this coordination game has three Nash equilibria.
Onein which creditors simply rollover lending (stay, stay); a sec-
ond in which both creditors pull out (quit, quit), and a third in
which they randomise between staying and quitting in a way
which is determined by the payoffs of the game. Which of these
will be chosen? Assume the best outcome will be selected which
is consistent with maintaining debtor’s incentives to service its
debts. If guaranteed rollovers (stay, stay) undermine debtor’'s
incentives, this leaves the choice between randomised quitting or
quitting for sure. Whichever of these is selected, however, itisin
general true that there is excess quitting. (The reason for thisis
that the paremeters which determines randomised quitting are
independent of the debtor’sincentives.) So the termination proba-
bility is higher than necessary for incentive purposes and there are
too many crises.

Our analysis implies that guaranteed bail-outs will not solve the
underlying causes of a sovereign debt crises; and that the market
equilibrium needed to provide the right incentives is excessively
proneto financial crisis (i.e. to sudden stopsin capital flows). How
can bond markets be made more efficient? This is considered in
Section 3 but first we look at the implications of our framework for
sovereign spreads and for unregulated financial liberalisation.
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Implications for Sovereign Spreads

As discussed in Section 2.1 above, emerging market sovereign
spreads over Us Treasuries responded sharply to the Russian
default. From alevel of between 400 and 500 basis pointsearlier in
1998, they peaked at over 1600 after the Russian default in August
and then fell to somewhere between 700 and 800 in 2000. In 2001,
Argentine debt suffered spreads of 2000 basis points and above, as
did Brazilian debt in the summer of 2002. (After leaving the cur-
rency peg, Argentina has recorded even higher spreads of around
7000 basis points) Ghosal and Miller (2003) show how their
framework might be calibrated to fit recent data, using illustrative
parameteres so as to generate sovereign spreads that vary over a
range running from 300 to 7000 bps, depending on which of the
equilibrivais selected.

There are those who argue that the doubling of sovereign spreads
seen in Brazil in 2002 is largely due to contagion from the Argen-
tine crisis. The framework discussed here could aso be used to
look at contagion. Masson (1999, p. 267), for instance, argues that
“pure contagion involves changes in expectations that is not related
to country’s macroeconomic fundamentals’ and suggests that “by
analogy to the literature on bank runs (Diamond and Dybvig,
1983), attacks on countries which involve a simultaneous move
from a non-run to a run equilibrium seem to be relevant for recent
experience in emerging market countries.” To include contagion on
this definition, we need only relax the assumption that the market
sel ects the most efficient incentive compatible equilibrium between
creditors: a move from a mixed strategy equilibrium to the pure
strategy of quitting unconnected with any change in fundamentals
would count as contagion on Masson’s definition; and, as numerical
calibration indicates, could double sovereign spreads.

Possible Perverse Effects
of un-Regulated Financial Liberalisation

Financia liberalisation in the absence of appropriate regulation
canincrease therisk of financial crisis (Goldstein, 1997; Kaminsky
and Reinhart, 1999). It may, for example, make it easier to ship
money out of the country to evadetaxes.? But what if liberalisation
also cuts the cost of exit in the co-ordination game? (A fall in legal
costs makes quitting more attractive: so, in the mixed strategy equi-
librium, the probability of staying must be increased to balance the
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expected pay-offs of quitting and staying —and this increases the
continuation probability of the game.) The new mixed strategy
equilibrium could then fall afoul of the no-shirking constraint:
hence, in the face of default for any reason, only the threat of cer-
tain withdrawal will be sufficient to check debtor’s moral hazard.
Theresults could be dramatic: our calibrations suggest that it could
raise the sovereign spread from 800 to 2000 bps.

Is this more than a theoretical curiosum? As Tobin (1999, p. 73)
notes: “In the ‘bailout’ packages for East Asian economies, further
cross-border financia liberalization was one of the conditions
imposed by the IMF and the us Treasury for official loans. Thiswas
asurprising reguirement, given the evident facts that excessive pri-
vate external short-term debt was, if not a cause of the crisis, a seri-
ous aggravation of it, and that banking and financia institutions
seemed to need more regulations in severa respects as well as
fewer in other respects.” Pressure to increase competition in finan-
cia markets may aso be counterproductive in the absence of
appropriate financial regulation (Hellman et al., 2000).

SDRM and CACS

In this section, we consider a bankruptcy procedure involving
temporary stay on creditor litigation and discovery process for
determining the underlying causes of default. A key element of the
procedure is that when the sovereign debtor in default is found to
have made little or no effort, its private payoffs will be reduced ex
post. To provide the right incentives, it is crucia that the mecha-
nism for doing this should have been agreed ex ante, as would be
true if a ruled-governed public agency is involved. Moreover, we
argue that privately issued bond contracts are unlikely to achieve
the same resuilt.

The mechanism we describe incorporates features of the bank-
ruptcy procedures advocated by the IMF (Krueger, 2002) —though,
unlike the IMF's proposal, it is not restricted to cases of “insol-

1. “The very large measurement error in world current-account positions (a
deficit larger than $100 billion for 1996), with recorded payments of capital
income being much greater than recorded receipts, gives credence to the sugges-
tion that a substantial portion of international capital movementsis tax-avoiding in
motive” (Cooper, 1998, p. 14).
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vency”. We conclude, therefore, that the institutional approach to
sovereign debt restructuring proposed by the IMF is, in principle,
capable of increasing bond market efficiency. What the rules
should be —and whether the IMF as currently constituted is the
appropriate public agency to implement them— are policy issues
that remain to be discussed. In related work, Tirole (2002) has
recently emphasised the “common agency problems” affecting sov-
ereign borrowing: the contracting externalities which may lead to
over-borrowing and excessive short-term debt, and the collective
action problems that prevent efficient roll-over and restructuring.
Though our focus is somewhat different —we take both the amount
and maturity structure of sovereign debt as given— the analytica
approach we use has many features in common, including the
assumption that there are debtor payoffs which cannot be secured
by creditors (i.e. are not “ contractible”) and the links that are estab-
lished between ex post resolution procedures and ex ante debtor
incentives. Our institutional recommendation for increasing the
contractibility of the debtor payoffsis not unlike Tirole's proposa
to increase the “ pledgable income” of the sovereign debtor. (Like
Tirole, we have focussed on the problems that can arise from con-
tracts which pose problems of creditor coordination. For simplicity
we have assumed that creditors all share the same information: but
the information asymmetries stressed by Calvo would greatly
enrich the analysis.)

Finally, we extend the complete-information 2-creditor model
studied in the previous section to the case of n-creditors and asym-
metric information to study the impact of introducing collective
action clauses: and we show that introducing cAacs always reduces
the probability of uncoordinated debt crisis.

Sovereign Bankruptcy Procedures as a Commitment Device

In Section 2.1, we argued that, in the absence of institutiona
innovation, there will be excessive disorderly default in equilib-
rium. Could this be reduced by institutional change?

Where creditors can, in event of default, exercise some legal
claim over the assets of the sovereign state or its citizens, thereisa
good case for a bankruptcy procedure. This might involve the fol-
lowing elements. Ex ante, the sovereign agrees to bargaining in
good faith after default, and to this end establishes some* contract-
ibility” on assets in favour of the creditors. This might involve
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waiving sovereign immunity and agreeing that some foreign inter-
est payments and loans! could be diverted in favour of creditors as
part of the bargaining process. Note that this enhanced “ contract-
ibility” must also have the effect of reducing private payoffs to the
sovereign; otherwise it will not have the desired incentive effects.

When a default occurs, however, the sovereign debtor is afforded
protection by a temporary stay on creditor litigation. This legiti-
mises the suspension of payments and also prevents litigation (by
“vultures’) from inhibiting negotiations, Miller and Zhang (2000).
Furthermore, it provides a breathing space for a“ discovery” pro-
cess where efforts are made to establish the underlying causes of
default (and to determine whether it was due to a bad shock or poor
effort). If this reveals the debtor to have made appropriate effort
and to be suffering from an exogenous shock, bargaining would
involve debt restructuring —the lengthening of debt maturities for
temporary shock, and some write-down for a permanent shock
known to be outside the control of the debtor. But if the debtor is
revealed to have made little or no effort to arrange its financial and
fiscal affairs, then it will be penalised with payoffs changed ex post
in ways that have been agreed ex ante. (It isto make this possible
that the debtor must have agreed to make some private payoffs con-
tractible.)

Along similar lines, Eaton (2002, p. 5) observes: “One role that
an international bankruptcy court could play is in clarifying the
extent of the sovereign’'s malfeasance in a default, and applying
penalties appropriately.” He goes on to note that: “Tougher sanc-
tions in response to malfeasance that leads to default is ultimately
in the interest of sovereign countries, as it enhances their access to
credit.”

Before turning to the institutional implications, consider two
special cases. First is where the reasons for default are known as
soon as it occurs, i.e without a discovery phase. Here, there is no
need for an extended bankruptcy procedure. If the default isdueto
an exogenous shock, liquidity can be provided right away. If the
default isdueto lack of effort, then the debtor’s payoffs are changed
ex post in ways that have been agreed ex ante. This is perspective

1. Eaton (2002, p. 13) discusses the idea that “a portion of any loan be held in
escrow at thetimethat it is extended. The escrow account would be turned over to
the sovereign as it repaid its loan according to schedule. Upon declaration of a
standstill, however, funds would be paid instead to creditors.”
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taken by Olivier Jeanne (2001) who argues that “the institution that
brings the economy the closest to the first-best isa‘ crisis insurance
fund' that bails out all governments with a rollover crisis condi-
tional on the fiscal adjustment” (p. 19, italics in the original).
Under his proposed scheme, moral hazard is neutralized by denying
bailouts to countries that have not implemented the fiscal adjust-
ment. Jeanne notes, however, the crisis fund would probably have
to be a rule-based public agency, first because of “time to verify” 1
and second because private insurance contract for sovereigns can-
not be made contingent on fiscal effort which is under their control.

At the other end of the spectrum isthe special case wherethedis-
covery phaseis completely unrevealing, so the indeterminacy asto
the causes of default can never beresolved. Inthese circumstances,
the contractibility over private benefits cannot be exploited, and
“constructive ambiguity” appears to be the only solution, the
expected costs to creditors with reflected in sovereign spreads.

Institutional Implications

If financing development by issuing bonds exposes emerging
markets to excessive crisis, one response is to limit the use of such
debt instruments, Rodrik (1998). Some economists (e.g. Stiglitz,
1998; Williamson 1995, 1999) have discussed the use of explicit
inflow controls such as those used in Chile intended to change the
composition of flows in favour of longer term investment rather
than hot money.2 As Cordella (1998) points out, inflow controls
which succeed in shifting the structure of external financing may
increase rather than decrease the total volume of finance available
for development: “taxes on short-term capital flows by avoiding
rational panics, can improve the expected returns of investmentsin
emerging markets, and thus increase the total volume of funds
entering the country” (p. 6). In time of crisis, however, the use of
outflow controls may well be considered, both as away of conserv-
ing scarce foreign currency and of lowering domestic interest rates,
Krugman (1998).

1. A private insurer would have strong incentives to renege the contract ex post
(by not lending in the event of bad news). Even if one assumes that the private
insurer can be forced by a court to lend later, it would be too late” (Jeanne, 2001,
p. 21).

2. China attracts massive FDI inflows but strictly limits other forms of external
finance.
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The debate between John Taylor and Anne Krueger is, of course,
premised on the widespread continuation of bond finance for
emerging markets countries without sovereign immunity, as is our
own discussion of the bankruptcy procedure —where we see an
important role for arule-governed public agency to supply a com-
mitment mechanism which makes private payoffs accessible to the
creditors ex post. It may be that the required control over the ex
post behaviour of the debtor could be achieved by official “IMF con-
ditionality” which governs the actions of the sovereign whose debt
isbeing restructured. (Applicantsfor debt restructuring in the Paris
Club are required as a matter of course to agree a programme with
the IMF before negotiation with creditors begin.) Thus IMF pro-
grammes could play an important role in the international bank-
ruptcy procedure described above.l To check moral hazard, of
course, it would have to be known in advance that “ conditionality”
would be used to achieve the contractibility of private payoffs, i.e.
the“rules’ need to be clear.

Asan dternative to an SDRM, Collective Action Clauses have the
attraction that they are voluntary and market driven. As discussed
earlier, however, there are two problems of implementation, first
the need to replace outstanding contracts, by swaps for example,
and second the need to aggregate across different instruments, pos-
sibly by two-stage debt swaps, see Table 1. Even supposing both
can be solved, we believe that private bond contracts, which are
typically incomplete and involve creditors deciding what to do ex
post, are unableto deliver the required degree of protection and pre-
commitment. Contracts incorporating Collective Action Clauses
do not prevent creditors from suing provided there is a blocking
minority in favour, Thomas (2002). Moreover, contracts with
majority action action clauses may fail to be renegotiation proof
after a discovery phase in which the debtor is effort level is con-
firmed to be “bad”, as the debtor may renege on commitments to

1. How does this differ from what happens with IMF “bail-outs’ where private
creditors who wish to exit can do so using emergency official funding and the IMF
can impose conditionality so as to secure repayment? (Jeanne and Zettlemeyer,
2000 provide evidence that official funding is almost always repaid.) If this is
known ex ante, isit not asif creditors can secure commitment from the debtor? Yes
but, given the possibility of exit, they do not have the appropriate incentives: there
is a problem of investor's mora hazard where private creditors fail to monitor.
The bankruptcy procedures advocated by Anne Krueger explicitly prevent creditor
exit so as to avoid this problem.
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make ex post transfers. In other words, a hold-up problem may
ensue as now the sovereign debtor has all the bargaining power.1
Anticipating this, even with mgjority action clauses, creditors may
choose to terminate the project.

Table 1. cacs and SDRM: Some key issues

Problems Problems
of Implementation of Operation
Collective Action Clauses (a) “Transition” Not litigation proof
(voluntary, market driven) (b) “Aggregation” Not renegotiation proof
SDRM Change of IMF Articles | Subject to geo-palitical
(involuntary, statutory) needed & ideological pressures

An sDRM backed by an international organisation, acting on
behalf of the international community, can solve such a hold-up
problem by making the sovereign’s payoffs attachable ex post. In
other words, our analysis of the reason for excessive crisis leads us
to choose an sSbRM mechanism rather than private contracts. The
implementation of the SDrRM will, however, require a super-major-
ity vote to change the Articles in the IMF, something that United
States alone can block. Even assuming that the Articles can be
changed, two delicate issues need to be considered: whose private
payoffs should be attached ex post; and to whom should responsi-
bility for overseeing such attachment be delegated? Answering the
first question involves issues of political economy which we dis-
cuss in Section 4 below. As for the second question, Stiglitz
(2002b) argues that, being dominated by creditors' interests and
having adopted the “free market mantra of 1980s’, the IMF is not
well suited to devise and implement strategies for remedying capi-
tal market failures. In response to financial crisesin East Asiaand
Latin America, however, the organisation has shown itself willing
to contemplate inflow controls and standstills as part of an SDrRwm. It
is true that recommending outflow controls (and enforced capital
repatriation) would not be consistent with its normal practices and
procedures.

1. Thissituation arises in Kiyotaki and Moore's (1997) model of credit cycles
where the hold-up problem can only be solved by the provision of collateral.
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Asymmetric Information, Creditor Coordination and CACs

The widespread adoption of Collective Action Clauses is far
more likely that the creation of aformal SDRM. Asreported above,
Mexico (and subsequently Brazil) have aready issued sovereign
debt in NY containing Collective Action Clauses. How will this
impact on creditor coordination? We begin by extending the two
creditor model discussed in Section 2 to the case with n creditors,
allowing for the possibility that creditors have asymmetric infor-
mation about future project net worth. We then study a special
case of thismodel with three agents. From the Bayesian equilibria
of this game we derive the probability of project termination with-
out collective action clauses and show that introducing collective
action clauses lowers the probability of uncoordinated sovereign
debt crisis.

Creditor coordination with asymmetric information. Consider the
following variation of the n-creditor model in Ghosal and Miller
(2003) and Ghosal and Thampanishvong (2003). A sovereign is
embarking on a bond-financed investment project, costing K',
which lastsonly 2 periods. All financeis now supplied by nidenti-
cal creditors each of whom has invested b. Each creditor is prom-
ised areturn of r in period 1 and (1 + r) in period 2. So long as
resources available cover these payments, i.e. cash flow in period 1
isgreat than nrb and cash flow in period 2 is greater than (1 + r)nb,
the project will run to completion. Thereis an unanticipated, exog-
enous temporary shock (bad luck) that lowers that sovereign's
capacity to pay in thefirst period the amount that is due to the bond-
holders under their contract. The failure to comply with the terms
of the debt contract constitutes default. However, conditional on
default, it is common knowledge that the project net worth is P,
0<P=<(1+r)b.Wewill assume that there is incomplete infor-
mation about P and creditors receive privately observed signals of
the true value of P.

Assume that acceleration requires a minimum of 25%
of creditorsto act. Label anindividua creditor by i, i =1, ..., n.

Each creditor chooses an action al O{Quit, Say} . Let
N,o ={i,ad =Q andN, s ={i,a =g foranactionprofile

a = (al,...,a"). Let N be the set of integers between 2 and n.
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Consider function 0: N>R such that

g(x) = minE(l+r)b,QE—L,x<n,g(n) = Q—L,Where(_gis
0 X0 n

the recovery amount if the project is terminated in period 1. If X
creditors accelerate their claims, project terminates. The creditors

who accelerate when the others (n—x) do not, reckon to recover
either their initial investment b plusinterest rb or the full quit value

% minusthe privately borne legal costs of quitting L, leaving the

rest of creditors with theresidual asin agrab race. If ncreditors
accelerate their claims, the project terminates, and each creditor
receives the recovery amount divided by total number of credi-
tors (n) minus the privately borne legal costs of quitting L.

Consider aso the function | : N - R such that
[(n—-x) = mmEQ_l———%L—-——WQ% where x<n. Here, liquida
O - O

tion (in asset grab racefor afirm) allowsthefirst mover to exit with-
out much loss of value but liquidation is costly for other creditors.

I (n—x) isresidual payoff for the second mover in the asset grab
race. Remark that | (n—x) is well-defined for all x O N as we

must have (1 +r)bn> Q; otherwise, the sovereign debtor would

have enough resources to service her debt and would not default in
thefirst place.

Payoffs of creditors are specified as follows:

Suppose a is such that x = #N, o = 2 (more than 25% of the

creditors choose to accelerate their claims or choosing to quit)
Then, if a = Q, the payoff to creditor i isg(x),
If a = S, the payoff to creditor i is 1(x).
n
2’
if a = Q, the payoff to creditoriisP—L’,
if a = S, the payoff to creditor i isP,
whereL'>0 and L >L".

Suppose a is such that #N, Q<
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Thelegal cost L' reflectsthe fact that an individual creditor, who
unsuccessfully tries to accelerate the project, incurs a legal fee for
doing so but as the project is not terminated, obtains his continua-
tion payoff P, net of this cost.

Instead of working directly with these gross payoffs, for compu-
tational purposes, it is convenient to work with normalized payoffs
specified asfollows. Definethefunctiong: N - R such that g(x)
is decreasing in x, g(x) >0 for x<n and g(n) = 0. Consider
function I: N - R such that |(n—x) is decreasing in x and
I((n—x)<0 for al xON. Suppose a is such that

X = #N, o= 7. Then,

if al = Q, the payoff to creditor i is g(x)
if a = S, the payoff to creditor i is I(n—Xx)
Suppose a is such that #N, o < 2 Then,

if a = Q, the payoff to creditor i is y— ¢
if al = S, the payoff to creditor i is y

where ¢>0. ¢ captures the fact that an individual creditor who
unsuccessfully tries to accelerate the project, pays a small but
strictly positive cost and therefore receives a continuation payoff of
%, net of thiscost and y O [— K, 1] and 0<K <1, where y isthe
continuation payoff if the debt is rolled over/creditor not accelerate
her claims and the project continues to the next period. Let g(.)
denote the probability distribution over y. Each creditor observes a
privately observed noisy signal ¢ of v, whereo' O{y—¢, y+ & ,
wheree>0 andi = 1,2, ...,n. Conditiona on ¥, the signals are
independently and identically distributed over {y—¢ y+ ¢
according to the distribution { p, 1—p} ,where0<p=< 1

Remark that the strategy profile where all creditors choose to
quit irrespective of their signal is a Bayesian equilibrium. There
exist other Bayesian equilibrium in threshold strategies. In what
follows, for simplicity, we restrict attention to the case with 3 cred-
itors. Consider athreshold strategy where for some y O [- K, 1],
0<K <1 such that for each creditor i; i = 1,2,3, (i) if o' >V
then creditor i stays (ii) if o' <y then creditor i quits.
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Bayesian Equilibria with three Creditors. To consider other Baye-
sian equilibrium in threshold strategies, one needsto fix an individ-
ua i. Then, from the perspective of this creditor, there are there are
two other creditors using the threshold strategies. Consider the
case when creditor i observes asigna . Assume that conditional
on the true states of the world, the probability distribution is inde-
pendent across creditors. Giventhat y isthe signal of creditor i, the
posterior distribution over states of the world is y— & with proba-
bility 1—p and y+ € with probability p. Hence, these y—¢ and
y+ € aretwo true states of the world for the other two creditors.
Conditional on y—e¢,

The other two creditors observe same signal y—2¢ with
probability p2

One creditor observes asignal y— 2¢ while the other creditor
observes asignal . This occurs with probability 2p(1— p)

The other two creditors observe same signa y with probabil-
ity (1-p)=

Conditional on y+ ¢,

The other two creditors observe same signal y with probabil-
ity p?

One creditor observes a signa y and the other creditor
observesasignal y+ 2¢. Thisoccurswith probability 2p(1 - p)

The other two creditors observe same signa y+ 2e with
probability (1— p)2.

We first establish that creditors will use the Bayesian equilib-
rium. To this end, suppose that threshold of creditor 1 is given by
y. Sincein this context, we focus on only the symmetric threshold
strategies, the threshold of other two creditors are also given by y,
at some Bayesian equilibrium. Then,

Two other creditors  quit with probability
[(1-p)p?+(1-p)22p+(1-p)3+ p?

One creditor quits and the other creditor stays, this occurs
with probability 2p2(1 - p)

No creditors quit. This occurs with probability (1 — p)2p

Let's consider the payoffs of creditor i:

If creditor i quits (a' = Q), his payoff is
9(3)[(1-p)p?+(1-p)?2p+ p3+(1-p)°]
+9(2)[2p3(1-p)] +9(D)[(1-p)?p], 9(3) = O
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If creditor i stays (a = S), his payoff is
(DI(1-p)p?+(1-p)22p+ p3+(1-p)T
+1(2)[2p*(1-p)] +(1-p)?p[y + &(2p-1)]
As v isthe switching point (threshold), creditor i must be indif-
ferent between quitting and staying, i.e. solving for ¥ which satis-
fiesthe equation that payoff from staying equals to the payoff from
quitting. Thisimplies we must have that

9(2)[2p%(1-p)] +9(1)[(1 - p)?p]
= (1)[(1-p)p?+(1-p)22p+p3+(1-p)3
+1(2)[2p3(1-p)] + (1-p)?p[7y +&(2p-1)]
[=I(DI[(1-p)p?+(1-p)22p+ p3+(1-p)3
+[9(2) -1(2)][2p%(1 - p)]
= (1-p)?p[y +&(2p-1) —9g(1)]
_jl3=p)p?+2(1-p)°p+ pi+ (1-p)7
(1-p)?p

+[g(2)—|<2)](12_—pm = 7+&(2p-1)—g(1)

Solving for y yields,

- _ [(1-p)p?+2(1-p)?p+p3+(1-p)J
= —I(1

4 (D (1-p)?p

+[9(2) - 1(2)] (12_pp) —e(2p—1) + (1)

It follows that conditional on default the probability of project

termination is given by Q(7) = J'qu(y)dy.

The impact of collective action clauses. What is the effect of
introducing collective action clausesin this set-up?

In the bonds issued by Mexico with collective action clauses,
three things change. First, the percentage of creditors required to
accelerate the debt conditional on default increases. Second, once
acceleration occurs, the percentage of creditors required to change
the financia terms is lowered to 75% from 100%. Third, the per-
centage of creditors required to change the non-financial terms is
increased from 50% from 75%.
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Suppose we still assume that accel eration requires a minimum of
25% of creditorsto act. The effect of introducing collective action
clauses then can be modelled as reducing the absolute val ue of both
g(.) andI(.). By doing so, weseethat y fals. As Q(7) isincreas-
ing function of y, the probability of project termination falls as
well.

What happens when accel eration requires a minimum of 50% of
creditors to quit? In this case, the payoff structure of the creditor
coordination game changes as follows. Define the function g:

N - R suchthat g(x) isdecreasinginx; g(x) >0 for x>n and
g(n) = 0, where x is the number of creditors who accelerate the
clams. Consider the function I: N - R such that I(n—x) is
decreasing in x and I(n—x) <0 for all xJ N. Suppose a is such

that x = #Na‘ng
if a = Q, the payoff to creditor i is g(x)
if al = S, the payoff to creditor i is |(n—x)
Suppose aissuchthat x = #N, o g
if al = Q, the payoff to creditor i is y— ¢
if al = S, the payoff to creditor i isy
where ¢>0; yO[-K, 1] and 0<K <1. By computation, it is
checked that the Bayesian equilibrium threshold is now given by

_ nL(1=p)p?+2(1-p)2p+ p3+(1-p)I
1(1) 5
2p(1-p)

+9(2) - 1P pp) e(2p-1)

Note that as ¢ >0, 1(2) >0 and g(1) >g(2), and y'<¥y and
again the probability of project termination falls.
We summarize the above discussion as the following resullt:

Result 1. Introducing collective action clauses always reduces
the probability of project termination.

While this result involves three creditors, Ghosal and Thampan-
ishvong (2003) show that the conclusion goes through in the more
general case with n-creditors —and with debtor moral hazard.

85



Political Economy Aspect of Sovereign Debt Crisis:
the Case of Brazil

The source of the debtor’s incentive problems in the model stud-
ied in Section 2 liesin the “non-contractible’ nature of the payoffs
to the sovereign debtor, i.e. the latter gets benefits which cannot be
appropriated by creditors in case of default. What determines the
non-contractible payoffs of the government —and therefore the
probability of default— is often a matter of political economy. In
what follows, we first pose a number of key questions; and then
focus on a specific issue: “political contagion” in Latin-America.

Key Issues for Research

How representative are the government’s priorites of the prefer-
ences of its own citizens? What are the consequences of politica
parties with different ideologies being elected? What happens if
creditors can anticipate the consegquences of regime change? These
are some of the questions that need to be tackled: and on which we
would very much welcome suggestions.

Consider an issue that has prominent in the current Argentinean
crisis, namely that those responsible for managing the economy
have exited, leaving debt for othersto pay. In extreme cases, sover-
eign debtors may appeal to the principle of “odious debt” where a
state may justifiably repudiate obligations incurred by tyrants no
longer in power, Birdsall and Williamson (2002) and Kremer and
Jayachandran (2001). (Thismay currently apply to Iraq which has
$100 billion of foreign debts incurred under the administration of
Saddam Hussein.) We assume that this does not apply in the case of
Argentina: but nevertheless it appears that rich and well-informed
citizens were able to take their capital out of the country, thus
avoiding the precipitate depreciation of the peso.! If rich private
residents have made enormous capital gains in local currency by
exporting dollars from the country —now in default for lack of dol-
lars to service its debt— should they not participate in the cost of
clearing up the ensuing chaos? Could the state not demand payment

1. Smahout (2001) noted that “the net external interest burden is actually quite
modest, external debt payments were $12.5 billion in 2000 or about 4% of GDP...
But Argentines earned an estimated $6.4 billion or just over 2 % of GDP.” In addi-
tion, there may have been private capital flight of $20 billion dollarsin 2001 before
the collapse of the peso.
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of capital gainstax on the assets “marked to market”, for example;
or in extremis enforce repatriation in order to ensure the realisation
of capital gains (and a massive inflow of dollars)?

This question involves issues of legitimacy and fairness which
we do not tackle here. Instead, motivated by recent eventsin Bra-
zil, we consider how a vote of no confidence in the Left-wing can-
didate can threaten financial crises and how the internationa
financial inststitutions can help.!

Contagion and Political Risk in Brazil

After the collapse of the Argentine Currency Board in late 2001,
capital flowsto Latin Americadried up; and in Brazil, country risk
roseto over 20% in summer of 2002. Being the dominant economy
of the region, operating with afloating exchange rate, inflation tar-
gets and an internationally respected governor, why, then, should
Brazil have suffered the same borrowing costs as pre-default
Argentina?

Some economists believe that the sudden increase in the sover-
eign spreads in Brazil might have been caused by regional conta-
gion, which triggered a shift of equilibrium in amultiple equilibria
context. But, this cannot adequately explain why Brazilian spreads
went up in line with Mr. da Silva's popularity. We argue instead
that the contagion may operate through domestic politicsin Brazil.
We suggest that there was “guilt by association” as the preceding
December 2001 default in Argentina on its sovereign debt obliga-
tions damaged the reputation of the Left-wing party in Brazil, trig-
gering exaggerated bond spreads before Lula's el ection.

Intheir analysis of the pre-election term structure of future rates,
Favero and Giavazzi (2002) have noted that the risk spreads showed
amarked increase not at but after the election, specifically in Spring
2003 when the Left-wing party takes office and would rise further
thereafter. In actual fact, sovereign spreads have fallen steadily
sincetheelection. Itisasif the markets have been willing to revise
their extreme views in the light of the observed behaviour of the
incoming administration: the appointments it has made and the
commitments it has undertaken with the IMF, for example. In the

1. Section 4.2 summarises a recent paper, Marcus Miller, Kannika Thampanis-
hvong and Lei Zhang (2003). An earlier version of the paper is available as CSGR
Working Paper No. 113/03.
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paper referred to, we use amodel of Bayesian |earning to show how
avoiding default itself and how the IMF acting aslender of |ast resort
and as a pre-commitment device could lead to the restoration of
confidence and afall in post-election sovereign spreads.

Sovereign Spreads and Political Risk. Technically, the influence
of political factors on sovereign spreads can be analysed by empha-
sising differences of preference between two political parties. Left-
wing and Right-wing, competing for power aong the line of Ale-
sina(1987). Assume, as apolar example, that the Right-wing party
is always expected to honour its debts, while the opposing Left-
wing isaways expected to default and restructure. Then, intherun
up to the election, creditors can use the ex ante probability of each
party being elected to form the expected rate of default —with the
outcome of the election determining whether or not default actually
takes place.

Conseguently, with a Right-wing party in power, but an election
looming, sovereign spreads will tend to move in line with opinion
polls, as in Brazil 2002 where spreads increased as Mr. da Silva's
popularity soared. As the polls swung in favour of Mr. da Silva,
sovereign spreads increased sharply: from around 7% in March
2002, to around 20% in September, as L ulamoved from under 30%
to over 40% in the public opinion polls.

That the Left-wing party automatically repudiates its debtsis an
extreme assumption. Nevertheless, it may capture panic in finan-
cia markets, when there are exaggerated fears of an untried Left-
wing candidate.

Learning. Interestingly, in the months following the election of
Mr. da Silva as President, sovereign spreads on the country’s bonds
declined from a peak of 23% in the Fall of 2003 to around 13% in
January, 11% in March 2003 and around 8% in June 2003. They
must fall further if Brazil is to be able to honour its debts in the
medium term; but there is evidence that markets are getting over
their initial panic at the prospect of a Left-wing administration.

To account for this decline in sovereign spreads after the elec-
tion, we appeal to amodel of “learning”. IntheAlesina-style polit-
ical-economy model referred to above, it is assumed that policy
preferences of both parties are well known. In fact, there was con-
siderable uncertainty about what Lula's economic policies might
be. Thus, the marketsinitially expect default with high probability
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but revise thisdown if no default takes place. Thislearning process
conditional on observing no defaults cause the sovereign spreads to
continually subside much as has been observed.

The prediction of the political-economy approach, together with
learning, isthat sovereign spreads will widen before the election as
the chances of a Left-wing party taking power increase; they will
increase momentarily as electoral uncertainty isresolved by a L eft-
wing victory; but they will decline over time as (conditional on
observing no defaults) the markets learn to trust incoming govern-
ment. But how can the government buy the time needed for learn-
ing? Herethereis arole for the IMF.

How the IMF handles confidence crises. The danger that high
risk spreads might trigger default by a L eft-wing government when
it comesto power can it seems be avoided by the IMF acting both as
a lender of last resort and as a pre-commitment device. With the
supply of emergency funding to fill the financing gap: and, with an
appropriate Letter of Declaration to implement sound fiscal policy
and eschew default signed by an incoming government, the IMF
together with the incoming L eft-wing party can overcome the con-
fidence crises.

Summary and Conclusion. Inthe summer of 2002, John William-
son examined Brazilian fundamentals and poalitics; concluded that
markets had panicked; and commended that the IMF for its policy
intervention. In similar fashion, we interpret the Sudden Stop and
high sovereign spreads as reflecting the “ political equilibrium” in a
context where the behaviour of the potential Left-wing president is
very uncertain contagion may arise as markets and masses unthink-
ingly transpose events from neighbouring Argentinato Brazil. The
IMF, it seems, can —and did— play an important role in combating
this contagion. Perceptions of radical repudiation may fade as can-
didates of all parties publicly promise to control fiscal deficits and
abide by existing debt contracts, signing Letter of Declaration to
the IMF as aform of pre-commitment in exchange for a package of
immediate financial support. As models of learning suggest, prior
probabilities of a radical repudiation will be revised over time if
debts are honoured and repudiation resisted. This has, we believe,
taken place in Brazil; and if continued, it offers the prospect of red
interest ratesfalling sufficiently to alow for continued growth with-
out default.
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Lula probably owes his financial survival to orthodox IMF poli-
cies. how far this has compromised his own political agendais an
interesting and open question.

Sayantan GHOSAL
Marcus MILLER*
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Comments

Marcus Miller’s chapter addresses a key issue in the debate on
the regulation of capital markets, asking which contingent rules
are optimal in order to achieve the best trade-off between alloca-
tive efficiency and financia stability. While at national level this
problem has been at the heart of central bank and regulatory
agency development since the nineteenth century, it still has to be
dealt with at international level. Since the stability of globalised
markets is clearly an issue for al participating economies, this
raises a global issue. The objective must be, to some extent, to
define this issue conceptually. Is it a true international public
good, which should thus be produced by a specific, international or
even supra-national actor? Or do we only observe an aggregation
effect, or an externality jointly produced by decentralised, national
regulators —in which case their stronger co-ordination would
improve the workings of international markets?

The actual topic discussed within this complex question is the
restructuring of sovereign debt. The main elements of the puz-
zleare not new. Twenty years ago, the (mainly) Latin American
debt crisis was dealt with agonisingly, and in an extremely inad-
eguate manner. However, the rules of interactions for the main
actors —leading private banks, the debtor states and the IM— were
simple, straightforward and quite resilient. They did deliver the
long expected results after 1989: a large-scale reduction of sover-
eign debt, and the early return of debtor states to primary capital
markets. A second dimension was thus added: bank credits were

95



exchanged against tradabl e bonds—called Brady Bonds—which cre-
ated almost overnight a large liquid market for a whole new set of
debtors from “emerging” economies, that is, sovereign economies,
but also para-statals, banks, privatised utilities, private conglomer-
ates, etc. The market which emerged therefore proved much larger
than anything experienced since the pre-World War | era. It aso
proved uniquely complex. The structure of traded contracts
became extremely varied and, rather than being operated by a few
dozens international, well-known banks, markets became popu-
lated not only by a diverse and fragmented set of debtors, but also
by investors (banks, investment funds, insurance companies, etc.).

This introduces the problem with sovereign debt —which con-
cerns only a sub-section of globalised markets. If asovereign state
defaults onitsinternational debt and drops out of the market, inves-
tors are confronted with the century-old problem of what to do next.

Moreover, there are other problems. of how to co-ordinate with
other investors, with whom there are the same basic interests; of
how then to meet debtors and negotiate areasonably fair way out of
the default; of what then happens if the sovereign state refuses to
negotiate in good faith; of what to do if some creditors do not agree,
for instance, with a debt reduction and call up the London or New
York courtsin order to defend their initial contractual rights; of how
to avoid stalemate; and of whether globalised markets can resist the
repetition of such experiences, where an increasing number of
states remains for years in default?

Miller's Paper Deals With These Issues, Under Three Main Headings

First, a game-theoretic model shows that sovereign debts are
exposed to self-fulfilling liquidity crises, of the Diamond and Dyb-
vig type, which may create an incentive for the debtor to default.
This should not be considered an irrational decision, taken by pan-
icky, incompetent, possibly corrupt governments. situations can
emerge where a default —or a moratorium, or capital controls—
becomes a rational answer to the crisis. Hence, at least implicitly,
the policy issueis how to make these decisions as disruptive as pos-
sible, namely, how to design and integrate them into the legitimate
set of policy instruments to be relied upon by governments, without
for example causing an immediate break with the IMF.

The second model that Miller proposes aims to compare the effi-
ciency of three of the principal approaches to sovereign defaults
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discussed over the past years. The conclusions are clear: thereisa
hierarchy in terms of the desirability of the respective approach.
The status quo, where defaults are treated on an ad hoc basis, with
no or few contingent rules, is the worst option: it maximises the
risks of stalemate, which would cause the worst losses for the
debtor country as for the investors, while threatening the devel op-
ment, if not the survival of globalised capital markets. The second
worst (and second best) solution is the reliance upon a contingent
Collective Action Clause (cAc) which would be written into the
debt contracts, on an ex ante basis. Critically, investors would thus
adhere to a qualified mgjority clause which would state how the
rights of minority bondholders could be changed, without any out-
side intervention (for instance of the judicia type). The risk that
the negotiation would constitute a“hold-up” by minority dissenters
could therefore be eliminated, although only at the level of each
bond issue, i.e. each contractual structure. This leaves open the
guestion of co-ordination between bonds, differentiated by their
maturity, types of holders, legal origin, unit of account, etc. Thisis
the main problem for Miller, as for most opponents to CAC. In a
nutshell, they are better than no rule at al, but the perimeter of col-
lective action, that is, the definition of the public good they aim to
produce, is till too narrow, leaving too much to be achieved by
improvisation and by opportunistic tactics.

The answer should therefore have a broader reach, should be
more centralised and be probably less voluntary, i.e. less “ market-
friendly”. It is exemplified by the so-called Sovereign Debt
Restructuring Mechanism (SDRM) proposed by the IMF under suc-
cessive variants, between November 2001 and April 2003. In this
case, co-ordination between investors is eventually enforced by a
new “statutory” or “proto-judiciary” body, which would have the
right to force upon all minority bondholders the decision taken by
a qualified majority of all investors in the defaulting state’s debt,
whatever type of security they hold. The risk of a strategic stale-
mate is thus fully and formally addressed, just as in the case of
bankruptcy procedure for a private business at national level. The
counterpart to this remarkable capacity however is not trivial: pri-
vate contracts are broken up by a public actor —a serious matter in
any market economy— and this actor is supra-national, since it
should cover debt contractsissued in different countries. Critically,
this new body should receive the capacity to block litigation by
minority investors, bypassing the national jurisdiction on which the
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contract initially depended. In other words, states would not be the
ultimate guarantors of private contracts within their own jurisdic-
tion —amost important innovation.

The last part of the chapter deals with recent decisions made by
IMF main shareholders, and their possible consequences. Appar-
ently the policy debate on sovereign is now closed — at least the
scope of possible directions is at least now much reduced, com-
pared with the terms discussed above: the SDRM proposal has been
dropped de facto at the “ Spring meeting” of April 2003, and cAC
may have won the day. The second best/second worst option seems
actually to have come out on top after three countries —-Mexico,
Brazil and Uruguay— included cac into one bond issue each,
launched in New York. While cac had been standard practice in
London for decades, resistance to their generalisation came from
the us, and especially from its financia private sector. So, appar-
ently, in the coming months or years, Wall Street may adopt the
City practice, which may become universal so that at least the
microeconomic structure of sovereign debt contacts will become
more homogenous.

As Miller rightly underlines, this re-coordination is not yet
assured although the main uncertainty, for now, seems to be more
long-term : it is whether cAc-based markets will have the capacity
to solve even the larger and more complex defaults —say of the
Argentine type. But even the hard tests are confronted, the discus-
sion on the respective merits of the statu quo, CAC and SDRM till
sheds light on at least four broader issues of “international financia
architecture” : they are dtill there and will keep weighing on the
future of international capital markets, on crisis prevention and cri-
Sis management.

Three Questions on the Future (and crisis) of Global Markets

(i) sbrRM was not just about collective action between bond
investors and their debtors. Contrary to the cac option, it adso
addressed problems of economic policy, i.e. stabilisation strategy.
Most remarkably, it introduced the notion of astay on capital move-
ment, to be decided by the country itself in an early version of the
proposal, and later as a joint decision with investors. In other
words, the logic of an out-of-market, negotiated way out of the cri-
siscould have been extended by fiat to alarge array of capital flows,
if actors considered this the best way to control the liquidity crisis
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and preserve the potential for recovery. In other words, if they con-
sidered that the common good called for an extension of the perim-
eter of negotiation, they could enforce it. The beauty of proposal,
however, was that such a decision, which is now only a unilateral,
highly disruptive one, taken by the sovereign, would have been
endorsed by investorsaswell. Indeed, the preparatory papers, pub-
lished by the Fund in 2002, addressed de facto al types of public
debt (bank credit, official Paris Club lending, domestic public debt)
and how their restructuring could be co-ordinated with that of
bonds.

A current key question, as regards future crisis management, is
whether the Fund will keep defending as a valuable instrument its
defacto recognition of capital controlsor stays (although obviously
one of last resort). Will it accept an agreement with a country
which has adopted such measures? Will the Fund then confront the
us Treasury if the latter, possibly under the influence of the us
financial sector, resists such a controversial move?

(if) This discussion raises a wider problem, which goes to the
very core of the financial architecture debate: can it be envisaged
that a supra-national body could be endowed with the authority to
intervene ex post in a private contract? As recalled above, histori-
cally the regulation of domestic capital markets has very much
revolved around this question: not only that of ex ante constraints
on the freedom of contract, but also that of ex post ones. In this
case, the experience of developed countries tells us that there is no
such thing as the absolute sanctity of contracts: there are well-
known situations where the liberty of contractors should be cur-
tailed, in order to preserve the common interest, for example with
an orderly adjustment of prices and quantities. Here one can men-
tion the intervention by the supervisor into failing banks, the auto-
matic suspension of share trading in the case of an excessivefal in
prices or, of course, the case of a bankruptcy procedure. However,
such interventions are always critical and, if mismanaged, they can
easily backfire and affect both the future workings of markets and
the credibility of public regulators. The objective is thus to delin-
eate in advance the conditions under which there would be inter-
vention in markets, how these interventions would take place, and
the guarantees investors would receive of hon-discrimination.

Post-war multilateralism assumed that such legal authority
should remain wholly within the realm of sovereign states, just as
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litigation on private contracts should remain under national juris-
diction. Neither the Fund, nor the UN nor even the wTto has been
granted such capacity: the latter has now received quasi-judicia
powers, but it only arbitrates conflicts between sovereign states, so
that it condemns or withholds policy (e.g. tariff) decisions, not pri-
vate contracts between firms. Only the Eu has developed full-
fledged judicial power, complemented more recently by anti-trust
powers. Inthe case of SDRM, though, the scope of such new power
was clearly delineated, and in arather narrow definition, it did rep-
resent a magjor breakthrough in terms of international law and eco-
nomic regulation.

CAC leads in completely the opposite direction. Whereas SDRm
would have entailed a dramatic step towards supra-national regula-
tion, national jurisdiction —especialy that of New York and Great
Britain— has won the day. With the further legitimising and rein-
forcement of a market-friendly, contractual approach to restructur-
ing, their authority over the settlement of debt conflicts has also
increased. They will become key playersin any future debt crisis.
Whereas common wisdom sees a need for global regulators and
enforcers as abulwark of financial globalisation, thetrend hereisto
drift “below” traditional multilateralism, as embodied by the IMF.
The growing internationa reach of national (mainly us) jurisdic-
tionsisaremarkable example, but the role of private arbitrage, pos-
sibly working “in the shadow of the law”, is another. Rather than
pointing towards aglobal super-state, or embryonic forms of such a
state, these trends recall the Lex Mercatoria of the late Middle
Ages: a set of commercia rules developed mostly by internationa
traders and bankers of the day, often on a self-enforced basis and
supported, when necessary, by local or royal governments also.

(iii) Obviously, such developments are called for by the rapid
growth of international markets, that is, the ever-growing volume of
internationally-traded private contracts. These were, to some
extent, also widespread in the pre-1914 era. The underlying issue,
however, is the degree to which the stability of global markets can
safely be based upon such rules and conflict-settlement methods.
Do they produce, on an aggregate basis, areasonably consistent and
resilient infrastructure for international exchange? In case of asys-
temic crisis, to what extent do (or should) they rely upon the last
resort guarantees provided by sovereign states or their institutions
of collective action? This was an underlying question of the SDRM
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proposal, which came to be defended by the Fund as a “back-up”
framework. Rather than working as a standard arena, it would have
incited investors and sovereigns to work-out their debt problemsin
a more informal, rapid manner before calling for heavy-handed
intervention into contracts.

A last issue, still visible in the background, is more political, as
it raises issues of socia legitimacy: are contractual, decentralised
regulations providing enough guarantees of fair treatment for the
weaker players of the game? We can think, for instance, of individ-
ual investors, such as the hundreds of thousands of Italian savers
caught in the Argentine default? Or of holders of local debt titles
and bank deposits? Or, more broadly, of countries with limited
leverage in Washington and New York? Thisisthe old issue of clas-
sical political philosophy —as much as of economics. The aggrega-
tion of decentralised contractual exchange, as of contract-based
arbitration, does not always offer a guarantee that the best socia
solution will always be attained. Such was the supposition behind
the sSDRM proposal, just as with bankruptcy procedures at national
level. Thisisthe reason, whatever the workings of cAc-based cap-
ital markets, for the continued existence of the issues raised by the
Fund. Under this or any other guise, they will inevitably pop up
again on the international scene, as long as global market will keep
their capacity to affect our living conditions directly.

Jéréme SGARD
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Enhancing the Co-operation Pilar
of the Negotiations






Chapter 3

Trade and Co-operation
in the EU-Mercosur Free Trade Agreement

Introduction

Since the 1996 eu-Mercosur Framework Agreement, the Euro-
pean Commission (EC) has emphasised the co-operation aspects of
any trade relations, something that has gained importance in the
present negotiations for a Free Trade Agreement.

Co-operation, for the EC —and, in particular, for its External Rela-
tions Directorate General— encompasses a very broad array of
issues, going beyond the strictly economic sphere. Sustainability
of democratic regimes is one of them, considered to be a key area
and a background to other relationships and agreements. Even
within the economic and trade context, the number of issues and
projects can easily be very high, asthey can relate to manufactures,
services or agriculture, as well as investment and macroeconomic
guestions, not to mention the closely related fields of education and
culture.

At the Sixth Meeting of the EU-Mercosur bi-regional negotia-
tions committee, held in Brusselsin October 2001, the Subgroup on
Economic Co-operation “agreed on joint draft texts in the fields of
Scientific and Technological Co-operation, Energy, Transport,
Telecommunications, Information Technology and Information
Society”, as reported in its Final Conclusions. Agriculture and the
environment were also on the agenda.

All this makes a clear point in favour of devoting more attention
to co-operation issues and opportunities within the Eu-Mercosur
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context. Moreover, as is well known, trade negotiations are pro-
gressively becoming the tip of an iceberg, comprising a complex
network of activities and instances which involve, complement and
make possible the actual trade flows —a fact that also generates the
need for more co-operation among the future members/partnersin
any eventual agreement.

It is impossible within the scope of the present chapter to cover
the variety of issues under the broad umbrella of trade and co-oper-
ation. Thisreport aims at shedding new light on, or stressing, afew
selected themes considered important for the EU-Mercosur Agree-
ment. After a genera outline of the trade and co-operation nexus
and the feasibility of the broad co-operation agenda the eu would
like to implement, we analyse, in separate sections, four sectoral
issues: phyto-sanitary and agricultural co-operation; foreign direct
investment; telecommunications and information technology; and
cultural co-operation (the trade-related aspects).

The four issues chosen have anumber of implications. The first
and third perhaps do not need any intellectual justification, their
importance being clearly evident. Co-operation on investment has
progressively received attention, and involves multiple actions,
ranging from the set of “business facilitation practices’ to specific
themes, such as the streamlining of legislation and protocols on
both sides, and the question of remittances, not to mention the cre-
ation of a level playing-field regarding right of establishment,
something that has been somewhat biased in favour of the Eu. The
cultural side has important connections with relevant trade aspects,
in particular the question of intellectual property rights, over and
above constituting a point d honneur for many Eu Member States,
most notably France.

In section 4 of the report we launch a new idea—a more strategic
option, indirectly contained in the Eu agenda: mechanisms for co-
operation in dispute settlement in the wTo, something that could
positively enhance a harmonious link between a regiona integra-
tion agreement and the multilateral stance.

In section 5, a broader view is recast, introducing a few other
specific points where synergies may occur between the two sides.
The discussion contributes to a deeper analysis of the proposal,
framing it under different categories. Of course, many other areas
remain outsideit. A key arearelates to the well-known question of
structural adjustment. The EU has enormous experience in this
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area, while Mercosur will soon be required to adopt a regional —as
opposed to a national— position on it. The Agreement creates a
good opportunity to tackle the structural adjustment issue, and con-
nected ideas, under the co-operation heading. Thisand al the pre-
vious findings form the conclusion of the report, in section 6.

General Analysis of the Trade and Co-operation Nexus
— A Critical View of the EuU’s Co-operation Agenda
in the Bi-Regional Negotiations

A Theoretical Framework for Analysing Co-operation Efforts
in Regional Integration

According to certain international relations theories, co-opera-
tion among nationsis an outgrowth of individual desires, capacities
and choices. Within the context of regional integration agreements
(rRIAS), Devlin (2002) is perhaps the first attempt to establish alog-
ica basis for analysing the co-operation dimension. Drawing on
Sandler (1992), he sees regional integrations as an impure public
good, which co-operation beyond the trade sphere may help to
bring closer to a pure, non-exclusive (true) public good. He intro-
ducestheidea of the “trade and co-operation nexus’ (T+C), involv-
ing systematic co-operation in both trade-related and non-trade
areas, and thoroughly analyses the intensity of the (T+C) in differ-
ent existing preferential agreements. Particular attention isgiven to
the EU cases, notably the EU-Mercosur negotiations.

Economists have long tried to introduce the concept of public
good into discussion of the international political-economic sys-
tem. Kindleberger (1973) used it to develop his version of hege-
monic theory, though itslater contributors preferred instead to draw
on Olson (1965).1 Theidea of impure public goodsiis also not new,
and can befound, for instance, in the development of club theory by
Buchanan (1965) and others, in the mid 1960s.

Economic theory tells usthat the basic characteristics of apublic
good are non-rivalry —when the good is consumed by one individ-
ual, another is not pre-empted from consuming it at the same time,

1. We are not going to touch on nor discuss the ideas of hegemonic theory
here. Those interested in the subject —which is regaining attention, thanks to the
present world situation— can find perceptive reviews in Gowa (1993) and Keohane
(1984).
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or rather, rationing of the good is not desirable— and non-exclud-
ability — preventing others from sharing in the benefits of the good's
consumption is not possible, or rather, rationing of the good is not
feasible.1

Dwelling on Devlin's idea, we would add that the complexity of
RIAS nowadays has greatly contributed to blurring the perception of
the above characteristics in a given agreement. Indeed, the com-
plexity almost forces the main negotiators —diplomats, in many
countries—to look for help in specialised groups of society, or class
organisations directly concerned with the particular issue at stake,
naturally excluding large segments of the population who remain
unaware of, or do not understand, the potential benefits that could
accrue to al. The result is that, at least psychologicaly, non-
excludability isimpaired. Once this happens, non-rivalry may eas-
ily become empty, as many people do not know how to participate
in the benefits of the integration. Non-rivalry can also beimpaired,
due to the different time required for each benefit to become reality
(see, for instance, Flores (1996)). This may trigger competition
among the interested and well-informed on the sequencing in
implementing the agreement’s measures.

When the ideal characteristics do not entirely apply, one has an
impure public good. The arguments in the previous paragraph
demonstrate that modern RIAs can often indeed qualify as rather
impure public goods. Apparently, there are only two ways of min-
imising these effects, turning the regiona integration into a “bet-
ter”, or less impure, public good.

Thefirst is abroader participation of civil society in the debates
on the agreement, in order (ideally) to include the whole popul ation
in the process of tailoring the integration (public) good. This has
been taking place in some ways, though sometimes the excessive
politicisation of the debate creates other problems, one being the
polarisation of arguments into marked ideological corners.
Undoubtedly, a new challenge to the modern RIA’s negotiators and
constructors is going to be how to open the debate to society’s vast
majority without allowing it to stall in a few yes-or-no emotional
positions.

The second is a comprehensive (T+C), that will engage other
groups beyond the negotiators and trade-related actors, increasing

1. See, for instance, Stiglitz (1988).

108



the awareness and understanding of the integration, while boosting
its purely trade aspects. This may substantially enlarge the number
of people concerned with the integration, at the same time convey-
ing a different dimension of the process. Alongside the inevitable
tit-for-tat of trade and market access negotiations, a sense of com-
mon goals and achievements may be created.

Without being a panacea, co-operation does seem to be an
important tool for modern RIAS. Nevertheless, it shares a political
economy dimension with trade negotiations. Clearly, the choice of
the favoured areas, and related projects, can also be viewed as the
outcome of interactions among domestic “co-operation lobbies’, or
of optimising different political co-operation functions,® and the
joint acceptance of the co-operation agenda can, at least in princi-
ple, be seenin thelight of anow external interaction of theseforces.
Without denying this view, we take it as a second-order consider-
ation, which might be useful in certain instances. Fundamentally, it
does not invalidate the role outlined above for co-operation, in the
sense of enlarging the perception of and the involvement in theinte-
gration process.

A Critical View of the eu Co-operation Efforts

The EU seems to have long been aware of the powerful role of a
(T+C), having sometimes started solely with co-operation mea-
sures that eventually evolved into a (T+C) in their third or fourth
generation agreements.2 Usually, once an agreement in the (T+C)
spirit issigned, the Commission issues acountry (or group of coun-
tries) paper, detailing the co-operation initiatives and the budget for
funding them from the Eu side. Though in previous negotiations,
like those with Mexico, interim or partial agreements were signed
during the course of the negotiation process, the Mercosur-Eu
negotiationsfollow the single undertaking principle, al dimensions
of the agreement being closed at the same time.

In spite of their undeniably pioneering aspect, the EU’s co-oper-
ation efforts have not been free from criticism. The first relates to
the well-known “Brussels bureaucracy”, which has many times
slowed down considerably initiatives which had been received with

1. Depending on which political-economy-of-trade model the reader prefers.
2. Devlin (2002) also provides a good survey of this process with each (deve-
loping country) EU partner.
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great enthusiasm when first proposed. The second, a criticism
common to perhaps al co-operation projects, is that part of the
funds reverts to EU firms and consultancies, co-operation almost
serving as away of generating revenues for different eu providers.
Finally, most co-operation programmes are over-ambitious, dealing
with too many areas/projects. Devlin (2002) correctly, and cau-
tiougly, states that co-operation projects should not be too numer-
ous, at the risk of a poor implementation of too many initiatives
producing afina negligible impact. The combined result of these
shortcomings is that for some people Eu co-operation is just rheto-
ric —a coherent and beautiful rhetoric, given its emphasis on demo-
cratic and human values— but not much more.

Few and well-focused projects seem the optimal starting point
for building asuccessful (T+C) nexus. In thischapter we have been
faithful to thisidea. The five dimensions discussed in the next two
sections work in a perspective not too far from the (T+C) role out-
lined above, athough more restricted. They exploit two of the
important purposes of a (T+C): first, as already mentioned, to facil-
itate and boost actual trade flows; second, to help create an
enabling environment for more trade and economic relations. This
is why classical, as well as key, EU co-operation measures in the
socio-political dimension —like building or strengthening demo-
cratic ingtitutions, or poverty alleviation— are not discussed here.
Thisisalso why, especially within the latter purpose, the discussion
of “Mechanisms for dispute settlement co-operation in the wto”
has been introduced into the study. As far as we know, thisis an
innovation; nobody on the two sides seems to have thought of cre-
ating ways to follow up the broad Eu-Mercosur contentieux, with
the simultaneous purposes of keeping a constructive dial ogue going
and avoiding tit-for-tat measures that hinder trade and business
opportunities.

The four co-operation areas we single out in section 3 may give
rise to both country and bloc co-operation initiatives, as will be
summarised later. Nearly all of them share the side-effect of an
improvement of standards and quality in general, enhancing the
competitiveness of the economies involved. Co-operation in dis-
pute settlement is clearly at a bloc, or regional, level and may pro-
vide an original way of improving relations between the two
common markets.
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Sector-Specific Co-operation and its Possible Impact
Within a Trade and Development Framework

Phyto-sanitary Measures and Agriculture

The Uruguay Round Agreement on the Application of Sanitary
and Phyto-sanitary Measures (sSPsM) opened the way to the protec-
tionist use of internal food safety regulations against competitive
foreign suppliers. The Agreement was reasonably careful in relat-
ing, in its Annex A, international standards and recommendations
for food safety to those in the Codex Alimentarius Commission,
and, for animal health and zoonoses, to those of the International
Office of Epizootics. Unfortunately, as with other GATT/WTO
devices —notably the anti-dumping code—, the agreement’s well-
intentioned articles soon acquired a double-edged meaning, being
used for bad as well as good purposes. Moreover, al the proce-
duresinvolved in Annex C —Control, Inspection and Approva Pro-
cedures— can easily be performed faster or slower, according to the
purposes of the (potential) importer.

Thekeu hasastrictinternal food safety policy —usually rigorously
applied to its domestic producers —, which makes easier and more
pal atable protectionist use of the SPSM. In Mercosur, Brazil, for
instance, has been very restrained in the use of the Agreement, the
only complaint against it having originated, ironically, from the Eu,
regarding its seed-potato exports.1 However, the Agreement may
cause problemsiif closer trade relations take place between the two
blocs. Inorder to avoid this, weidentify an important co-operation
linein al aspects related to meat and animal productsin general.

Mercosur has enjoyed a reasonably good reputation in its meat
exports to the EU, which can till give it a competitive edge over
new entrants like Poland —that, were it not for being reasonably far
from meeting the EU requirements, could damage its market share.
However, problems have been marring this reputation. Thefirst is
the serious epidemics that have attacked various Uruguayan herds.
Secondly, there have been problems in Brazil regarding the EU
traceability requirements for bovine meat. Though these have not
yet been used as atrade restriction, the EU authorities have signalled

1. These exports amounted to around us$l million, and the complaint was
recently settled at the April 2003 meeting of the (wTo) Committee on Sanitary and
Phyto-Sanitary Measures.
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that fulfilling such requirements is an important condition for sup-
plying the EU market. Co-operation in the definition and applica-
tion of the sanitary measures and, in the particular case of
traceability, in the proper checking and measurement techniques, is
perhaps the best way to ease tensions on both sides and to pave the
way for afuller and more open trade in agriculture between them.

Another area concerns co-operation on the genetically modified
organisms (GMOs) issue. Traditionally, attitudes towards GMOs in
the us and the Eu have been seen as in opposition to each other, the
former being seen as open to transgenics and the latter as strongly
resistant to their introduction.® The reality is more complex how-
ever, not only does unanimity with respect to GMOs not exist in the
us, but the EU is progressively admitting some GMOs. Mercosur, as
a whole, would broadly be placed between these two poles, with
Argentinaleaning closer to the us approach —95% of its soya output
comes from transgenic seeds— and Brazil being nowadays one or
two steps further than the Eu’s position. The EU has tough regula
tionsonlabelling and traceability of productsthat, somewhereinthe
production chain, have used Gmos. These regulations are due to
become stricter following new requirementsto beissued by Novem-
ber 2003. In the Brazilian case, transgenic soybeans are the major
target, given the country’s position as a main soya exporter and the
diversified use of thiscrop in other agricultural and animal produce.
At present, many issues are at stake, including the minimum per-
centage of transgenics that would make labelling mandatory. This
iscrucial becausethelower the percentagelevel, the higher the costs
of labelling for the producer. Given Mercosur’s intermediate posi-
tion on this hot topic, and the initial stage of regulatory and safety
measures for wider usein amain exporter like Brazil, co-operation
in GMos policy is an important area where the more convergenceis
achieved, the higher the gainsfor both partners, either in their recip-
rocal trade or in a common external GMOS policy.

Investment and Related Issues

Foreign direct investment (FDI) is a recurrent theme in
Mercosur. All member states want to attract as much FDI as possi-
ble and, in the past, relations have not been smooth in thisfield, as

1. For those interested in acquiring more information on this theme, Chrispeels
and Sadava (2003), especially chapters 18 and 20, is a good modern reference.
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internal competition for FDI has occasionally evolved into amost
conflictivesituations. FDI discussionsinvolve different dimensions,
ranging from the relatively vague idea of a level playing field to
specifics like remittances policies. Nevertheless, the Mercosur
countries have more in common with the Eu than with the us or
other developed nations in their international position regarding
foreigninvestment. Thiscommon view could act as a starting point
for a scheme of fruitful co-operation.

The ColoniaProtocol, dealing with investment rulesfor the Mer-
cosur common market, lies semi-abandoned, avivid example of the
difficulties surrounding the subject. Given that not evenintheeu is
one faced with a fully harmonised situation, the two blocs could
develop a serious co-operation programme with the limited objec-
tive of having asingle, bloc-to-bloc policy on Fbi. Thiswould be a
wonderful incentive for Mercosur to press forward with its own set
of common rules, while both blocs would try to design basic crite-
ria applicable to all member countries.

Advancing the proposal is not too difficult, and could giveriseto
arich set of case studies. Indeed, EU FDI in Mercosur is mainly the
concern of five members—the UK, Germany, France, Spain and Por-
tugal, the other actors -ike the Netherlands or Sweden— having a
more limited and less diversified presence. On the other hand, Mer-
cosur FDI in the EU is mainly located in Portugal and Spain. A spe-
cific-to-general approach, in which rules and procedures would first
be fine-tuned with the main agents—in the light of the concrete ques-
tions currently at stake— and then submitted to the corresponding
genera bodies, could bear interesting fruit within a short time hori-
zon. The EU experience—in this case, more in itsfailuresthan in its
successes— would be of extreme value, creating an area of actual
interchange and effective building up of both common markets.

Telecommunications and Information Technology?

Telecommunications is a domain where deep interplay takes
place among not only the goods and services sectors but also the
connected rules, protocols and standards. It is impossible to dis-
cusstrade in telecoms services without aview on the related impact

1. Thissub-section draws partially on Viana (2003). Those interested in acqui-
ring more information of the technical concepts and procedures mentioned here
should consult a specific (though not too technical) work like Horrocks and Scarr
(1994), for instance.
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on the telecoms and information technology equipment trade and
on the constraints imposed by specific standards and other global
technical definitions. Moreover, it is the sector where regulation
has moved farthest, posing complex problems whose solution may
again considerably affect the goods and services trade, as well as
foreign direct investment in the sector.

The EU-Mercosur negotiations on telecommunications adopted
as a starting point the annex to the fourth GATs Protocol known as
the Reference Paper on Basic Telecommunications Services. This
was an important move since, at the wto, while the Eu adopted the
Reference Paper, Argentina is the only Mercosur country to have
done so. Brazil, Mercosur’s biggest telecoms market, presented in
April 2001 a proposal on the adoption of the Reference Paper.
However, it met with opposition from Japan, China, the us and the
EU itself, particularly because of restrictions on foreign ownership
of telecom firms. So, while convergence seems to be likely within
the EU-Mercosur agreement, at Geneva the impasse continues.

Two crucial areas stand out as key co-operation nexuses in this
context. Thefirst isthe migration from second (2G) to third gener-
ation (3G) of cellphone networks, a process highly dependent on
the structure and technology of the existing 2G network. This is
because the basic universal standard for 3G technologies —the IMT-
2000 defined by the International Telecommunications Union
(ITu)—is, as often happens, broad enough to accommodate different
specific technologies. The new 3G environments, beyond permit-
ting the long-awaited global roaming facility, will achieve almost
total convergence among fixed and mobile voice services, data and
image transmission, Internet and multimedia services. This means
a prospectively huge enterprise in both blocs, especially in Merco-
sur where telecoms penetration lags behind the Eu (see Table 1).

Co-operation here means serious business, with the possibility of
very significant gains in the medium to long run. The point of
departure is in the EU’s favour as establishment of the 2G network
has not yet been completed in Mercosur. In Brazil, for instance, a
heated debate is taking place, as V ésper, the local representative of
the us firm Qualcomm, wants to extend an acquired right to exploit
cellphone services in the 1.8 GHz band to the 1.9 GHz band. The
latter has in principle been assigned by the Brazilian regulator to
3G services, and use of it by Vésper would place the firm's cell-
phone technology, the cbMA (Code Division Multiple Access), a a
vantage point as regards the competing Gsm (Global Standard
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Mobile) technology for 3G migration.1 The whole affair is doubly
strategic because, ironically, half of the existing cell-phones net-
works are neither GsSM nor CDMA, but rather use the phased-out
TDMA (Time Division Multiple Access) technology and are in the
process of being replaced by the two competing standards.

Table 1. Telecoms penetration in Mercosur and the EU;
a few indicators (2001)

EU Mercosur
Telephones?
fiX€d ..o 55.4 17.7
mMobile......cccoovvireiiiieee 724 139
Internet users.......ccoceevvveeenene 314 3.9
Personal computers?............... 30.0 51
Householdswith TVP............. 147.0 47.6

aper 100 people ; © absolute number in millions
Source: International Telecommunications Union.

The Gsm technology, present in 193 countries, isdominant in the
EU. Thisactual example showshow co-operation in this area might
have significant trade spillovers. Moreover, even after having
decided how migration to the 3G environment will be carried out,
there remains scope for co-operation on the various stages of the
process.

The second area is digital Tv, an innovation that, though nowa-
days less overemphasised as the technical revolution in multimedia
reception, will still have a profound impact on future developments
in information (and entertainment) transmission. Again, though
the Eu has already defined its standard —the DBV (&l so adopted by
Australia, New Zealand, India and Singapore)— things have not yet
been settled in Mercosur. Argentina has already opted for the com-
peting ATSC standard (adopted by Canada, South Korea, Taiwan
and the us). If Brazil adopts the bBv, or a hybrid form, there will
be significant motives for technical co-operation in this area.

A third issue, perhaps as relevant as the two previous ones, is
Internet access and penetration. Both in Mercosur and in the Eu,
there are clear signsthat Internet traffic will progressively dominate

1. Itis, of course, completely outside our purpose —and entirely senseless- to
state a position or judgement on the issue. Vésper claims that its decision is bac-
ked by Resolutions issued by ANATEL, the national telecoms regulator.
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telecommunications flows. This will have a great impact on the
structure of the equipment industry and the costs of the service pro-
viders. To overcome or attenuate this impact, more peering-back-
bone connections, in which a peripheral internet user is directly
connected to an internet backbone (provided flows on both sides of
the connection are approximately equal), will be needed. No
Mercosur country has such a connection at present, which amounts
to higher internet costs for al its members, as backbones are
located either in the us or the EU. Co-operation in order to imple-
ment such cost-reducing measures, aswell as on the issues of taxa-
tion and the use of broadband connections, is clearly needed.

In the telecoms galaxy, there are many other areas where co-
operation makes sense. Examples could include information gate-
way entry and utilisation rights; spectrum, numbering, naming and
addressing management; pricing and cost accounting policies; open
systems and networks interconnection, or customers and universal
service requirements.1 Given the purposes of this paper, however,
the three cases outlined above would seem to illustrate why tele-
coms qualify as akey co-operation area.

Finally, it is worth reminding ourselves that, contrary to the us,
where telecoms (internal) deregulation dates at least from the
famous Modification of Final Judgement by Judge Greene which
exploded ATT's monopoly in 1982, the Eu, like Mercosur, started
the process only recently, and currently faces problems which are
similar to those of Mercosur. Co-operation, evenin abroad way, on
the difficult economic, technical and institutional questions which
liein the fuzzy border separating the telecoms and competition reg-
ulators can make a lot of sense, as well as being fruitful for both
regions.

Culture

Culture and education are the most important areas of co-opera-
tion in assuring a long-term, stable and ever closer relationship
between two groups of nations. The problems created by the suc-
cessive EU enlargements, since that following the Delors Initiative,
and the tragic way in which fragmentation has taken place in the

1. Many of these terms may sound rather technical to the reader: they are. Ina
digital technology environment, numbering —i.e., user identification— for instance,
has become a crucial issue, raising specific and complex problems.
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Balkans have attracted the attention of RIA researchersto the former
Austro-Hungarian Empire. Though still a puzzle to some, thereis
nowadays a certain consensus stating that only the addition of the
common threads —and the ensuing uniform and detailed, though
massive, administrative procedures, going many times down to dis-
trict level—forged by aparticular branch of German culture, flexible
enough to accommodate key Slav and Magyar influences, can
explain the incredible survival and unity, over its last few decades,
of apower aready in shambles.?

Cultural links, and the galaxy of common (or similar) habits, pat-
terns, rules and attitudes derived from them, constitute a solid way
of bringing nations together. No wonder there is the continuing
fight between the us film and entertainment industry and its Eu
counterparts: much more than an economic issueis at stake. At the
same time, an encompassing integration such asthe eu desires with
Mercosur can only be achieved through the strengthening of cul-
tural and educational links.

Itisin education, rather than in culturein general, that the EU co-
operation initiatives have perhaps been more successful. In Merco-
sur, and in the whole of Latin Americaaswell, out of the seven spe-
cial projects administered by the EuropeAid Co-operation Office of
the EU, two aim at the interchange of students, academic staff,
building up common research projects and the development of joint
degrees (see Table 2). In other aspects of culture, particularly the
entertainment industry, co-operation is more limited, although, for
instance, in the movie sector, joint ventures between Mercosur and
EU groups (especialy those in Latin countries) are signalling a
promising future.

To include here all possibilities of co-operation in this vast area
would be to make, on a smaller scale, the same mistake usually
made by global Eu initiatives. too many projects, which are then
almost certainly candidates for inefficient management. Asin agri-
culture or telecoms, we have a more targeted proposal.

1. The literature on the Habsburg Austro-Hungarian Empire is enormous and,
of course, much of it has nothing to do with the issues in this chapter. Classical,
and not very difficult or massive, works like Blanning (1994) and Taylor (1948,
1954) can, however, be of value. Conybeare and Sandler (1990) is also interesting,
and less distant from our theme.
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Table 2. The main EU co-operation programmes in Latin America (2002)

Programme Area— main purpose

AL-INVEST I nvestment —to encourage small and medium-sized
EU and LA firms seeking co-operation

ALFA Education — promotion of higher education

URBAL Urbanism — to establish direct and lasting links
between EU and LA cities

ALURE Energy —to encourage an optimal and morerational
use of energy

ATLAS Business — economic co-operation through a

network of Chambers of Industry and Commerce

@vLIs Information Technology — to promote the benefits
of IT and bridge the gap of the digital divide

AlBan Education — reinforcement of the EU-LA co-
operationin higher education; training in the eu for
LA professionals

Source: European Commission — DG External Relations.

Irrespective of the existing projects —and welcome new ones—
co-operation funds within the framework of the agreement can be
directed at three objectives. The first would be to achieve a com-
mon definition of a cultura firm, which would enjoy specific privi-
leges in both regiona spaces, being €ligible for particular
concessions in the other bloc and, sometimes, identical working
and performing conditions. The concessions would mean greater
flexibility and ease in its mobility and activities throughout the two
blocs, while the identical conditions would open up the possibility
—at the discretion of the local sponsoring authorities, such as, for
instance, festival organisers—for the firm to enjoy the same grants,
facilities and liberties given to local ones. Thisis a bold proposi-
tion which would demand further study, but undoubtedly represents
a step forward in closer cultural co-operation. Eventualy, both
sides could create a (modest) joint fund to support these firms
travel and activities abroad.

The second proposal is concerned with audiovisual services,
where inevitably there are individual identities on both sides of the
Atlantic and, in spite of a greater lack of capital on the Mercosur
side, the two blocs are in competition with each other. Mercosur
filmsare well received in the EU, and the same applies, in principle,
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to those of the EU; however, both lack powerful distribution chan-
nels. Outlets should not be restricted to the classical thestre or the
projection room; DVDSs, videos and televison —where Brazilian
soap-operas especialy have a market still to explore— are very
important alternatives. Again, it may be hard to believe that, given
the enormous and systematic pressure that the us industry puts on
Brussels for total liberaisation of this sector, the eEu would be able
to make a specia opening for Mercosur. However, the point hereis
not GATS-plus rules for Mercosur —a subject to be discussed in the
trade in services negotiations—, but co-operation between the two
sectors aiming at improving distribution channels and increasing
penetration in each other’sregion. Certainly, between a GATS com-
mitment and local regulations—for instance, regarding the hours per-
week alowed to non-EU soap-operas and films on a regiona Tv
channel—thereisroom for manoeuvre; which, without damaging the
non-discrimination clause, can be used to the benefit of the partners.

The third project relates to property rights. The culture industry
is one of the main sectors where problems related to intellectual
property rights occur. Inthisarea, not only counterfeiting —of cDs,
DvDs and similar media— is an issue. Due and rapid appropriation
of rights, in the multiple instances when they generate revenue in
the cultural world, is also problematic. Co-operation would entail
aproject to streamline procedures on both sides, so that rights and
royalties could be quickly collected and remitted, and at the same
time enforcement would receive specia attention.

Dispute Settlement Co-operation in the wto

Annex 2 of the Uruguay Round, “Understanding on Rules and
Procedures Governing the Settlement of Disputes’, represented a
major departure from the existing (GATT) mechanism to solve dis-
putes among contracting parties. In particular, two entities, the
Dispute Settlement Body (DsB) and the Appellate Body (AB), were
created within the wto, with the sole purpose of administering the
rules and proceedings in the Understanding and, in the case of the
Appellate Body, functioning as a last resort (see, for instance,
Palmeter and Mavroidis (1999)).

It is not the aim of this section to discuss the encompassing
impact of the “Understanding” and the pros and cons associated
with theincreased weight of juridical content and proceduresin the
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WTO mechanism for the settlement of disputes. Sticking to the
undeniable facts, the first finding is that the frequency of use of the
DsB and its panels surprised even the more optimistic defenders of
the “Understanding”. Secondly, panels have up to now behaved in
a quite neutral way, it being fair to say that no evidence of biasin
favour of a particular member —especially the more powerful ones,
as some feared— can be produced. It iswithin this context of avery
active DsB that our proposal is put forward.

From January 1997 to March 2001, out of al the panels con-
cluded at the DsB (or the AB) there were 14 involving the Eu and at
least one Mercosur member. In only two of these, did both blocs/
members figure as third parties; in the remaining twelve, at least
one Mercosur member or the eu figured either as complainant or
accused (see Table 3). These panels covered a variety of wto
agreements and, asis usual, it took about 12 to 18 months to reach
afinal decision.

The amount of time spent in reaching a decision and the uncer-
tainty asto whether thelosing sidewill implement the conclusion are
serious shortcomings of resorting to the bsB. If the decision is not
implemented, or even when it is immediately applied, the question
of sanctionsis afurther problem. Even when enforcement is feasi-
ble, which is not always evident, sanctions frequently backfire, with
the winner also losing some of its trade welfare. Moreover, espe-
cialy in Mercosur countrieswherelegal assistance on trade/wTo law
isnot very well developed, individual exporters, when in trouble, do
not know which is the better option: to use the DSB at Geneva or to
appeal to the domestic commercial defence system, inaloca court.

Finally, as panels engage directly in the case, without the help of a
preliminary analysis of the juridical aspects of the problem, it is not
uncommon to find them stalled in a controversial matter involving
different, conflicting international treaties or commitments.

Table 3. DSB (or AB) concluded panels where both the EU and at least one
Mercosur member took part (January 1997 to March 2001)

Number of cases
As complainant and acCUSEd............cvrereverininnine s 3
As complainant, accused and third party ............... 1
As either complainant or accused and third party .. 8
Both asthird party...........cccoceeevrrcceenrreseeeee e 2
TOUEL .ot 14




Considerable time and energy would be saved if, within a co-
operation framework, a previous consultation system for any poten-
tial dispute at the wTo were created. The system would undertake
apreliminary analysis of the juridical foundations of the complaint,
trying to reach afriendly solution. Inthiseffort, both parties would
make an evaluation of the costs and benefits of engaging in awTo
panel, as opposed to the gains made from a quick, internal (to both)
solution. Advice on the best legal ways to conduct the case would
also be provided.

Such co-operation requires the establishment of a permanent
group or committee responsible for the tasks outlined above, to be
consulted whenever a potential conflict arises. The proposa then
encompasses the dispute settlement procedure discussed in the
ongoing negotiations. This procedure relates only to disputes that
emerge within the framework of the agreement, while the co-oper-
ation envisages deals with all potential wro cases, going beyond
those inside the agreement flows. Moreover, as Table 3 shows,
often one bloc isinvolved in the case, while the other entersonly as
athird party. The co-operation mechanism would also be a privi-
leged source of information, with the blocs exchanging views and
strategies even when only one of them constitutes a main party.

Finally, better guidance could be provided on choosing between
adomestic commercia defencecaseand awTo panel. Thisisacru-
cia point whereagreat deal of misunderstanding exists. Reciprocal
ignorance, on the part of EU exportersregarding the Mercosur mem-
bers' defence systems and, by Mercosur, on the (voluminous and)
elaborate EU foreign trade legidlation, accounts for a considerable
waste of time and resourcesin the solving of caseswhich do not nec-
essarily justify a panel, even though they may cause damage to
either the exporter or the domestic competitors.

Implementation of thisis not difficult, as the basic cell would be
the body created for the agreement, which —in the co-operation
project— would receive supplementary funds for performing its
enlarged activities. We estimate a considerable gain in time from
such a co-operation mechanism.

Application to the Present Eu-Mercosur Negotiations

We have outlined in the previous sections amoderate portfolio of
co-operation initiatives. The five dimensions briefly discussed
make for a manageable, though still significant, group. In this
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section we move back to a global view in order to make a finer
judgement of the proposal. An initia point to be noted is that the
several ideas/projects can be classified according to different crite-
ria. Table 4, which will guide the present analysis, shows that the
overall result isahigh diversity of project types.

The first criterion deals with the actors in the co-operation —is
it to be the nations, or individual economic agents and social
groups?Asin many areas of traderelations, both can betrue. The
projectsallow for varied forms of interaction; while, inacommon
food safety policy regarding transgenics, as in a common statute
for cultural industries, governmental involvement will be pro-
found —though not exclusive—, in the telecoms projects individual
firmsand providerswill probably play amuch more prominent role.
This begs the question whether, in certain cases, oneisreally deal-
ing with co-operation, or withafairly crudefacilitation measure, that
will clearly benefit aspecific group of firms/providerson oneor both
sides. In other words, here the political economy dimension of co-
operation emerges. 1! This distinction is sometimes hard to identify,
but wedo not think it isacriterion for rejecting aco-operation effort.

Where to trace the dividing line depends on whether the co-oper-
ation project drastically limits or excludes other alternatives —asin
the case of a competing standard— or, on the contrary, on whether it
improves competition among aternatives, while help to qualify the
decision-making process. Looking at the column “Restricts?’ in
Table 4 we see that this possibility exists for five out of the ten
projects, and is more marked in two of them. Such asituationis, to
a certain extent, inevitable when dealing with fundamental techni-
cal or juridica matters (al five projects are in this class). Of
course, taking the blunt example of the 3G standard in telecommu-
nications, once the decision has been taken, there is no point in
blocking a co-operation initiative that will eventually contribute to
a better implementation of the choice aready made.

In spite of their diversity in other dimensions, all the projects can
be viewed as trade-enhancing (column 4, Table 4), and therefore, as
economic co-operation. This has a practical significance because
economic co-operation, in contrast to either financial and technical
or social and cultural, has not yet been concluded in the negotia-
tionsand, if need be (and desired), all the proposals can be brought
under this umbrella.

1. Seethe comment at the end of section 2.1 (p. 109).
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Table 4. The proposed projects classified into several dimensions

PROJECTS Actors? | Restricts? Trad_e Natio nal or] ~ Needs
enhancing?| regiona? [homework?
1. Sanitary & States No Yes Regional Maybe
safety M)
2. agMmos policy States May Yes National/ Yes
regional (M+EU)
3. Rules States No/may Yes National/ Yes
harmonisation regional (M+EU)
(FDI1)
4. 3G migration 1. Firms, | No/may Yes National No
2. States
5. Digital Tv 1. Firms, May Yes National No
2. States
6. Internet links Firms No Yes Nationa/ | Maybe
regional (M+EeU)
7. Cultural firm States No Yes Nationa/ | Maybe
regional (M+EeU)
8. Audiovisual Firms+ No/may Yes National/ | Maybe (?)
States regional
9. 1. property States No Yes Regional No
rights
10. Dispute States No Yes Regional Yes
settlement (M+EU)

Most projects have a truly regional perspective, as opposed to a
country basis. This will demand greater cohesion from Mercosur
in designing consistent regional co-operation programmes. As a
side-effect, co-operation will also help to deepen the integration,
this being the last classificatory dimension (“Needs homework?").
Perhaps the best example in this case is the investment protocol,
and the related harmoni sation measures.

There are also synergies and inter-relationships between the ten
projects. Though the telecom projects (4-6) bear atechnical char-
acter, they can produce externalities for two of the cultura ones,
namely, 7 and 8. Project 3 can have an impact on at least 4-9, the
latter also impacting on 3. The dispute settlement co-operation in
project 10 could boost the benefits accruing from al the other
projects. As expected, dueto their very specific character, the agri-
cultural proposals stand aside from the others. Nevertheless, they
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areimportant building blocksin the task of drawing together the Eu
and Mercosur sectors.

Thus, the proposal passes through varied checks and seems to
touch on different areas that can be reached only through co-opera-
tion, making for a fairly representative agenda for achieving the
public good objective mentioned in section 2.1.

Closure

The co-operation initiatives outlined here could make for a
diversified and engaging agenda, ultimately broadening the percep-
tion and impact of the Agreement. Classic areas of emphasis for
the EU, like political co-operation and strengthening of democratic
institutions, have been deliberately omitted. However, other possi-
bilities still remain. A key possibility relates to structural adjust-
ment. The eu has enormous experience in this area, while
Mercosur must soon take a regiona —as opposed to a national—
stance on it.

Before the Argentinian crisis, some authorities in Brazil raised
the idea of extending Banco Nacional de Desenvolvimento
Econdmico e Social (BNDES) services to a Mercosur-basis, at least
for selected sectors. Though the proposal met with mixed reac-
tions within the country, it is lowly gaining wider support. At the
same time, many policy-makers in Mercosur would like to see on
an Eu-Mercosur co-operation agenda a huge “ structural adjustment
project”, with possibly a percentage of funds coming from the
Brussels coffers. Though the Agreement provides a good opportu-
nity for tackling the structural adjustment issue under the co-opera-
tion heading, we find it completely far-fetched —in fact, a waste of
time and energy— to count on Eu money for Mercosur structural
adjustment problems. A superficia analysis of the difficulties
caused by the shiftsin the eu structural funds programme, from the
| berian/M editerranean members to the enlargement countries, and
of the increasing demands the latter continue to make, shows that
thereis no room for an extra-territorial, Southern Cone initiative in
this field. Without doubt, Mercosur must face the regional funds
problem, but must tackle it with its own resources and creativity.

The above case offers a good example with which to close this
paper. Indeed, two points are worth bearing in mind when analys-
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ing a (T+C) like the one proposed. First, the co-operation agenda
should be clear, compact and as precise as possible. Itsprojectscan
(and should) be varied, touching different dimensions within the
regional space and sensitising agents at different levels. But clarity
of objectivesis mandatory, to allow for accountable country papers,
in which targets can be matched to efforts and costs. Nevertheless,
a second point brings to mind that big issues outside the agenda
should not necessarily be avoided in aglobal, more general stance.
It would be foolish not to use the immense experience the EU has
had with structural adjustment questions when designing Merco-
sur's measures in this field. But this can be done in a global co-
operative mood, without specific commitments. If, by chance, a
clear project on the subject isidentified, with mutual benefits, then
nothing should prevent it from appearing on the next co-operation
agenda.

Renato G. FLORES Jr.
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Comments

The Flores chapter is very good and immediately captures the
role of Cooperation in trade and integration initiatives: auseful tool
toincreasethe” purity” —and hence socia welfare—of public goods.

Regional integration and trade is a “regiona” public good.
These agreements are “impure” public goods because benefits (and
costs) are not necessarily shared equitably among partners and
within their respective societies. Given the increasing importance
of trade in the determination of welfare during an era of globaliza-
tion, coupled the expanding coverage of modern trade agreements
to issues “behind borders’ (domestic policy), thereis an ever grow-
ing awareness of civil society about trade negotiations and interest
in influencing their direction and impact.

Given this situation, negotiators not only increasingly consult
their legislatures on trade strategies, but also parallel that with
direct dialogues with representatives of civil society. Nevertheless,
itistherole of negotiators to mediate different interests and lobbies
in the broader interest of maximizing national welfare, i.e. creating
regional public goods that are as pure as possible.

The need to purify regiona public goods is related to social
equity —broadening the distributional impact— but also has political
economy considerations. In effect, “rivalness’ and “excludability”
—elements of impure public goods- can set off intense opposition to
trade initiatives by marginalized groups. It is well known that
“winners’ are disperse in society while losers are concentrated.
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The latter therefore can more easily identify their interests and
coordinate positions.

A Trade and Cooperation (T&C) nexus can contribute to the
purity of regional public goods. This is because Cooperation pro-
grams can advance collective socia benefits of an agreement before
closure of negotiations; can assist negotiators in their technica
capacity to negotiate and implement welfare-enhancing agreements
and can help to more equitably distribute the benefits during the
transition to free trade.

(T&C) nexuses are especially helpful in North-South agree-
ments where devel oping country partners face asymmetric relations
in terms of capacity and impact.

The European Union (EU) conceptually approaches thisissuein
an innovative way. In effect, the EU creates a (T&C) nexus with
their partner as part of a three pillar single undertaking for free
trade, cooperation and political dialogue that emerges out of what
the EU’'s calls Association Agreements. This is in contrast to the
(T&C) nexus in the Western Hemisphere Summit Process which
has a loose and relatively uncoordinated link between T and
C. Flores correctly warns about the need to avoid a proliferation of
C initiatives that can create unmanageable dispersion and dilution
of attention and resources. Indeed, he emphasizes the need to focus
on afew strategic areas with programs that have measurable out-
comes, benchmarks, and pre-programmed support resources.

Inthis spirit, Flores proposes anarrowly focused (T& C) nexusin
the process of negotiating a EU-Mercosur Association Agreement
with the objective of (i) facilitating and boosting actual trade and
(ii) creating an enabling environment for better trade and economic
relations.

The focus on trade is appropriate. While political vision is the
“mother” of integration, trade is its “father”. Indeed, it is hard to
imagine a broad initiative like the Eu Association Agreement mov-
ing forward without a serious core of free trade and trade-related
cooperation.

Flores chapter comes up with a number of proposals for trade-
related cooperation. They presumably are meant to anticipate a
full-blown Association Agreement, which some hope to see emerge
in 2004.

There are amyriad of potential and helpful initiatives that could
be put into Flores' tight cluster. All the initiatives he cites are good
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ones. But if | use some additional criteriafor selection | can ques-
tion the convenience of at least afew of them.

I will interpret Flores intention asto promote Cooperation that is
designed to deliver benefits of trade before afree trade areais actu-
ally negotiated and also serve to keep parties constructively
engaged in the production of trade-related public goods during the
difficult, and sometimes conflictive, process of negotiating an FTA.
The criterion | will suggest is that (i) the programs should not
intrude on the trade negotiators themselves (the FTA pillar of the
process) and (ii) should be relatively quickly agreed on, which
means avoiding thorny issues.

Based on these criteria some of Flores proposals may be ques-
tioned. The entire area of investment is extremely sensitive and
clearly atouchy area of negotiations; maybe progress on Coopera-
tion would be slow, and if conflictive, even have negative spillover
effects on the negotiations themselves. GMos put Mercosur in the
middle of the Eu-us wTo conflict and differencesin policy in Mer-
cosur itself. Perhaps Cooperating in this area is premature until
world regulations are clarified in the wto and Mercosur works out
its differences.

Meanwhile, the telecoms Cooperation is certainly relevant, but |
would avoid cooperation initiatives on telecoms deregulation until
the EU better defines its internal approach. Until then efforts at
Cooperation may end up in confusion. Cultureisan excellent area,
but definition of a cultural firm is one component | would avoid
because it seemsto me to be atopic better suited to the FTA negoti-
ations; so too intellectual property rightsissues. Asto the“innova
tive” proposal on dispute settlement cooperation, | would agreeitis
innovative, helpful and “viable”.

But my major reservation about the proposalsisthat all of them
curiously enter most difficult and sensitive topics. On the whole |
would prefer Cooperation in less controversial areas where quick
results could be achieved. For example development of a Merco-
sur-eu Customs Guide in paper and electronic form; while not very
exotic, it could help importers and exporters. Cooperation to give
shape to the Eu-Mercosur Business Forum’s Plan of Action for
Business Facilitation would also introduce trade-building measures
that could be financed by the Eu as well as the IDB Multilatera
Investment Fund.
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In sum, the proposals for cooperation are imaginative, elegant,
constructive and some are probably “doable’, like the sPs, in the
movie distribution. But more “plain vanilla’ proposals might be
realized more quickly, generate trade benefits, deliver a sense of
quick success and spill over to amore positive attitude for acceler-
ating conclusion of the important Eu-Mercosur Association

Agreement.

Robert DEVLIN
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Discussions






Chapter 4
Summary of Discussions

The Special Session discussions on Cluster 1 focused on the
themes suggested by the papers presented, and were synthesised in
a debate on the conclusions reached and policy recommendations.

Thefirst themeinvolved the recent evolution of the discussion on
“international financial architecture’, the emphasis being on the
analysis of some of the main proposals in circulation over the last
few years concerning the re-structuring of emerging country sover-
eign debt. The discussion highlighted the instability of the status
quo asaresult of “financial globalisation” and its effects on the cap-
ital account of emerging economies, which some participants claim
adopted a “ premature liberalization” in the 1980s and 1990s. This
unstabl e situation encourages the formulation of proposalsfor deal -
ing with developing country debt, but these incentives have proved
insufficient to achieve any consensus as regards new ways to man-
age the financial crises of such economies.

The discussion also stressed the fact that financial globalisation
paradoxically makes the local legal and institutional aspects more
relevant from the point of view of preserving global stability. This
affirmation should generate a tendency towards harmonising rules
and standards, but this process is hindered by the heterogeneity of
cultures and legal practices, as well as by the efforts of nationa
states to preserve their sovereignty.

Two models of financial crisis management were discussed in
greater detail, based on the paper: Collective Action Clauses —
CACs and the Sovereign Debt Restructuring Mechanism— SDRM.
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The discussions pointed out that these models produce different
combinations of relationships between supra-national and
national regulatory instances, and that some devel oping countries
(including several in Latin America) display a certain resistance
to models based on supra-national regulatory instances, without
having made a proper assessment of the pros and cons of each
respective alternative.

The second theme focused on the issues of international politics
and security developed in the paper. A first area of debate involved
the concept of “new multilateralism”. This new multilateralism is
characterised by its distance from some key concepts of traditional
multilateralism, namely, “sovereignism” and the absolute respect
for the rights of states. It should also not be mistaken for multipo-
larism, since it isincompatible with an international order based on
“hard power”. Seen in this way, new multilateralism produces a
non-unipolar order in which “soft power” is predominant. Atten-
tion was drawn to the fact that the Mercosur countries —and South
Americain general—resist any notion of multilateralism that isless
enthusiastic in its respect for national sovereignties.

Those attending the debate agreed that promoting multilateral -
ism in a context strongly marked by the tendency to unipolarity
constitutes a vital challenge for the countries and groups of coun-
tries that invest in a world order based on the exercise of “soft
power”.

Theissue of theimpact of the increased tension between Europe
and the us regarding the Mercosur countries also came into the dis-
cussion. In general terms, it was understood that the crisis between
the partners to the North entailed certain costs for Mercosur coun-
tries, having lost their already relatively fragile status of the “third
voice” in the Atlantic triangle.

The third theme of debate was how to treat the dimension of co-
operation —and above all trade-related co-operation— within the
Mercosur—European Union agreement. The chapter suggested that
the dimension of cooperation would contribute to attributing to the
agreement the characteristic of a“public good”. Thisserved asthe
starting point of the discussions and produced a series of debates.
This function of the dimension of co-operation was questioned
from two different angles. The first emphasises that the co-opera-
tion agendais moulded by the same logic of political economy that
affects the other themes on the negotiations agenda, and accord-
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ingly does not constitute the proper mechanism for making a trade
agreement into a public good. The second argument complements
the first. Its defends the position that the proper mechanism for
turning the agreement into a public good would be not so much to
include a chapter on co-operation as to establish institutionalised
channels of dialogue between the state and social groups, with a
view to negotiations.

Another sphere of discussion involved selecting priority areas
for abi-regiona agenda of co-operation. It was emphasised that if
there were movements for this agenda to contribute to the trade
agreement as a public good, then the initiatives proposed should be
capable of producing positive externalities that are not “captured”
by specific commercial interests. Thisquestion isparticularly rele-
vant when co-operation involves defining and establishing stan-
dards. Inthissituation it can end up contributing to the production
of trade flows which are exclusively appropriated by certain private
actors.

Thefourth topic of discussion was the synthesis of the main con-
clusions and recommendations drawn from the special session.
There was convergence on the ideathat the current models of crisis-
management, both in the field of international politics and finance,
lack legitimacy, and at present are a source of instability and uncer-
tainty. Thisrealisation is not sufficient —and here lies the paradox
of the present situation— to induce the consolidation of new para-
digms of risk and crisis administration on the international level.

Inthe political field, different models—European and those of the
us and the UN— compete with one another, but all of them find it dif-
ficult to become hegemonic. Inthefinancial field, more daring pro-
posals such as the sSbRM seem condemned to failure, at least in the
short-term, while some very cautious steps are being ventured with
the introduction of CACs.

Another aspect dwelt upon in discussing the conclusions was the
relevance of the relations between both Mercosur and Europe vis-a-
visthe United States. Such relations, besides being fundamental to
the two blocs from the economic and political point of view, have a
direct effect on intra-bloc cohesion in the two groups of countries.
For the Europeans, the author of the paper proposes a strategy of
“critical engagement” in their relations with the us, but the debate
did not specify what the equivalent of this strategy would be in the
case of Mercosur.

135



The discussions at the session dedicated to conclusions also
emphasised the need to go deeper into the theme of the emergence
of new paradigms of international treatment of the question of
development. The debate on re-structuring the emerging country
sovereign debt isjust one part of thisissue. It seemsvery important
to have aclearer view of the “implicit projects’ which sustain com-
prehensive proposals in the dimensions of finance, trade, aid and
developing countries’ domestic policies.

One item that was consensually stressed in the final discussions
has to do with the challenges that Mercosur will need to face in
order to adapt its agenda to the new international scenarios being
delineated. In the opinion of some of the participants, the growing
relevance of political and security-related themes on the interna-
tional agenda, and the internal fragilities of Mercosur, together
exert pressure on the integration project. Inability to respond to the
challenges of the newly-born century will not only compromise the
outcome of the trade negotiations in which Mercosur is involved,
but will also tend to relegate the sub-regional project to the field of
historical irrelevance.

Pedro daMOTTA VEIGA
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