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Preface 
 

Financial crisis is increasingly haunting the world. In particular, emerging markets have suffered 

from crashes in the last years. However, through contagion, many other developing countries 

are victims of the effects of crisis, too.  

 

As the debate on a “New Financial Architecture”, which had started after the Asian crisis, has 

considerably lost momentum, civil society pressure is needed.  

It is on this background that WEED organized the International Conference „Making financial 

Markets work for Development – Options for Reducing Instability & Financing Development” in 

Berlin, 28 – 30 November 2003. 

 

The conference came at a critical time as financing development is on the agenda of the 

richest countries in an unprecedented way. They wrestle with how to pay for the Millennium 

Development Goals. Yet for development to be meaningful there is the necessity of reducing 
instability in the financial system. 

 

The reader is a collection of the presentations hold at the conference. It reviews the progress 

made in recent years to counter capital market failures and identifies some of the new issues, 

such as financial services liberalization and harmful tax practices, that are emerging on the 

global agenda. 

 

We wish to thank all authors as well as participants of the conference. It is due to them the 

conference became a successful event. We hope by this to contribute to bring the debate into a 

wider public.
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1. ON THE ROAD TO NOWHERE? 
 
What Progress on International Financial Reform? Why so 
Limited? 
 
Stephany Griffith-Jones, Professorial Fellow at the Institute of Development Studies (IDS), 
University of Sussex (GB) 
 
José Antonio Ocampo, Under-Secretary General for Social and Economic Affairs Executive, 
United Nations and former Secretary of the Economic Commission for Latin America and the 
Caribbean (ECLAC), Santiago de Chile 
 
 
The financial crises in East Asia, Russia and Latin America in recent years have had a dramatic 

impact on a large number of developing countries. Outflows of capital, disruptions in domestic 

financial systems and terms of trade deterioration have led to slow or negative GDP growth, and 

to economic welfare decline.  The crises have also generated a broad consensus that 

fundamental reforms are needed in the international financial system. In the aftermath of the 

crises, the Expert Group on Development Issues (EGDI) asked Stephany Griffith-Jones and 

José Antonio Ocampo to analyse the emerging international financial architecture from a 

developing country perspective. This brief is a summary of their findings, presented in EGDI 

Study 2003:1. 

 

Goals of a new international financial architecture 
The paper argues for renewed and broader goals of the international financial architecture. The 

rationing of poor countries from private financing even during periods of booming capital flows, 

as well as the significant contraction of private financing to all developing countries since the 

Asian crisis, implies that, besides the objective of achieving international financial stability, an 

equally important objective is the provision of adequate capital flows to different categories of 

developing economies. Thus, the goals of a new international financial architecture from a 

developmental perspective are twofold: 

 

• to prevent currency and banking crises and better manage them when they occur;  

• to support the adequate provision of net private and public flows to developing countries, 

including in particular low-income ones. 
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The paper attempts to assess progress on international financial reform in relation to these two 

goals. 

 

How to fulfil the objectives  

To fulfil the two objectives, the international financial architecture must:  

a) guarantee the consistency of national macroeconomic policies with stability of growth at the 

global level as a central objective;  

b) offer appropriate transparency and regulation of international financial loan and capital 

markets, and adequate regulation of domestic financial systems and cross-border capital 

account flows;  

c) provide sufficient international official liquidity in crisis conditions;  

d) supply accepted mechanisms for standstill and orderly debt workouts at the international 

level;  

e) provide appropriate mechanisms for development finance.  

The first two mechanisms are essential for preventing crises. The third and fourth mechanisms 

would help manage crises better to make them less costly, but can also have preventive effects. 

Development finance is essential to channel flows to low-income countries, in particular the ones 

that do not have sufficient access to private flows. It is also essential to guarantee an adequate 

supply of funds to middle-income countries during periods of insufficient private capital flows. 

 

Problems in progress 

Progress so far has suffered four serious problems.  

1. There has been no agreed international reform agenda.  

Priorities have been set by a few industrialised countries that have not always been explicit and 

have varied through time. The Monterrey Conference in March 2002 provided, on the other 

hand, a full international agenda that must  become the guide to future developments in this 

area. 
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2. Progress made has been uneven and asymmetrical in several key aspects.  

The focus of reforms has been largely on the national component of the architecture 

(strengthening macroeconomic policies and financial regulation in developing countries) while 

far less progress has been made on the international and, particularly, the regional components. 

In addition, there has also been an excessive focus on crisis prevention and management, 

mainly for middle-income countries, which has led to a neglect of the equally important issues of 

appropriate liquidity and development finance for low-income countries.  

3. Some advances in the international financial architecture run the risk of reversal.  

4. The reform process has been characterised by an insufficient representation of developing 

countries in key institutions – such as the IMF, the World Bank and the Bank for International 

Settlements – and their exclusion from others – the Financial Stability Forum and the G-10 Basel 

Committees. 

 

Progress on international reforms 

The authors evaluate progress on international reforms, differentiating three groups of areas 

according to the level of progress.  

1. An area where visible progress can be noted is the development of codes and standards for 

crisis prevention in capital recipient countries.  

Advances have been particularly important in data dissemination, monetary and fiscal policy 

transparency, and banking supervision. Nonetheless, institutional, legislative and human 

resource constraints in implementing these policies have proven to be high and participation of 

developing countries in developing codes and standards has been low. Among the advances, 

the design of new IMF financial facilities, particularly the Supplementary Reserve Facility and the 

Contingency Credit Line, should be included. The Heavily Indebted Poor Countries (HIPC) 

Initiative, launched in 1996, and the enhanced HIPC approved in 1999, are also major steps 

towards bringing the external debts of low-income countries to sustainable levels. However, its 

degree of implementation has been considered to be slow by many poor countries and several 

analysts, and the scenarios for debt sustainability too optimistic. 

2. Partial progress has been made in macroeconomic surveillance and mechanisms to 

guarantee the coherence of macroeconomic policies.  
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Progress has been important in this area in relation to preventive surveillance of emerging 

economies, the development of vulnerability and early warning systems, more regular analyses 

of financial markets and the design of mechanisms of consultation between the Bretton Woods 

institutions and private financial actors. One particular area of progress has been the creation of 

the Financial Stability Forum (FSF) to identify vulnerabilities and sources of systemic risk, to fill 

gaps in regulations and to develop consistent financial regulations across all types of financial 

institutions. The common understanding of the principle of “ownership” of macroeconomic and 

development policies as a guide to international financial co-operation, as well as the agreement 

on streamlining IMF conditionality, should also be seen as advances.  

3. A third group, where no important progress has been made, includes the use of special 

drawing rights (SDRs) as an instrument of IMF financing.  

There have been several proposals in recent years to issue SDRs, either as a counter-cyclical 

mechanism to meet the large demand for IMF emergency financing during crises, or on a 

permanent basis to guarantee, through a multilateral instrument, the increasing demand for 

international reserve assets. Nonetheless, neither type of proposal has led to action.  

Commitments made at Monterrey with respect to Official Development Assistance will hopefully 

lead to a reversal of stumbling aid flows but represent only a fraction of the resources needed to 

halve extreme poverty by 2015. Also, only limited commitments have been made on enhancing 

the role of multilateral development banks in financing low-income countries; providing partial 

counter-cyclical financing to middle-income countries; acting as catalysts for new forms of 

private investment; and supporting capacity building, institutional development, and the provision 

of global and regional public goods.  

Finally, the essential role that regional institutions can play in all areas of the international 

financial system continues to be one of the most prominent items missing from mainstream 

discussions and agendas on international financial reform. 

 

Grand bargain 

To correct the slow pace of reform, the paper suggests that developing countries could 

attempt to design and offer a “grand bargain” on international and national financial reform that 

would be attractive to a whole range of actors in developed countries.  
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First, developing countries could be more keen to implement initiatives of interest to 

developed economies if rich countries agreed to reform the global financial system in ways that 

would facilitate more and more stable capital flows to developing countries, and make costly 

crises in these countries less likely.  

Second, the paper argues that the asymmetries in the international financial reform process 

reflect certain political and political economy characteristics of the world. The most powerful 

governments (the G-7) have not thrown their weight consistently behind a deep international 

reform. One of the best ways to support progress on an international financial reform that is 

more supportive of development would be to strengthen the voice of developing countries in that 

discussion. To do that, it is important not just to increase participation of developing countries in 

the key fora, but also to enhance their technical knowledge of increasingly complex issues. In 

this regard, the authors recommend that a fund or resource centre could be created that would 

provide systematic, timely and independent support to representatives of developing countries in 

the boards and fora where the international financial reform agenda is being discussed. 

 

Recent development on international financial reform 

Recently, progress on international financial reforms seems to have slowed down even further. 

Perhaps the most significant, though negative, decision has been the rejection by the 

IMF Board of proposals for a structured orderly debt work-out (SRDM), proposal that had 

received strong endorsement previously from IMF management, at the most senior level.  It 

would seem that the main reason behind this rejection may have been the opposition by the 

private sector, which opposes rules, which they perceive would facilitate debt restructuring; 

many analysts, however, believe that the main effects of a mechanism such as SDRM are to 

facilitate a more orderly restructuring, by overcoming collective action problems.  Should the 

restructuring of the Argentine debt prove very intractable, the SDRM discussion however could 

return.  A second reason that may have contributed to a rejection of the SDRM is that some 

emerging countries fear that the introduction of such a mechanism could further discourage 

private flows to them, which are already at a low level.  

 An important innovation that has occurred is that seven developing countries (including 

Mexico, Brazil, South Africa and South Korea) have introduced collective action clauses into 

their recent bond issues.  These clauses will facilitate any restructuring of those particular bonds, 
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should this become necessary in the future.  It is encouraging that introducing collective action 

clauses has had negligible or no impact on the pricing of these bonds.  Though far less 

comprehensive than the introduction of the SDRM, the introduction of collective action clauses is 

a positive step. 

 A source of concern to developing countries is that the proposed new Basel Capital 

Accord, which is the major regulatory change being introduced since the Asian crisis, could have 

negative effects on developing countries.  There is important evidence that the impact of Basel 

2, if not modified in the final discussions, could increase the cost of international bank lending to 

developing countries (especially the poorer ones), quite significantly as well as reduce further 

the already insufficient level of bank lending to these countries; there is also a great deal of 

concern that Basel 2 could increase severely the pro-cyclicality of lending, both domestic and 

international, which is particularly damaging for developing economies.  

 As the approval of Basle 2 approaches rapidly, it becomes very important for 

modifications to be introduced, that would ameliorate these negative effects.  Such changes 

would be technically correct from a regulatory perspective, as they would reflect the clear 

diversification benefits of lending to developing countries that are not incorporated into the 

current proposals.  

 A further source of possible concern for developing countries is the recent review by the 

IMF of access policy in the context of capital account crises.  Though it was encouraging that no 

presumptive limit on cumulative exceptional access was introduced, tighter criteria will need to 

be met for exceptional access in case of capital account crises.  This, and related changes, 

could potentially lead to delays in approach, that would be counter-productive, in that they could 

allow crises to deepen.  

 It is encouraging, on the other hand, that the IMF is reviewing its’ policy towards 

countries, especially low-income ones, when they face exogenous shocks, such as due to the 

deterioration of their terms of trade or natural disasters.  The desirability of changes is clear, as 

at present countries receive no or low conditionality loans to smooth their adjustment, and it is 

hoped that appropriate instruments will be designed.  

 To finish on a positive note, an important initiative has been launched by the UK, to 

create an International Financing Facility (IFF), that would bring forward a significant increase in 

aid spending to the poorest countries, so as to deploy a critical mass of development finance 

over the next 10 to 15 years, to facilitate meeting the Millennium Development Goals. It would be 
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even more encouraging if either the IFF were quickly adopted or other measures taken to boost 

urgently needed development finance.  

 Overall, however, progress on reform of the international financial architecture continues 

to be slow and insufficient, and there have been some reversals.
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Financing for Development Update – Taking the political 
temperature 
 
Martin Köhler, Campagna per la Riforma della Banca Mondiale, Rome 
 
 
The UN Millennium Assembly in 2000 and the UN-sponsored conference on “Financing for 

Development” (FfD) in Monterrey, March 2002, have contributed to put global development 

policy back on the international political agenda. By defining common priorities and timelines, 

the Millennium Development Goals (MDGs) provide leverages to put pressure on governments 

and international economic institutions to coordinate their policies. It is not the first time in history 

that development goals have been established by the international community. What is new this 

time, however, is that the governance aspects of cooperation for development are thoroughly 

part of the debate which extents beyond a narrow focus on official aid policy to include all 

international economic activities that imply or effect financial flows. Whether external trade, 

export subsidies, investment regulations or debt relief, all financial flows and their governance 

structures are presently attentively screened against their impact on reaching the MDGs. This 

extension of focus makes the follow-up process to Monterrey (FfD process) potentially a part of 

the larger debate around a New International Financial Architecture. 

 

It is, however, important to qualify the relative contribution that the FfD process can make, 

bearing moreover in mind that UN-led processes are to a large extent contingent to processes of 

opinion building in other fora: 

 

- though recent financial crises and continuous financial instability are clearly relating to an 

overexposure of national development policies to external financing and integration of 

financial markets, key questions such as “how much external finance does development 

really need?” or “how should an international policy environment conductive to increasing 

domestic savings look like?” have not been raised in the FfD process; 

 

- during the entire FfD process, issues of financial architecture interlinking with 

development finance have been constantly downgraded through political pressure by the 
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USA and other industrialized states; what has been left in the Monterrey Consensus has 

largely been made “coherent” with the neo-liberal agendas of the BWIs and the WTO; 

 

- the reach of the debate on systemic issues in the FfD process is part of a fluid trade-off 

determined by the interests of ad-hoc political alliances. At the heart of this trade-off  is 

that the global south subscribes domestically to a marked-led approach to development, 

while the global north engages in reforming for an “enabling international environment”. 

 

FfD framework and new international financial architecture: elements of discussion 

 

The text of the Monterrey Consensus delineates the areas in which follow-up activity is 

mandated or envisioned by the international community, without that this implies necessarily that 

further elaboration is taking place actually. While elements of international financial architecture 

are touched upon throughout the text, we will concentrate here on the dimensions which are 

more pertinent to the actual discussion on architecture, as they evolved in the run-up to the 

Monterrey Conference and are being discussed in the FfD follow-up process. 

 

Orderly debt workout mechanisms 

 

§51: “.... we emphasize the importance of putting in place a set of clear principles for fair 

burden-sharing between public and private sectors and between debtors, creditors and 

investors. ... We also encourage exploring innovative mechanisms to comprehensively 

address debt problems of developing countries, including middle-income countries ...” 

 

§60:  “To promote fair burden-sharing and minimize moral hazard, we would welcome 

consideration by all relevant stakeholders of an international debt workout mechanism, in the 

appropirate forums, that will engage debtors and creditors to come together to restructure 

unsustainable debt in a timely and efficient manner. ...” 

 

A much stronger wording, including debt standstill and voluntary arbitration, had been ventured 

since the first draft of the Monterrey declaration, tabled in September 2001, and the discussion 

has also been strongly influenced by the SDRM proposal of the IMF (Sovereign Debt 

Restructuring Mechanism). Wording in regard was eventually opposed by the US, facilitated by a 
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lack of engagement by the Group of 77/China. However the mandate of the Monterrey 

Consensus harbours hopes, following the dropping of the SDRM proposal by the IMF in April 

2003 due to US resistence, that the FfD process could uphold the discussion.  

 

The draft resolution by the Chair of the FfD follow-up session during the UN-GA of 2003 

explicitely requested 

 

“... the Departement of Economic and Social Affairs, in collaboration with the UN 

Commission on International Trade Law, to develop, through an informal process, within 

the Monterrey modalities, a comprehensive, coherent and fair debt workout mechanism 

to address debt and its development dimensions for consideration by the GA at its 59th 

session.” (A/C.2/58/L.39, §3, 11 Nov 2003).  

 

The draft resolution was eventually opposed by the US-administration, and the adopted 

resolution talks only in general terms about the possibility of the FfD Secretariat to call in 

workshops on issues related to the mobilization of resources and poverty eradication 

(A/C.2/58/L.83, §13 a, 15 Dec 2003).  However, the draft resolution had gathered ample support 

among developing countries, and NGOs are continuing their advocacy work to establish a debt 

working group in the present framework.  

 

International tax cooperation 

 

§64: “To strengthen the effectiveness of the global economic system’s support for 

development, we encourage the following actions: ..... Strenghten international tax 

cooperation, through enhanced dialogue among national tax authorities and greater 

coordination of the work of the concerned multilateral bodies and relevant regional 

organizations, giving special attention to the needs of developing countries...” 

 

The issue has stirred much debate following the UN-SG mandated report of former Mexican 

President Zedillo (Summer 2001), which had strongly called on the FfD to establish an 

International Tax Organization (ITO), thus deliberately trespassing the tacit agreement imposed 

by the industrialized countries that FfD should not lead to the creation of new institutions. But 

already the first draft of the Monterrey declaration of september 2001 toned the proposal down, 
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asking merely to “explore the potential benefits and optimal design of an international tax 

organisation”. The final text of the Monterrey Consensus does not go beyond existing 

frameworks and avoids altogether reference to the idea of an ITO, notwithstanding some 

opening of the US administration in the wake of the terrorist attacks. Reacting to the latter, the 

Consensus calls for negotiating a UN Convention against corruption, including the repatriation of 

illicitely acquired funds, and cooperation to eliminate money laundering. 

 

G-77 countries have admitted that they have missed the opportunity to press for an ITO during 

the negotiations for the Monterrey Consensus, and are now trying to recuperate the issue in the 

FfD follow-up process. The draft resolution by the Chair of the FfD follow-up session during the 

UN-GA of 2003 suggested  

 

“… to convert the UN Ad Hoc Group of Experts on International Cooperation in Tax 

Matters into an intergovernmental subsidiary body of the Economic and Social Council” 

(A/C.2/58/L.39, §6, 11 Nov 2003) 

 

in this way avoiding the naming of an ITO, while attempting to achieve the first step for its 

realization, namely to convert the Ad Hoc Group into an intergovernmental body. However, in 

the meantime the US-administration has achieved its goal with the recently stipulated UN 

Convention against Corruption, which reduces the little leeway it had offered for the debate. 

Indeed the finally adopted declaration of the UN follow-up session to FfD in December 2003 falls 

quite short of the draft, reading: 

 

“Requests the Economic and Social Council, in its examination of the report of the Ad Hoc 

Group of Experts on International Cooperation in Tax Matters at its next substantive session 

to give consideration to the institutional framework for international cooperation in tax 

matters.” (A/C.2/58/L.83, §10, 15 Dec 2003) 

 

Giving the Ad Hoc Group of Experts a lead role in proposing institutional frameworks does not 

bode well for paving the way towards an ITO, though it offers a continuous entry to NGOs for 

further discussions and advocacy opportunities, especially since the G-77 have clearly 

expressed their strong interest in the matter. 
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Commodity price guarantee mechanisms 

 

§37: “Multilateral assistance is also needed to mitigate the consequences of depressed 

export revenues of countries that still depend heavily on commodity exports. Thus, we 

recognize the recent review of the IMF Compensatory Financing Facility and will continue 

to assess its effectiveness. It is also important to empower developing country 

commodity producers to insure themselves against risk, including against natural 

desasters.” 

 

While the Monterrey Consensus puts the task squareley back to the producer countries, the first 

draft of Monterrey declaration in September 2001 – taking up the recommendations of the 

Zedillo Report – had gone much further, making it the responsability of the multilateral 

institutions to stabilize the export revenue of developing countries by establishing appropriate 

multilateral commodity risk management mechanisms and ensuring access to insurance against 

natural desasters, and calling on the IMF to restore and improve the Compensatory Financing 

Facility.  

 

With the sharply declining terms of trade in recent years, the issue has regained prominence in 

the FfD follow-up process. In his key note address to the FfD Session at the last GA, UN-SG 

Kofi Annan made a link between the depression of commodity prices and the growing negative 

net transfer of finance from the south to the north, amounting to almost 200 Mrd USD in 2002, 

making this data the headline of reporting from the GA for an entire week. Moreover, studies 

showing that more than half of capital inflow entering sub-saharan Africa have to make up for 

commodity price losses had a strong impact on discussions. However, the expressed will of the 

majority of developing countries to task UNCTAD with making a concrete proposal to the next 

GA on an appropriate mechanism to address price fluctuations of commodities has been 

rejected by the US, tacitly supported by EU member states. The final declaration of the FfD 

Session during the 2003 GA contains just a non-binding address to UNCTAD to continue 

discussions. With this result, it seems likely that the discussions will shift away from the FfD 

process towards the UNCTAD XI conference scheduled for June 2004. 
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Participation of developing countries in global economic decision making / BWIs 

 

§ 62: “We stress the need to broaden and strengthen the participation of developing 

countries … in international economic decision-making and norm setting. To those ends, 

we also welcome further actions to help developing countries … to build their capacity to 

participate effectively in multilateral forums.” 

 

While industrialized countries were quick to translate this mandate of Monterrey into merely an 

issue of technical assistance for developing country representatives in the IMF and the 

Worldbank, the debate has taken on a highly political profile, with the G-24 pushing hard for a 

revision of the present voting shares and the structure of representation in the Boards of the 

Bretton Woods Institutions. The issue figured prominently in the first High Level Dialogue 

meeting between UN-Ecosoc and the BWIs in April 2003 and will be reconsidered during the 

next of these meetings in April 2004. A tentative by the US Director in the Worldbank Board in 

summer 2003 to close the debate was unsuccessful, as also industrialized countries are forced 

to admit that the present structure grossly fails to reflect changed realities of economic power 

and international economic relations. With the US squarely against an increase in base votes or 

a stocking-up of capital shares of developing countries in the BWIs and reluctant to increase the 

number of seats on the Boards of the twin sisters, the political pressure falls on the EU member 

states which are grossly over-represented in their voting power and representation. At the same 

time, the EU members need to reflect changes due to the enlargement of the Union and the fall-

out of the EU Convention process which issues a strong call for a Europe speaking with a single 

voice in global affairs. This political constellation is promising reform, and the FfD context has 

gained an important role in channelling the discussions. 

 

The draft resolution by the Chair of the FfD follow-up session during the UN-GA of 2003 

stressed the need for “…early decisions before the next High-Level Dialogue on enhancing the 

voice and participation of developing countries in the work and decision-making processes of the 

intergovernmental bodies of the Bretton Woods Institutions” (A/C.2/58/L.39, §4, 11 Nov 2003). 

The finally adopted resolution reflects the resistance of the US and the EU member states to 

pressure and timelines set  by the UN, but calls on the BWIs to “strengthen actions aimed at 

reaching decisions” (A/C.2/58/L.83, §6, 15 Dec 2003). 
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Innovative financing mechanisms / liquidity 

 

§ 44: “We recognize the value of exploring innovative sources of finance provided that 

those sources do not unduly burden developing countries. In that regard, we agree to 

study … the results of the analysis requested from the Secretary General on possible 

innovative sources of finance, noting the proposal to use special drawing rights 

allocations for development purposes. …” 

 

§ 59: “… we underline the need to ensure that the international financial institutions … 

have a suitable array of financial facilities and resources to respond in a timely and 

appropriate way [to financial crisis and risk of contagion]. … The need for special drawing 

rights allocations should be kept under review. In that regard, we also underline the need 

to enhance the stabilizing role of regional and subregional reserve funds …” 

 

The discussion on innovative financing mechanisms for development was particularly lively in 

the early stages of the FfD process, considering a range of options including currency 

transaction taxes, the taxation of carbon emissions and global lotteries. It dried out when the 

requested analysis from the UN Secretary General was put on hold, apparently for political 

reasons to not further complicate the Monterrey negotiation process. The study was eventually 

published after Monterrey and did not find political attention. This contributed to a lack of focus 

during the negotiations, while at the same time it limited the attention on the debate of IMF 

special drawing rights which the G-24 tried to persue. In the end, Monterrey completely failed to 

address the issue of innovative financing mechanisms or additional resources through traditional 

means. The failure figured so embarrassingly against the financing needs of the MDGs that the 

EU, and later the USA, decided to unilaterally increase their ODA levels.  

 

The draft resolution by the Chair of the FfD follow-up session during the UN-GA of 2003 

unconvincingly tried to recuperate this important original dimension of the FfD process by 

recalling the UN commisioned study and supporting the British proposal to set up an 

International Financing Facility (A/C.2/58/L.39, §1, 11 Nov 2003). Both demands failed to make 

it into the final resolution, showing that the focus of the FfD process has shifted far away from 

direct funding concerns to more structural questions of development financing.  
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Symmetric surveillance and crises prevention 

 

§ 55: “The multilateral financial institutions, in particular the IMF, need to continue to give 

high priority to the identification and prevention of potential crises and to strengthen the 

underpinnings of the international financial stability. In that regard, we stress the need for 

the Fund to further strengthen its surveillance activities of all economies, with particular 

attention to short-term capital flows and their impact. …” 

 

Quite intensely debated in the beginning of the FfD process, due particularly to G-24 pressure to 

monitor the exchange rate volatility between the major world currencies, the debate dried out 

with the rejection of an Asian Monetary Fund and increased IMF activity on surveillance in other 

forums in which G-24 members participate. Since the low dollar costs presently eases tensions, 

it is not to expect that the FfD process regains on this issue for the time being.   

 

Global economic policy coherence 

 

§ 52: “In order to complement national development efforts, we recognize the urgent 

need to enhance coherence, governance, and consistency of the international monetary, 

financial and trading systems. To contribute to that end, we underline the importance of 

continuing to improve global economic governance and to strengthen the United Nations 

leadership role in promoting development.” 

 

While the issue of policy coherence among the global economic institutions remains high on the 

agenda of the FfD process, its particular entry point for activity – that is, to strengthen a UN 

coordinating function – remains contingent to the constraints of the UN to fulfill this task, starting 

with the institutional set-up of the FfD follow-up process, as described below. For the 

industrialized countries, the demand remains exclusively addressed to the IMF and the World 

Bank which endorse the Monterrey Consensus and are fully integrated in the FfD process. 

Developing countries formulate particular coherence concerns in the FfD framework, such as the 

relation between trade, debt and financial policies, but fail to address the more systemic 

question of how to restructure relations among the UN specialized agencies, including Fund and 

Bank, in order to increase policy coherence for development purposes. It is not to expect that 

the FfD process in foreseeable future will gain a specific role in the ongoing debate. 
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FfD follow-up mechanisms: fit for the tasks? 

 

Whether the FfD process must be regarded an important venue in the discussions on a new 

global financial architecture is not only a question of its particular contents but of its institutional 

structure and participants. Can it muster the task of consensus-building in the international 

community? Is it enabled to fill with live the mandate which the UN received in Monterrey with 

regard to the coordination of global economic decision-making and the monitoring of its 

coherence? 

 

In Monterrey, governments decided in favour of a continuous follow-up process which puts the 

UN into an ongoing discussion with the Bretton Woods Institutions and gives a deliberating role 

to the UN General Assembly. While envisioning the possibility of major review conferences, the 

emphasis clearly lies on creating a framework for shaping discussions rather than on periodically 

checking the implementation of decisions. Compared to UNCED and other global UN forums, 

the model is innovative. NGOs and other non governmental stakeholders participate throughout 

the process. 

 

Institutionally, Monterrey gives a key role to the Economic and Social Council of the UN 

(Ecosoc) which is tasked to hold an annual one-day High Level Dialogue meeting with the BWIs 

and the WTO. Every other year, a special segment of the UN General Assembly is dedicated to 

the FfD process, including a one-day High Level Dialogue meeting with the BWIs and resulting 

in a resolution of the 2. Committee of the UN-GA. This dialogue structure is supplemented by an 

annual report of the UN Secretary General on the implementation of the Monterrey 

commitments. 

 

In practice, this model relies heavily on preparatory work for the shaping and focussing of the 1-

2 days of annual dialogue between the UN and the BWIs, which, moreover, would need to 

capture inter-governmental fault lines and consensus issues ahead of time, if dialogue should 

sensibly lead to relevance in consensus building and, probably, decision-making. However, the 

UN-Ecosoc structure is not equipped to perform this task, and the small FfD Secretariat situated 

in the Department for Economic and Social Affairs (DESA) lacks the capacity and the inter-

governmental legitimacy to fill the gaps. Means and goals are not matching, leading to a 
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situation in which the dialogue structure contemplated in Monterrey becomes meaningless 

before it really started. 

 

Unsurprisingly, this issue has become the major topic of political conflict during the first regular 

FfD debate in the UN-GA after Monterrey in the fall of 2003. Many developing countries were 

outspoken in demanding the set-up of an inter-governmental body within the UN-Ecosoc to act 

as a lead agency in the preparation of the yearly dialogue meetings. Their proposal to create an 

Executive Committee in Ecosoc on FfD, which was included in the draft resolution to the 2. 

Committee of the UN-GA, would have been immediately effective, making already the agenda 

discussion between the BWIs and the UN for the spring dialogue meetings 2004 an inter-

governmental affair. It would have created a first element of an external governance structure for 

the BWIs which many NGOs are keen to establish in order to foster BWI accountability to the 

UN. 

 

Equally unsurprising was the outright rejection of the US and other industrialized countries to 

accept an inter-governmental footing of the relations between the UN and the BWIs. Quite 

cleverly, they put the emphasis on the strengthening of the capacity of the FfD Secretariat in 

DESA and, by offering a welcomed increased financial support for this secretariat, evaded the 

underlying institutional question.  

 

In sum, the UN seems presently not adapted to further refine and shape what the dialogue 

structure of the FfD process and other forums might create in terms of political momentum for a 

reform of the global financial architecture. It has hardly any effective mechanism to foster 

consensus building or for making input rife for decisions, let alone for implementing decisions. 

The US Administration and to a lesser extent the EU members do all they can to keep FfD 

follow-up mechanisms institutionally weak and non-binding for the Bretton Woods Institutions. 

 

Measuring the political temperature: which temperature? 

 

As a multilateral process that started in 1998 in the wake of the Asian financial crises and 

requests to bolster the capacity of crisis prevention of the existing institutions, the FfD process 

has always been a mirror of the status of international cooperation rather than its designer. This 

is particularly true since the shift of the US-administration’s stance on multilateralism after the 



 22

terrorist attacks of 11 september 2001. With multilateralism crippled for the time being, the 

discussion on economic global governance and reform needs have squarely shifted back to the 

elusive G-groups and forums dominated by the industrial powers, which FfD was once supposed 

to contain and integrate in more accountable structures.   

 

The proceedings of the first FfD follow-up session at the UN-GA level in 2003 seem to indicate 

that the countries excluded from these forums attempt to put issues on the agenda which are 

processed in other forums with a degree of controversy among the industrialized powers, in first 

instance the US and the EU. In this sense, discussions at the UN last fall focussed on a few 

items, namely 

 

- debt workout mechanisms: in the wake of the strong transatlantic divergence on the 

SDRM proposal, the potential opening of the Paris Club for new criteria on debt 

sustainability (Evian Approach), and the evaluation of HIPC and future debt reduction 

intiatives; 

- participation in BWI decision making: in the wake of US tollerated pressure on the EU 

member states regarding its overrepresentation; 

- commodity pricing issues: in the wake of the failure of the WTO Ministerial in Cancun and 

transatlantic divergencies on how to rescue the Doha Development Round;  

- additional resources for development: in the wake of the British initiative at the G-7 to set 

up an International Financing Facility to front load aid disbursement for the achievement 

of the MDGs. 

 

Additionally, the issue of tax cooperation figured high on the agenda, due to the particular 

interest of the G-77/China in this matter.  

 

The results of the UN-GA session on FfD do, however, not confirm the idea that FfD might play a 

role in shifting political balances which are developing outside its reach. The Draft Resolution by 

the conference chair of S. Lucia was immediately rejected by the US, which tabled a counter 

resolution characterized by the attempt to completely annihilate any political meaning of the 

session and the FfD process as such. The EU member states remained silent, showing through 

this passive support of the US that they do not regard the FfD process the appropriate forum to 
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intervene in transatlantic divergences regarding global economic issues, at least for the time 

being.  

 

What is interesting, however, is that the final resolution of the FfD session contains some 

language on international tax cooperation, indicating an opening towards the position of the 

G77/China which had concentrated its efforts on this issue. This also shows that a stronger 

engagement of the G77/China in the FfD process could alter its importance. The ambivalence of 

the G77 towards FfD which has accompanied the whole process or, alternatively, the build up of 

issue related ad-hoc alliances among some its members – as witnessed in the frame of the 

WTO - may be seen as the single most constraining factor for the political value of FfD.  

 

If the FfD process is an appropriate measure of the political temperature of advancing to a new 

international financial architecture, then the result is quite disappointing. Either there is nothing 

in the making, or whatever is in the making among industrialized countries is not being posted to 

FfD for global consensus building. It is difficult to say which of these options must be considered 

worse. 

 

NGO positioning and activity 

 

While this all may sound quite negative, we should hasten to carve out the positive aspects 

which makes it worth to continue engaging in the FfD process: it offers a space for ventilating 

new ideas in a relatively safe environment, especially at times with harsh conflicts in the 

international community. It has its share in upholding the politicization of the development issue, 

which is maybe the most important asset which the Millennium declaration and the Monterrey 

conference have achieved. We are well advised to preserve this space and make best use of it. 

It may become an important political venue in the moment in which multilateralism is being 

reconsidered by the major players, and, at present, there is no other place where possible 

consensus-building could have the required legitimacy. 

 

With this in mind, an international network of  NGOs and social movements engaged in social 

justice activity continues to monitor the process and to participate in the dialogue events. Some 

70 organizations intervened in the controversies around the draft resolutions of the UN-GA last 

fall with an open letter to all UN delegations. The letter contained two substantial requests, 
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positioning the NGO community alongside the demand of developing countries to upgrade the 

FfD follow-up to the inter-governmental level of the UN-Ecosoc, and to set a timeframe for 

increasing the participation of developing countries in the decision making of the BWIs. 

Moreover, the letter demands to further explore ways to stabilize commodity prices and to set up 

working groups on debt and the coherence between trade, debt and financial policies.  

 

While the issue of up-grading the FfD process has been lost for the time being, all other 

demands are addressed at the final resolution – though with different emphasis. In particular, 

NGOs will press for the establishment of working groups on commodity prices, debt, and 

coherence between trade and financial policy. They will also step up advocacy around the High 

Level Dialogue meeting between the UN-Ecosoc and the BWIs in sping 2004 to advance 

solutions with regard to the issue of voting shares and representation of developing countries in 

the Boards of the BWIs.



 25

2. THE COSTS OF FINANCIAL INSTABILITY? 
 
Recent Instability in Financial Markets and the Implications 
for Developing Countries 
 
Jan Kregel, UNCTAD, New York 
 
 
I. A New Kind of Financial Crisis for the New Millennium? 

It is now accepted that globalisation has brought about increased economic 

dependence in the international economy. Part of this increased interdependence has been 

the result of the adoption by a number of countries of development policies based on 

opening their economies to direct participation in the global trading system and integrating 

their domestic financial systems into the international financial system.  

An equally important part has been the increasing tendencies for the geographical 

diversification of different stages of production by transnational corporations. While 

companies that operated integrated production and sales facilities in a number of different 

national locations were initially identified as multinational or transnational, today hey 

increasingly operate from single national headquarters operating management and research 

activity that coordinates stages of the production and assembly of output in owned or 

outsourced geographically dispersed facilities.  

It has been suggested that this increased interdependence has produced a change in 

the nature of international crises. Instead of external crises caused by unsustainable 

imbalances in the trade in goods and non-factor services account, crises are now 

characterised by rapid reversals in shirt-term capital flows on portfolio account. Balances of 

payments crises on current account have been replaced by capital account crises and the 

external constraint caused by excessive domestic absorption has been replaced by the 

foreign investment constraint caused by the inability to attract sufficient for capital to meet 

domestic savings gaps. No less an authority than the Chairman of the Board of Governors of 

the US Federal Reserve Bank, Alan Greenspan has declared the 1994 Mexican crisis 

heralded this shift and was identified as the first of the new breed of crises that would be 

typical of the new Millennium. The rapid succession of the Asian Financial Crises of 1997, 

the global credit crunch set off by the Russian crisis in the summer of 1998, the Brazilian 

exchange rate collapse of 1999, the collapse of the US stock market in 2000, and the 

Argentine crisis of 2001 indeed suggested that something fundamental had changed in the 

international financial system.  
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II. Origins of Recent International Financial Instability 

However this was not a change that occurred sometime in the early 1990s, it was 

inherent in a structural design fault in the design of the post-war international financial and 

trading system. The post-war financial system was developed on the idea that private capital 

flows had been the basic cause of the 1920s breakdown of international economic stability. 

The new system was thus to give such private flows an extremely limited role and be subject 

to active government policy control. In the words of US Treasury Secretary  Morganthau 

capital flows should be: “instrumentalities of sovereign governments, and not of private 

financial interests” and the US government considered government direction of financial 

markets as necessary to the success of New Deal policies.1

The British government believed that it would be necessary to create an institution to 

replace the private market determination of capital flows and manage exchange rates.  As 

Paul Einzig noted, the most innovative part of the British proposal drafted by Keynes was the 

possibility that private foreign exchange market trading could be replaced by an international 

clearing arrangement.2  In the end, the US argued in favour of creating a stabilisation fund to 

manage private currency markets, but limited to commercial transactions, with another 

agency, the IBRD to manage capital flows through its participation in private capital markets. 

Thus the presumption that the post war system was one in which capital flows would be 

minimal or non-existent in fact turned out to be one in which capital flows remained an 

integral part, but the international institutions created to manage them did not have either the 

mandate or the resources to manage them as “instrumentalities of sovereign governments”. 

This lack of resources and mandate became especially obvious in the late 1960s and 

early 1970s as the US ran ever larger external imbalances without any international 

mechanism to coordinate national economic policies in a way that would require symmetric 

policy action on surpluses and deficits, and in the international petroleum crisis in which 

governments actively encouraged private financial institutions to carry out the recycling of the 

growing petroleum producing countries surpluses through private lending when it was clearly 

impossible for the OPEC countries to increase their domestic absorption sufficiently. Thus, 

the creation of the Euro market and the rapidly increased lending to developing countries that 

 
1 See Richard N. Gardner, Sterling-Dollar Diplomacy in Current Perspective, OUP, 1956, p. 76 of the new 

expanded edition, Mc-Graw Hill, 1969. 
2 “The principles embodied in the Keynes Plan indicate beyond doubt the system of the future, the adoption of 

which is a mere question of time. It is inconceivable that mankind should put up very much longer with the 

irrational system of uncontrolled transfers. International exchange clearing between Central Banks enjoying a 

monopoly of exchange dealing in their respective countries is the rational system and it is bound to come.” 

Currency After the War: The British and American Plans, London: Nicholson& Watson, 1944, p. x. 
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were still employing policies based on development from within created the conditions which 

eventually caused those policies to be abandoned. Since these policies were based on the 

development of domestic industry, the increased short-term Euro dollar lending was largely 

employed in support of domestic industrialisation programmes (when it did not go for military 

or political purposes) that were only indirectly linked to increased export capacity and thus 

created little prospect for repayment. In the words of Walter Wriston, head of City Bank in 

this period, the lending was based on the idea that sovereign government did not go 

bankrupt – he was not referring to any lack of an international bankruptcy code, but on the 

presumption that government borrowers would always be able to refinance their outstanding 

indebtedness, either from private sources, or from multinational financial institutions. And this 

probably would have been the case had it not been for the rapid reversal in US interest rates 

and the value of the US dollar that took place after Paul Volcker’s appointment as Chairman 

of the Board of Governors of the Federal Reserve and his decision to adopt an anti-inflation 

policy based on strict control of the money supply that resulted in sharply increased real 

interest rates that were more or less instantly reflected in the borrowing rates, and thus the 

debt service commitments, of the Latin American borrowers. Although the conditions that 

produced the 1982 Mexican debt default were systemic to a policy of financing import 

substitution policies with large external financial flows, it was initially considered to be an 

isolated event limited to Mexico’s domestic development policy. However, difficulties soon 

spread to Argentina and then Brazil and the rest of the region not so much as a result of their 

inability to pay as the result – pace Walt Wriston – of the inability to roll over lending as US 

banks sharply reduced their regional exposure. 

 

III. The Shift in Development Policy  

Default brought in its wake large currency depreciations that reinforced the pressure 

on domestic price levels and as output fell created conditions of hyperinflation in some 

countries as they sought to emerge from the rapidly accumulating debt burdens. Since debt 

repayment required earning sufficient foreign exchange, a policy that emphasised building up 

domestic production capacity and domestic consumption was clearly inappropriate. The 

result was the emergence of support for a “new policy response” which came in  the form of 

what John Williamson would call the “Washington Consensus”. 

The new policies that were introduced were thus based on “structural adjustment” to 

restore balance in internal accounts in order to stop inflation and create external surpluses 

that would meet outstanding debt service commitments. The policies were more successful 

in the meeting the latter objective than the former, as Latin America accumulated failed price 

stabilisation plans and a succession of exotically named currencies that failed to halt the 
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wave of  inflation. For example, Brazil implemented nine stabilisation plans, fifteen wage 

policies, nineteen adjustment to the exchange rate regime and twenty fiscal adjustment 

programmes during the 1980s (Miranda, 1996). The net result, however, was to bring to an 

end the epoch of extremely rapid growth, as well as financial flows to the region, producing a 

period of stagflation and hyperinflation. 

An important step towards successful price stabilisation policies in the region 

occurred when the Brady Plan shifted the focus of the resolution of the debt problem  from 

creating large current account surpluses to policies that would allow Latin American countries 

to access the international capital markets in order to refinance their outstanding debt by 

shifting it to the private sector institutional lenders in the developed countries. Just as in the 

previous experiences of liberalisation policies in Latin America, the Washington Consensus 

was designed and implemented in order to create conditions to bolster the confidence of  

international lenders and allow countries to access international financial markets. Although 

Williamson has recently frequently reiterated that his approach did not rely on deregulation 

and liberalisation of domestic capital markets, it is clear that the Brady approach brought 

private capital flows not only back to the center of the international system, but were crucial 

to the end of the 1980s debt crisis. Thus countries were encouraged to introduce changes in 

their domestic economies that would make them more attractive as destinations for 

international portfolio and direct investment flows.  

The primary objective remained the introduction of domestic stabilisation policies to 

eliminate inflation and to reduce demand sufficiently to generate external surpluses. The 

preferred avenue was via the stabilisation of exchange rates and rapid return to full 

convertibility of  currencies at a designated rate or range. Thus Mexico and Brazil introduced 

regimes with tight fluctuations bands and Argentina rigidly fixed the peso to the US dollar 

through the Convertibility Law. While all experienced initial periods of real exchange rate 

appreciations, both Mexico and Brazil experienced periods in which their exchange rates 

appreciated in nominal terms as well against the US dollar. Again, while Williamson has 

objected that his original version had exhorted stabilisation of a competitive real exchange 

rate, it is clear that none of these policies would have succeeded in producing disinflation 

had they not been based on a fixed nominal exchange rate anchor. These fixed exchange 

rate regimes were supported by policies to cut government expenditures and introduce 

primary government budget surpluses along with tight controls over expansion of the 

domestic money supply. To reinforce the price stabilisation policy, domestic markets were 

opened to create competition from foreign imports on domestic producers in order to 

encourage them to increase their competitiveness and also to make exporting a more 

attractive alternative.  
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Thus private capital flows, dominated by the interests private capital markets had thus 

returned to dominance of the international system – the crises that were produced were thus 

not something linked to a new system of international finance in the new Millennium, they 

were simply a return to the past history of financial crises caused by sharp reversal of flows 

such as had characterised Latin America in the 19th century. 

 

IV. New Financial Crisis but Old Policy? 

What was new, however, was the existence of the Bretton Woods multilateral 

financial institutions that had been created and developed policies on the presumption and in 

a period of limited international capital flows. Why is this important? First, consider the basic 

theory used by these institutions to analyse the post-war system. The extension of Keynes’ 

income-expenditure theory to an open economy involved adding the impact of trade in goods 

and non-factor services to the creation of income by adjustment of the simple expression for 

the sources of aggregate demand to produce the simple relation Y = C+I+G+NX where Y is 

gross domestic product, and NX represented the balance on goods and non-factor services 

trade with NX determined by exports given by the real exchange rate and imports by the 

level of domestic expenditures. There was no formal role for capital flows in this model, and 

the impact of borrowing to finance an external deficit on the payments balance itself was 

seldom recognised, even in the famous Fleming-Mundell version of the model in which 

appropriate levels of the domestic interest rate could attract foreign financial flows to fund a 

current account deficit and allow the government to finance its deficit spending to preserve 

full employment with a fixed exchange rate. Here, even though foreign capital inflows are 

explicitly acknowledged, the model is supposed to be sufficiently “short term” so that there is 

no recognition of the impact of the accumulation of debt over time and the increasing share 

of debt service in both government current expenditures or the factor services flows in the 

current account balance.  

Thus, even in the presence of capital inflows, the theory did not reflect the impact on 

the fiscal and external accounts and thus on the structure of the economy itself. The 

approach used as the basis for balance of payments stabilisation policy in the Fund was 

based on Polak’s extension of Keynes’ theory to include policy to be introduced by the 

central bank in support of policy of the Treasury. It starts from the definition of the balance of 

payments, B, as the result of the difference between domestic income and domestic 

absorption: NX = Y - (C+I+G) or in Polak’s terms B=y-A. In a fixed exchange rate system a 

negative value for B caused by an increase in A due to an increase in G not balanced by an 

increase in taxation must be financed by purchases of domestic currency with foreign 

exchange reserves so -B = -∆R, where R represent the Bank’s holding of foreign exchange 
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reserves. If R changes then either its holdings of government debt, D must rise or High 

Powered Money – base money, H must decline. If the bank does not finance the increased 

expenditure by buying government debt, which is often represented as a decision not to 

"sterilise" the impact of the foreign balance on the economy through purchases of 

government debt then ∆D = 0 and -B = -∆H = - ∆Ms < ∆Md. 

If it is assumed that the demand for money is of the quantity theory form then Md = f(y) and 

there will thus be an excess demand for money. Equilibrium in the money market will then be 

subject to households ability to restore their desired real money balances. They can only do 

this by reducing their expenditures which will cause domestic expenditures to fall and A wi 

decrease until B = 0. Thus the adjustment in absorption will be given by  

∆A = f(Ms - Md) and in the external balance by 

∆B = f (∆y - ∆A) and combining gives 

∆B = f[∆y - (Ms - Md)]  

With full adjustment the decline in private expenditure should just equal the increased 

government expenditure, representing full crowding out and no change in the overall level of 

income.  

These relations were formalised by Polak in an attempt to frame an adjustment policy 

that would be introduced by countries seeking balance of payments adjustment lending from 

the IMF. The simple relation traced out says that if a country is facing an external imbalance 

and is drawing down its reserve tranche at the Fund to support the exchange rate, 

adjustment will require that B > 0. This can be achieved by ensuring that Ms < Md which 

means that the central bank must produce -∆H. Since the central bank cannot affect R 

directly, this means that the only variable it can use is to reduce its financing of government 

expenditure and selling government debt ∆D < 0 reducing prices and increasing the price of 

government debt. Cutting back on government spending or reducing the central bank 

financing of government expenditure through increasing interest rates will thus bring about a 

fall in A and a rise in R, bringing an improvement in the balance of payments and 

stabilisation of the exchange rate. 

For present purposes it is not important whether or not the level of income is affected 

or not, the basic point is that in Polak’s extension of traditional Keynesian theory endorsed by 

the IMF the via maestra for restoring external balance is through changes in expenditure. 

While interest rates do appear in the Polak version or in the more sophisticated Fleming-

Mundell version of Keynes simple income-expenditure approach, the reduction in domestic 

expenditure is supported by an increase in interest rates. They ignore the impact of 

sustained capital flows on stocks of external debt and thus on debt service. But it is only in 

the absence of external borrowing to finance balance of payments disequilibrium that the 
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current account may be represented by the balance on commercial goods and services 

trade. However, in the presence of external financing, the current account will include factor 

services, among them the servicing for foreign debt. The same is true of the government’s 

budget.  

 

V. The Implications of Failing to Recognise the Impact of Capital Flows: Debt Service 

Is this important? Let us take an extreme example and suppose there is no trade in 

either goods or services and there is no labour mobility, but there are extensive capital flows. 

Then the current account of the balance of payments would be completely determined by the 

factor services balance – the earnings of foreign investments. In the case of a negative 

current account balance calculated to include the factor earnings balance, the structural 

adjustment models referred to above would still record an external deficit -B, and the IMF 

would recommend a stabilisation policy to reduce A by reducing government expenditure and 

the money supply, which would be reinforced by an increase in the rate of interest. However, 

under these assumptions decreased domestic expenditure would have little or no impact on 

the size of the external imbalance. If the foreign borrowing generating the outflows on factor 

service account is of very short term and in foreign currency, the payments balance might 

actually deteriorate for interest payments would rise. If the country is meeting conditionality 

targets based on fiscal or external deficits this would  require further domestic adjustment 

and further declines in the level of domestic expenditure and income. The very simple point 

is that the factor services balance reflecting the value of the debt service on foreign 

borrowing is not influenced by changes in domestic expenditure, but may be directly and 

rapidly influenced by changes in interest rates. 

The basic difference in financial crises is thus due to the structural impact caused by 

the resumption of private capital markets determining international capital flows and the 

impact on fiscal and external balances caused by the impact of large debt stocks on factor 

service payments and on governments’ current expenditures on debt service. For example, 

as a result of the resumption of  external debt accumulation that was inherent in the success 

of the Brady Plan, a structural shift in the composition of government expenditures on current 

account occurred with declining expenditures on goods and labour services to bring about 

the required reductions in G often more than offset by increased  interest service on 

outstanding debt due to the increased indebtedness and the higher real interest rates. This 

negative impact on the government finances is reinforced by the negative carry on the 

increased reserves due to the difference between the domestic interest rate paid on the 

bonds issued to sterilise the capital inflows, and the developed country short-term rate 

earned on the deposit of the reserves in NY.  
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A similar shift occurred in the composition of the current account from goods and 

services to factor services representing increasing debt service. These shifts in the structure 

of internal and external account balances brought about an important change in the way 

these economies responded to traditional policy measures. By cutting government 

expenditures traditional balance of payments adjustment policies aimed to create a fiscal 

surplus that would be translated into a balance of payments surplus as incomes declined and 

imports fell while excess productive capacity was directed to increasing exports. But, when 

fiscal expenditures and external claims are dominated by interest payments, these traditional 

IMF adjustment policies designed to influence income levels have little impact on the net 

balances. If they create increased international risk perceptions due to the falling growth and 

profit rates, they may cause risk premia to rise, and the result may be that increased interest 

costs more than offset any improvement in spending, leading to a deterioration in the 

accounts.  

The first signs that these traditional structural adjustment polices, while efficient in 

fighting inflation could not produce any sustained return to capital accumulation and growth 

that had characterised the early period of domestic capacity building through development 

from within were evident in Tequila crisis.  At the same time, debt burdens similar to those of 

the earlier crisis had returned, although the type of debt was different, and current accounts 

continued to deteriorate and provide a constraint on growth. The underlying logic of the 

Washington Consensus, that import substitution growth strategies could be replaced by 

eliminating inflation distortions and restoring the profitability of investment so that resources 

were more efficiently allocated, and by foreign direct investment creating a competitive 

export platform to eliminate the external constraint, proved to be mistaken. 

 

VI. Summary of the Structural Impact of the Return of Private Financial Flows 

Four areas can be identified in which the structural adjustment policies recommended 

by the IMF to bring about financial stability have in fact operated to do the opposite in an 

international economy dominated by private markets determination of international financial 

flows. The first is the overvaluation of the exchange rate; the second is the high level of real 

interest rates, the third is the composition of the fiscal accounts, and the fourth the 

composition of the external accounts.     Success in fighting inflation on the basis of a 

stable nominal exchange rate anchor produces real exchange rate appreciation and reduces 

the incentive to sell goods abroad.  In Latin America,  real exchange rate appreciations 

resulted not only from stickiness in the prices of non-traded goods and wages, but also from 

nominal appreciations where the currency was left free within fluctuation bands (e.g. in 

Mexico and Brazil).  Combined with the opening of domestic markets to foreign trade, this 
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makes it more difficult for domestic industry to respond to the new price and productivity 

structure imposed by international markets.  While overvaluation of the exchange rate is 

beneficial in reducing the price level of imported goods, it also allows foreign importers to 

gain competitive advantage relative to domestic producers if the latter cannot adjust local 

cost and production structures rapidly.  As a result, while the use of an exchange rate anchor 

can provide useful support in the initial stages of a  price stabilisation policy it may eventually 

undermine the restructuring of the productive sector if real appreciation is allowed to persist. 

In Latin America, as in most other emerging markets using exchange-rate based 

stabilization programs, currency appreciations have been eventually corrected through 

reversal of capital flows.  Often, there is an overshooting of the currency in the opposite 

direction.  While this restores the competitiveness of the domestic industry, it is associated 

with a disruption of economic activity and particularly in the import and credit systems which 

delay export response to currency changes.  More importantly, such gyrations in the real 

exchange restrict the ability of industry to take a long view and impair investment in 

machinery and equipment needed to restructure the industry and improve productivity and 

competitiveness.  Indeed, one of the significant features of the East Asian NIEs during their 

rapid pace of industrialization was highly stable real exchange rates, until they were 

destabilized around mid-1990s by unsustainable capital flows, resulting in a deep financial 

and economic crisis.      

    The tight monetary policies considered an integral part of the macroeconomic 

discipline necessary to bring inflation under control generally produce high nominal interest 

rates that, in conditions of rapidly falling inflation rates, translate into extremely high real 

interest rates.  The high nominal and real rates are also used as the means to attract foreign 

capital necessary to refinance outstanding debt and to provide finance for investment and the 

modernisation of domestic industry.  As a consequence,  however, domestic industry faces 

excessively high interest rates to finance restructuring, while banks which, during 

hyperinflation, had ceased to provide adequate credit to the private sector, find it more 

attractive to increase holdings of high-yielding government securities, often financed by 

borrowing externally at lower interest rates, or offer credit to consumers, taking advantage of 

the deregulation of financial markets.  Business firms, facing a lack of domestic credit and 

extremely high domestic interest rates, are also attracted to borrowing abroad at much lower 

rates of interest, taking on increased foreign exchange exposure that is usually not hedged 

because of the confidence in exchange rate stability created by the sharp reduction in 

inflation and the large foreign capital inflows.  The result is that domestic banks concentrate 

on financing government deficits and provide virtually no lending to private business, while 
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the latter finances production and investment either from own funds or by borrowing abroad, 

with consequent increases in financial fragility. 

One of the basic reasons for implementing anti-inflation policies linked to exchange 

rate stability is the belief that these policies would bring about declines in interest rates and 

financing costs, thus providing support for investment.  This is because high interest rates 

are believed to be caused by a large inflation premium and the high risks of currency 

depreciation.  On this view, lower inflation and greater exchange rate stability policy should 

bring a reduction in nominal interest rates and boost domestic investment without any 

negative impact on external capital inflows. Indeed in Argentina as a result of the elimination 

of inflation by pegging the peso to the dollar under the Convertibility Law it was expected that 

domestic interest rates would converge towards those prevailing in the United States.  

However, the need to attract international capital and induce residents to maintain local 

currency deposits, as well as relatively high credit risks of Latin American financial 

institutions, offset much of the benefits of lower inflation and exchange rate stability. Further, 

the deregulation of financial markets increased the costs of financial transactions in domestic 

credit markets disproportionately for small and intermediate businesses who did not benefit 

from the preferential access accorded to large businesses in international capital markets.  

The differential in interest rates and disparate financial costs contributed to the consolidation 

and concentration of private national economic groups in many countries in the region. The 

persistence of large interest rate differentials also generated inflows based on interest rate 

arbitrage similar to those that had been prevalent in Asia in the runup to the financial crisis of 

1997. 

In the period immediately after implementation of Brady Plans when the stabilisation 

policies were introduced most countries had relatively low external indebtedness as the 

result of positive commercial account balances generated during the debt crisis, cut-back of 

international bank lending, and debt reduction.  However, after the success of stabilisation 

policies in fighting inflation, the rising demand and growth caused external balances to turn 

negative, and debt once again started to increase along with the policies to attract increased 

capital inflows.  As a result, a shift occurred in the composition of the current account as the 

share of factor services increased relative to goods and services trade.  This shift was further 

enhanced by that fact that with increasing global financial integration an increasing share of 

domestic government debt was held either directly or indirectly by non-residents who thus 

received higher domestic interest rates. In addition, the sharp increase in the FDI and 

portfolio flows increased non-resident claims on current account in the form of profit and 

dividend remittances to foreign investors.  Thus, factor services became an increasingly 
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important component of the current account balance for countries engaged in successful 

disinflation by relying on capital inflows. 

Similarly, the resumption of  external debt accumulation in the 1990s that was 

inherent in the success of the Brady Plan as well as the stabilization programs, and the 

failure of interest rates to fall increased the interest component of current government 

expenditures as governments had to refinance and issue new debt at higher interest rates.  

Indeed, the restrictive fiscal policy often only served to depress domestic activity and tax 

yields, thus increasing the size of the deficits to be financed, while it did little to reduce 

government borrowing costs that were set by international financial markets and by 

international  risk premia.  This negative impact on the government finances was reinforced 

by the negative carry on the increased reserves due to the difference between the domestic 

interest rate paid on the bonds issued to sterilize the capital inflows, and the short-term 

interest rates earned on the deposit of the reserves in New York.3  Further, the fact that real 

interest rates remained high, while domestic growth rates, after initially increasing, eventually 

stagnated, made it very difficult if not impossible to reduce the debt burden irrespective of the 

restrictiveness of the government’s financial policy and despite large primary surpluses. 

The new policy orientation based on the Washington Consensus, particularly in 

countries applying exchange-rate-based stabilization programs under free capital mobility, 

has resulted in fundamental changes in the way that the economies responded to payments 

or fiscal imbalances as well as in the scope and effect of macroeconomic policies.  However, 

the expectation that the new policy regime would provide almost automatic adjustment to 

payments or fiscal imbalances without much sacrifice from growth proved to be unfounded.    

For example, in Argentina policy makers ignored the rapid increase in the external 

deficit in the course of stabilisation on grounds that thanks to the Convertibility Law which 

made it impossible for the central bank to exercise policy autonomy, an autonomous 

adjustment mechanism similar to that presumed to have existed under the gold standard 

would operate.  An external deficit would result in the erosion of foreign exchange reserves 

and thus a decline in the domestic money supply. These, in turn, would cause domestic 

wages and prices to fall, thereby restoring external competitiveness despite the fixed nominal 

exchange rate, increasing exports and reducing imports until external balance was achieved.  

However, this automatic adjustment process can be severe in terms of output and 

employment if wages and the prices of non-tradeables are sticky downwards. In such cases 

considerable deflation would be needed to achieve an adjustment in the real exchange rate 

and external balances.  This was indeed the case in Argentina when unemployment rates 

 
3 See UNCTAD, Trade and Development Report 1999, p. 124. 
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reaching 20 per cent in the aftermath of the Mexican crisis of 1994-1995 were not sufficient 

to restore external balances.    

Furthermore, such a process of adjustment could be disrupted by excessive capital 

flows. When private capital inflows exceed the level needed to offset the current account 

deficit, as was initially the case in most countries in the region using exchange-rate based 

stabilization programs, external deficits fail to reduce growth of money supply and to bring 

about an orderly adjustment in the real exchange rate even when wages are fully flexible.  

Conversely, when mounting deficits eventually result in a sharp reversal of private capital 

flows, reserves would decline much more than the amount of the current account deficit, 

leading to a deflationary overkill. In other words, while a currency board regime “ties the 

hands” of central bankers by removing their control over money creation and thus the risk of 

political influence in favour of inflation, with open capital markets it simply places monetary 

policy in the hands of international investors whose only objective is to maximize the return 

on their international investments. 

There was an equivalent argument for the automatic adjustment of the fiscal balance 

since the central bank cannot monetize government debt unless it also acquires foreign 

exchange.  Thus, when fiscal receipts fail to cover public expenditures, the government must 

either increase taxation or reduce expenditures or to raise borrowing from the private sector.  

Any of these responses should have the same general effect of reducing domestic demand 

and exercising downward pressure on wages and prices, causing imports to fall, exports to 

rise and external demand to expand sufficiently to offset the fall in internal demand.  

However, this adjustment mechanism can also become inoperative because of capital 

inflows.  Indeed, this was the case in Argentina: for the first half of the decade revenues from 

the sale of state-owned property, and in the second half the creation of a captive domestic 

market for government debt through a reform of the pension system and banking laws meant 

that the government did not face a binding constraint on its ability to borrow – a process 

which delayed adjustment and eventually resulted in an unsustainable debt burden. 

This means that financial markets cannot be relied to bring about orderly adjustment 

in fiscal and current account imbalances.  As long as private lenders are willing to finance 

deficits, the automatic adjustment mechanisms may not function as expected.  Private capital 

flows tend to offset and postpone market-based adjustment to external and internal 

imbalances; when such flows are suddenly reversed as a result of mounting imbalances, the 

adjustment occurs in the form of a deep and costly financial crisis. 

The change in the composition of the budget and external accounts resulting from the 

build-up of external and internal debt also affect the way economies respond to traditional 

macroeconomic policy measures for payments adjustment.  By cutting government 
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expenditures Keynesian policies aim to create a fiscal surplus that is reflected in an 

improvement in the balance of payments as declining domestic demand reduce imports and 

the resulting excess productive capacity is directed to exports.  But, when fiscal expenditures 

are increasingly dominated by interest payments on outstanding debt, and current payments 

abroad have an increasing factor services component in the form of interest payments, 

dividends and profit remittances, the impact of fiscal retrenchment on budget and current-

account balances will be greatly reduced.  Alternatively, the amount of deflation needed to 

attain any given improvement in the budget and external accounts will be higher, the greater 

the share of factor service payments in the budget and the external account.  The basic 

difficulty is that while government expenditure policy may influence imports and exports of 

goods and services, the debt service component of fiscal expenditures and the factor service 

component of external expenditure are determined by other factors such as international 

interest rates, the maturity structure of the debt and repatriation patterns over which 

governments have little direct control. For instance, if restrictive demand policies increase the 

international risk premia because investors view falling growth as increasing the likelihood of 

an exchange rate adjustment or of a reversal of stabilisation policy, the resulting increase in 

interest costs may more than offset the impact of any improvement in domestic absorption on 

the current account. 

 

VII. Are FDI Flows the Answer to Private Financial Flow Instability? 

In response to the failure of these new development policies to create financial 

stability by creating the exports necessary to meet debt service payments, increasing 

attention has been paid to changing the nature of capital flows to increase foreign direct 

investment which is supposed to increase stability by providing the technology capable of 

generating large increases in value added from exports. However, the majority of foreign 

direct investment has been in the service sector, which has little impact on exports. In some 

cases, such as Brazil and Argentina, transnational companies have had a negative impact on 

the commercial and current account balance, as well as increasing foreign currency 

indebtedness. In Brazil, a sample of large foreign companies shows a marked shift away 

from net exports of high technology goods in 1989 before the introduction of the Real plan 

with a sharp increase in imported technology goods by 1997.4 This would not have created a 

problem if the increased imports had been linked to an increase in exports by these 

companies, but in fact the eighty-five foreign companies in the sample move from an overall 

 
4 The data represent a sample of 185 large firms, 80 with national ownership and 85 with foreign ownership, 

operating in Brazil from 1989 to 2000. See Instituto de Estudios para Desenvolvimento Industrial (IEDI), Grandes 

Empresas Industriais Nacionais e Estrangeiras: Participação no Comércio Exterior Brasileiro, November 2002. 
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export surplus in 1989 to an overall deficit in 1997, increasing their imports at more than 

double the rate of increase of exports (23 percent versus 8.8 per cent).5 The study thus 

concludes that in Brazil the process of globalisation has been asymmetric, and primarily with 

the inclusion of Brazil in the integrated global market of transnational companies as far as 

imports are concerned, but not for exports. 6 While national firms have increased exports in  

high technology goods, the net surplus on primary commodities trade is still twice that in 

technology goods. Similar results have been reported for Argentina where an analysis of the 

external accounts of the 1000 largest firms for the year 1997, one in which the economy was 

still experiencing high growth rates, concludes that the deficits on their external operations 

caused the Argentine commercial deficit to double.7  

Not only have foreign firms had a detrimental impact on external accounts, and thus 

on the increase in debt required to finance deficits, their financial policies have caused 

external indebtedness to increase because foreign firms have financed a large proportion of 

their investment by borrowing from parent companies or from engaging in foreign currency 

borrowing. In Brazil statistics on total indebtedness show that the expansion of foreign firms 

operating in Brazil has been predominantly by means of increased indebtedness rather than 

increased equity.  In 2000, for every $1.00 of equity, firms with foreign participation held 

$1.98 of debt, of which $0.82 was external debt and $1.16 was internal debt; for each $1.00 

of foreign direct investment firms with foreign participation held $2.49 of debt of which $1.03 

 
5 The study also notes that national and foreign owned firms reacted differently to the exchange rate adjustment 

that occurred in 1999 with domestic firms sharply increasing the share of exports in their total sales from 12 per 

cent to 20 per cent, and the share of high technology goods,  while foreign firms decreased exports, basically 

because their exports were to regional markets where demand was in sharp decline, and increased their exports 

to NAFTA and the EU. The improvement in their net balance was due to an even sharper fall off in imports.  
6 The problem is not a new one. Brazilian President Getulio Vargas complained in a speech at the end of 1951 

that Brazil had been experiencing negative net liquid financial outflows almost continuously from 1939: see 

Aristoteles Moura, Capitais estrangeiros no Brasil, Editura Brasiliense, Sao Paulo, 1959, pp. 26-7. According to 

CEPAL, Análisis y proyecciones del desarrollo económico, El desarrollo económico de la Argentina, México, 

1959, pág. 29,  Argentina also experienced net outflows in the period 1900-1944 of some $46 billion.  
7 “Of the total commercial deficit of $US 2.216 billion for 1997 transnational firms operating outside the natural 

resources and extractive sectors accumulated a deficit of nearly $US5 billion, while national firms in the same 

sectors registered a surplus of nearly $US 1 billion (estimates from a panel study of the 1000 largest firms). ... In 

sum, for 1997, which is representative of the expansionary phases of the economy in the 1990s, the operations of 

foreign firms doubled the total commercial deficit of the country as a whole.” Matías Kulfas, Fernando Porta, 

Adrián Ramos, Inversión extranjera y empresas transnacionales en la economía argentina, Oficina de la CEPAL 

en Buenos Aires, Serie estudios y perspectivas No. 10, Buenos Aires, setiembre de 2002, p. 88. D. Chudnovsky 

and A. López (“Estrategias  de las empresas transnacionales en la Argentina de los años 1990,” Revista de la 

CEPAL, No. 76, abril 2002, p.161) also note that foreign firms have an import coefficient that is roughly twice that 

of domestic firms, where there is no statistical difference between their export coefficients. 



 39

                                                

was external debt and $1.46 was internal debt. 8  The same pattern can be discerned in 

Argentina where “A significant part of the foreign direct investments by foreign interests in 

Argentina were financed by borrowing abroad, basically by means of the sale of negotiable 

paper and other financial instruments in international capital markets. Between 1992 and 

1998 the non-financial private sector borrowed more than $ 35 billion, corresponding to 

nearly three quarters of the borrowing by foreign investors.”9  A study undertaken by the U.S. 

Tariff Commission in the 1970s covering  70 percent of  U.S. manufacturing investments 

abroad concluded that multinational corporations “in dealings with their parent company, 

exert a large and growing negative or adverse influence on host country balance of 

payments.”10  

Mexico and a number of central American countries have followed a slightly different 

path with foreign direct investment being invested in enterprises specialising in the assembly 

of semi-finished goods for re-export.11 As a result, FDI in the manufacturing sector rose 

nearly 50 percent of the total in 1981-1993 to over 60 percent in 1994-2000, mainly due to 

increased investment in maquiladora activities as gross fixed investment in maquiladoras 

grew at an average of around 30 percent a year. This sector is the only one to have 

experienced persistently high growth in the period since the new policy reforms were 

introduced. However, the basis of this industry in the processing of imports means that it has 

an extremely small impact on net exports and produces value added only to the extent of the 

extremely low wage unskilled labour required for assembly. Although Mexico has been 

extremely successful in increasing its share of world manufacturing exports, it has not been 

able to increase its share of global value added from manufacturing12. This suggests that FDI 

provides employment, but does little to further the transfer of technology or to change the 

production structure of the economy. 

 

 
8 IEDI, O Investimento Estrangeiro na Economia Brasileira e o Investimento de Empresas Brasileiras no Exterior, 

Sao Paulo, Fevereiro, 2003, p. 22. 
9 IEDI, 2003, p. 19. 
10 Quoted in Karin Lissakers (Banks, Borrowers, and the Establishment, New York, Basic Books, 1991) p. 58. 
11 The first free trade zones in Mexico along the border with the United States date from the 1930s. The current 

maquiladora program was initiated in the Border Industrialisation program created in 1965 to provide employment 

for Mexican workers returning to the country as a result of the end in 1964 of the “bracero” program  instituted to 

supplement the United States labour force during the war, which allowed legal employment of Mexican workers in 

the United States. Their growth was stimulated by the signing of the NAFTA treaty. 
12 See, UNCTAD, Trade and Development Report, 2002, Part II, chapter III.  
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VIII. Can Development be Based on External Financial Flows Without Producing Financial 

Crisis? 

As noted above, John Williamson has repeated stressed that his original specification 

of the Washington Consensus did not contain a recommendation on private capital market 

liberalisation. Nonetheless, it is clear that the new development strategies from Brady on 

have been based on the idea that the optimal development strategy is based on creating an 

appropriate environment for attracting foreign investment in both the real and the financial 

sectors and that this will be sufficient both to offset the domestic savings gap and the 

technology gap. The previous section suggests that even foreign direct investment may not 

offset the technology gap through transfer of technology to domestic producers. However, 

there is an even more important difficulty. The idea that foreign capital can provide the 

financing for the import of external capital goods and other strategic imports required to build 

a competitive export structure is constrained by an important limitation that is also linked to 

the fact that external borrowing creates a capital inflow, but also produces rising factor 

service payments that produce a deterioration on current account. Thus, an increasing 

proportion of  capital inflows may go to debt servicing. In the limit, a country may find itself in 

a position of having to borrow abroad just to meet its debt service. In this case, foreign 

borrowing provides little contribution to domestic investment or competitiveness and amounts 

to little more than what Minsky called Ponzi financing.13 The limiting condition is quite easy to 

see. The rate of interest on the foreign borrowing has to be lower than the rate of increase of 

foreign borrowing otherwise debt servicing outflows will become an increasing share of the 

current account deficit and a surplus on goods and non-factor services trade will be required 

to offset it. But this would undermine the role of foreign borrowing in allowing developing 

countries to net import investment goods.14 There are virtually no countries in which this 

 
13 See, Kregel, “Can We Create A Stable International Financial Environment 

that Insures Net Resource Transfers to Developing Countries?”, forthcoming, JPKE.  
14 The applicable formula comes from Domar (“The Effect of Foreign Investment on the Balance of Payments”, 

American Economic Review, December, pp. 805-26, 1950), which was part of the post-war debate on dollar 

scarcity. It is interesting that it deals with the possibility that the rate of growth of US foreign investment outflows 

would be too low to sustain full employment through export led growth since an interest rate greater than the 

growth rate of outflows would cause inflows on interest and amortisation to exceed outflows. The problems that 

might face developing countries on the receiving end in the form of negative net resource transfers was not yet of 

concern to economists. Vargas, cited above, saw the problem from the side of the recipient country and drew 

attention to the potential pressure that foreign direct investment profit remittances placed on the stability of the 

balance of payments.  In actual fact, US investments in Latin America were averaging ratios of earnings to equity 

investment of around 20 per cent in the early 1950s.  Thus, despite the countercurrent of rising US direct 

investment in the region, Latin America continued the experience of negative net financial flows through the 

1950s. 
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condition is met, which suggests that it would be inappropriate to base a development 

strategy on foreign capital flows, and that any attempt to do so would be self-defeating.   

The conclusion is that financial crises in the recent have past been the result of the 

acceptance of the return of private market flows to dominance in the international financial 

system and the increasing emphasis on foreign capital as the basis for economic 

development finance which together with policies to produce sound economic policies on the 

basis of traditional adjustment policies of reducing government expenditure and high real 

interest rates produce structural changes in fiscal and external accounts which produce 

conditions in which external capital flows are incapable to supporting a viable economic 

development policy. Thus, the recent collapse of US financial markets, which provided the 

basis for most of the financing of FDI flows to developing countries can be looked upon as a 

positive factor, first because it produced a sharp reduction in such flows, second because it 

produce a sharp reduction in international interest rates, and third because it reduced the 

pressures for instituting an multinational investment agreement which would sharply reduced 

the ability of developing countries to control the size and costs of their capital inflows. 
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Abstract 
The major target of the new capital accord which is supposed to be adopted in 2004 und 

implemented not before 2007 is to prevent bad banking by introducing more risk-sensitive 

capital requirements. This paper analyses the impacts of Basel II on developing countries 

which have been most strongly affected by bad banking. The paper identifies structural, price 

and quantitative effects of Basel II which will change international lending to developing 

countries. While lower-rated developing countries’ access to international capital markets will 

be restrained even further, an accumulation of foreign debt by higher-rated developing 

countries will be encouraged. Moreover, the new capital accord induces structural and 

displacement effects on credit markets in developing countries themselves. Due to the use of 

different approaches toward the measurement of risk, domestic banks will loose 

competitiveness against subsidiaries of internationally operating banks. For the former this 

will result in an increased vulnerability to shocks and financial crises. 

 

Zusammenfassung 
Das hauptsächliche Ziel von Basel II, das 2004 verabschiedet und bis 2007 umgesetzt 

werden soll, besteht darin, bad banking durch die Einführung risikosensiblerer Eigenkapital-

vorschriften zu verhindern. Das vorliegende Working Paper analysiert die Auswirkungen von 

Basel II auf Entwicklungsländer, welche die überwiegenden Anpassungskosten als Folge 

eines bad banking in der Vergangenheit zu tragen hatten. Dabei werden strukturelle, 

preisliche und quantitative Effekte von Basel II identifiziert, welche die internationale 

Kreditvergabe an Entwicklungs- und Schwellenländer verändern wird. Während der Zugang 

zum internationalen Kapitalmarkt für Entwicklungsländer mit geringerer Bonität aufgrund der 

ansteigenden Eigenkapitalunterlegung weiter reduziert wird, setzt Basel II Anreize für eine 

Kreditausweitung gegenüber Entwicklungsländern mit höherer Bonität. Darüber hinaus 

induzieren die neuen Eigenkapitalvorschriften ebenfalls strukturelle und Verdrängungseffekte 

auf den heimischen Kreditmärkten in Entwicklungsländern. Aufgrund der zeitlich parallelen 

Verwendung unterschiedlicher Risikoermittlungsverfahren werden heimische Banken in Ent-

                                                 
1 Paper published as BIF Working Papers on Financial Markets 2/2004, BIF – Berlin Institute for Financial Market 

Research, Bessemerstraße 82, 12103 Berlin, WorkingPapers@bif-berlin.de. 
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wicklungsländern Wettbewerbsfähigkeit und damit Marktanteile gegenüber den Nieder-

lassungen international operierender Kreditinstitute verlieren, was sich in einer stärkeren 

Anfälligkeit gegenüber Schocks und Finanzkrisen widerspiegelt. 

 

JEL classification:   E44, F34, G15, G28 
Keywords:   Basel II, currency crises, bad banking, herding behaviour 
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1. Introduction 
The purpose of this paper is to analyse the impacts of Basel II on developing countries. The 

currency crises which occurred rather frequently during the 1990s (Mexico 1994, Southeast 

Asia 1997, Russia 1998, Brazil 1998-1999 and finally Argentina 2001-2003) gave the major 

impulse to revise the old capital accord of 1988. Especially the Asian crisis turned out to be a 

watershed with regard both to the volume of financial funds provided during the crisis by the 

international community and to the involvement of private actors in the outbreak and course 

of the crisis, namely foreign and domestic banks. The major, if not sole, factor causing the 

Asian crises is said to be bad banking (Metzger 2001, Krugman 1998a). Excessive credit 

expansion both by international lenders and domestic banks financed a credit boom which 

gave rise to a full-blown bubble. After the bubble burst in 1997, sparking off the crisis, the 

ensuing credit crunch was aggravated by the refusal of international private creditors to roll-

over short-term credits, and by a currency mismatch between assets and liabilities in the ba-

lance sheets of Asian domestic banks. As Krugman puts it, “The crisis, in short, was a 

punishment for Asian sins, even if the punishment was disproportionate to the crime” (1998b, 

S. 3). 

 

As early as 1999, the Basel Committee on Banking Supervision at the Bank for International 

Settlements launched an initiative with the objective of redesigning international banking 

rules. Its approach would achieve the opposite of Krugman’s assessment of the late crisis – a 

‘no sins, no punishment’ situation. The new design aimed to prevent bad banking by introdu-

cing more risk-sensitive standards for internationally operating banks. Since then, the various 

suggestions have been are drawn up in three so-called “consultative proposals” (CP 1999, 

2001, 2003). After repeated postponements new capital accord is now expected to be adopted 

in 2004 – barring further delays – and is to be implemented worldwide not before 2007. 

 

Although the target group of Basel II are internationally operating banks, it is 
developing countries which have carried and still carry the main burden of the above-
mentioned currency crises in financial, economic and social terms. Are developing 
countries therefore the main beneficiaries of the new capital accord? 
 

In the first instance, a brief overview of Basel I will be given. This will be followed by a 

discussion of the main changes under Basel II focusing on Pillar One, which deals with 

systemic failures of banking systems. The forth section will highlight the impacts of Basel II 

on international lending from the perspective of developing countries. The fifth section will 
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draw on the impacts of Basel II on credit markets in the developing countries themselves. 

Finally, the main findings will be summed up in a conclusion. 

 

 

2. Basel I 
The old capital accord, adopted in 1988, for the first time introduced an internationally 

compulsory standard for internationally operating banks. The standard itself is relatively 

simple, as the risk weights are allocated according to only three distinctive features, namely 

membership in the OECD, maturity of claims, and finally, debtor category (see Table 1 in 

Appendix). Excluding short-term claims on banks, all claims on non-OECD debtors receive a 

risk weight of 100 per cent, which requires a minimum capital of 8 per cent of the credit 

volume. ‘Short-term’ means a period up to 12 months; the risk weight for such claims on 

banks is considered 20 per cent, which translates into a capital charge of 1.6 percent with 

regard to the credit volume. Claims on banks from OECD countries show a risk weight of 20 

per cent independent of their maturity, whereas corporate entities in OECD countries share 

the uniform risk weight of 100 per cent with their counterparts in non-OECD countries. The 

risk weight for sovereigns also depends on membership in the OECD. OECD countries get 

favourable treatment in that they are automatically assigned to a risk weight category of zero 

per cent, which implies an absolute certainty of repayment and the impossibility of default. 

 

Developing countries were not at the table when Basel I was drafted behind closed doors. 

The originators of Basel I were the Governors of the G10 central banks, whose concern was 

“ (...) that the capital of the world’s major banks had become dangerously low after persistent 

erosion through competition.”2 The debt crisis of the 1980s and the defaulted sovereign 

debtors in developing countries could nonetheless claim parentage of this old capital accord. 

While western European banks quickly increased their reserves, agreed upon partial debt 

relief and in general executed a broad withdrawal from developing countries, US banks failed 

to raise reserves adequately and were very reluctant to grant even partial debt relief. Hence, 

US banks themselves seemed to be at risk to default due to the accumulation of non-

performing loans in their portfolios. “If action is not taken, the international debt crisis will 

become primarily a United States problem owing to the increasing concentration of debt in 

the accounts of the big United States banks“ (United Nations Centre on Transnational 

Corporations 1991, p. 91). 

 
2 Secretariat of the Basel Committee (2001), Annex 3, p. 11. See also United Nations Centre on Transnational 
Corporations (1991), p. 80-92. 
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The result of the divergent strategies of international banks vis-à-vis the debt crisis was that 

those internationally operating banks which did not participate in herding behaviour were 

ultimately left with the worst portfolios. This fact was a major impetus for the G10 governors 

to implement Basel I as a measure of protection for internationally operating banks which 

failed to increase their reserves and to withdraw from risky market segments in time. “In fact, 

the same international agreement on capital adequacy [Basel I, MM] stipulates that United 

States banks will need to have capital (equity and long-term debt) equal to 8 per cent of ‘risk-

adjusted’ assets (which include off-balance sheet items) by the end of 1992, something 

which will be more difficult for the big United States banks than for others, since they are the 

most at risk with regard to sovereign debt defaults; Euromoney suggested that the principal 

effect would be to force the major United States banks to slash assets and divest” (United 

Nations Centre on Transnational Corporations 1991, p. 88, emphasis not in the original).  

 

A further step was the introduction of a market risk, which was incorporated into Basel I as a 

reaction of the Mexican crisis of 1994. A market risk is defined as the loss of banks due to 

net open foreign positions in the course of an unfavourable – meaning unexpected negative 

– trend in market prices. Since 1994 the net open foreign positions and the exchange rate 

risks derived from them also require a uniform capital charge of 8 per cent or – if existing – 

capital charges based on risk weights measured by internal risk estimation systems. 

 

 

3. Basel II 
Contrary to the single pillar of Basel I, which consists of minimum capital requirements, the 

new accord is based on three pillars. The main changes in Basel II with regard to Basel I 

refer to more risk-sensitive capital requirements (first pillar), a strengthening of the 

supervisory review process (second pillar) and increased publication commitments by banks 

to enforce market discipline (third pillar). According to the second pillar, national supervisory 

authorities are supposed to ensure both the adequacy of minimum capital requirements 

relative to the risk profile of a particular bank and the use of sound internal risk estimation 

and assessment processes. To fulfil this task, national supervisory authorities are assigned 

far-reaching rights, including the right to revoke bank operating permits and the closure of 

banks in case of a negative evaluation in the course of the supervisory review process. 

Moreover, the third pillar makes banks subject to disclosure of a wide-range of information, 

including their risk assessment methods and capital calculations, to force them to unveil to 

market agents their risk profiles and the adequacy of their capital requirements. Both the 
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second and third pillars aim to enable supervisory authorities and market participants to 

impose sanctions on a single bank in case of regulatory or market failure.  

 

However, it is the first pillar that sets incentives to change credit expansion mechanisms by 

banks in order to prevent the kind of systemic failure of banking systems which had been 

revealed during the above-mentioned currency crises in developing countries. The capital 

requirements of the first pillar, more risk-sensitive than Basel I, are to be enforced by three 

changes: differentiated capital requirements (2.1), different approaches to measuring credit 

risk (2.2), and the introduction of operational risk (2.3). 

 

3.1 Differentiated capital requirements 

Under Basel II, capital requirements are intended to adequately reflect credit risk. Hence, the 

new capital accord is supposed to make credit supply more risk-sensitive than it was under 

the old arrangement. The minimum capital requirements of Basel II are based on two of the 

three features already familiar from Basel I, namely debtor categories and maturity. However, 

under Basel II, a differentiation in the capital requirements is not only possible between 

different debtor categories, but also between individual debtors within the same category 

(see Table 2 in the Appendix). The main instrument for enforcing greater risk-sensitivity in 

credit expansion is the assessment of an individual debtor, be it a sovereign, a bank or a 

corporate. Claims by banks are assigned to risk weights – and hence to minimum capital 

requirements – according to ratings. Different borrowers imply different ratings, or borrower 

grades, which is reflected in different risk weights and therefore in different capital 

requirements. 

 

As is shown in Table 2, the preferential treatment of OECD sovereigns and banks will cease 

to exist with the implementation of Basel II. With the admission of several emerging market 

economies to the OECD, the old capital accord is no longer up to date. Of the current thirty 

members of the OECD, seven represent emerging market economies, of which all but Turkey 

became members during the 1990s. Both Mexico and South Korea even obtained full 

membership in the OECD only a few months prior to the outbreak of their respective crises. 

Membership in the OECD no longer with absolute certainty ensures repayment nor does it 

preclude default as is implicit in the risk weight of zero for sovereign OECD debtors under 

Basel I. Therefore, sovereign debtors will also be subject to assessments under Basel II. Under 

the standardised approach, a sovereign debtor can be assigned to a risk weight of zero per cent 

for a debtor qualifying for triple A (like Singapore), which also corresponds to a capital 
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charge of zero, up to a risk weight of 150 per cent for a debtor with an assessment of less than 

B-minus (like Argentina or Ecuador); this requires a minimum capital of 12 per cent with 

regard to the credit volume.  

 

With regard to claims on banks, Basel II offers two options. Under Option 1, banks as 

debtors are not subject to an external assessment. Instead, their risk weight depends on the 

external assessment of the sovereign. Claims on banks under Option 1 are assigned one risk 

category less favourable than that which the sovereign of their host country is assigned. 

Under Option 2, banks themselves are assessed externally and claims on these banks are 

assigned to corresponding risk weights according to their borrower grade. In comparison to 

medium and long-term claims, short-term claims also receive preferential treatment, as was 

the case under the old accord (Option 2a versus 2b). The national supervisory authority – 

and not banks themselves – is to determine which option is to be applied for all banks under 

its jurisdiction. 

 

The definition of short-term was cut down from twelve months under Basel I to only three 

months in the new capital accord. This adjustment takes into account the experiences of the 

currency crises in the 1990s, especially the Asian and Argentinean crisis. With widely 

liberalised capital markets, asset prices and exchange rates can change dramatically within 

twelve months. Although there was a remarkable shift from medium and long-term to short-

term lending before the outbreaks, banks from industrialised countries suffered in some 

cases considerable losses during the currency crises. Hence, in times of everyday volatile 

exchange rates, portfolio shifts have only three months’ grace. 

 

For all debtor categories, a borrower grade of “unrated” exists. While it is only a theoretical 

possibility for debtors seeking access to international capital markets, it will be mainly applied 

to the non-banking local private sector. The vast majority of corporates are not yet externally 

rated and, moreover, an external assessment of small and medium-sized enterprises, which 

make up the majority of the corporate sector, will be too expensive even in the future. 

 

Summing up the main changes so far, it may be said that Basel II introduces more 

compulsory borrower grades, shows a wider spread of risk weights and therefore more 

differentiated capital requirements, and gives short-term claims on banks an even more 

favourable treatment than under the old accord. 
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3.2. Different approaches to measuring credit risk 
With the exception of short-term claims on banks under Option 2b, the assignment of banking 

book exposures to risk weights requires an assessment of the debtor. Basel II offers banks 

three different approaches to measuring credit risk. The simplest is the standardised approach, 

upon which both the remarks in the last section and the presentation in Table 2 are based. It is 

a modified version of the current standard. Banks using it fall back on external assessments of 

their debtors by traditional rating agencies or Export Credit Agencies. The thus determined 

borrower grades are associated with different risk weights, which are to be established under 

the new accord and assigned by the Basel Committee. 

 

Alternatively, banks may use own risk estimation systems by introducing an internal ratings-

based approach (IRB approach) to measure credit risk. These ratings must comprise at 

minimum data for the probability of default (PD), the loss given default (LGD), the exposure 

at default (EAD) and the maturity of the credit (M). Banks which make use of the IRB 

foundation approach have to determine the PD, and are to obtain operational values for the 

other above-mentioned risk components from the national supervisory authority. Banks 

which apply the IRB advanced approach have to estimate the LGD, EAD and M, in addition 

to the PD. Based on their own assessments of the debtors in terms of these risk 

components, claims will be assigned up to maximum of nine borrower grades for performing 

loans and two borrower grades for non-performing loans. 

 

Before banks may use an IRB approach to calculate their capital ratio, they have to comply 

with certain minimum requirements and demonstrate compliance vis-à-vis the national 

supervisory authority. These minimum requirements include the stipulation that banks have 

at their disposal sufficient data with regard to the time horizon. Estimations of PD must be 

based on a minimum data observation period of five years, while in-house LGD and EAD 

estimates each require a time horizon of no less than seven years (Basel Committee 

[2003a], Paragraph 425, 434, 440). The Basel Committee elaborates a total of twelve 

sections on the necessary minimum requirements. Among other things, banks have to 

demonstrate to their supervisory authority the accuracy of their quantitative estimates of 

risks, the consistency of their methodology, and the accuracy of the design of their rating 

systems, and they have to ensure that an independent audit of the rating system and the 

operation will take place. Apart from the above-mentioned data observation periods which 

can be verified relatively easy by supervisory authorities, the Basel Committee is less precise 

when it comes to putting other minimum requirements into practise. In its introductory 
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remarks, the Basel Committee states, “The overarching principle behind these requirements 

is that rating and risk estimation systems and processes provide for a meaningful 

assessment of borrower and transaction characteristics; a meaningful differentiation of risk; 

and reasonably accurate and consistent quantitative estimates of risk. Furthermore, the 

systems and processes must be consistent with internal use of these estimates. The 

Committee recognises that differences in markets, rating methodologies, banking products, 

and practices require banks and supervisors to customise their operational procedures. It is 

not the Committee’s intention to dictate the form or operational detail of banks’ risk 

management policies and practices. Each supervisor will develop detailed review procedures 

to ensure that banks’ systems and controls are adequate to serve as the basis for the IRB 

approach” (Basel Committee 2003a, Paragraph 351).  

 

In comparison with the current standard, the supervisory process will be considerably 

upgraded under Basel II: Supervisors will not only have to fulfil more comprehensive and 

more complicated tasks for which they will require more specific know-how, they will also 

have a greater scope of intervention and more competence to come to decisions on a 

discretionary basis.  

 

The Basel Committee has repeatedly stressed the flexibility with regard to different approa-

ches to risk estimation that the new capital accord offers banks. However, the flexibility refers 

only to the basic choice between the approaches offered. Apart from a short transition 

period, a bank may not in parallel use two or even three approaches to measure the credit 

risks of different claims and thus calculate its capital ratio. With regard to this item, Basel II 

rules out cherry-picking by banks which would otherwise have an incentive to minimise their 

capital cost by applying the approach with the least capital cost for each single exposure in 

their portfolio. Furthermore, while a transition from the standardised approach to an IRB 

approach is always possible – assuming compliance with minimum requirements – a 

downgrading from an IRB approach to the standardised approach is not intended by the 

Basel Committee. 

 

However, a parallel use of different approaches by different banks in one country is not only 

possible, but highly probable. Internationally operating banks are supposed to introduce an 

IRB approach relatively quickly.3 In contrast, domestic banks of developing countries will 

 
3 With regard to Euroland, all banks are already busily preparing themselves and streamlining their clients for a 

change to an IRB approach as quickly as possible. Their US counterparts are more sceptical. There, only 

internationally operating banks will rely on an IRB approach in the future, while US banks with a focus on the 
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need a prolonged time horizon to adjust themselves to the minimum requirements and apply 

for an IRB approach in comparison to their counterparts in industrialised countries. “Several 

developing and transition countries’ banks and regulators find the changes proposed 

‘dramatic’ and implementation by them ‚very complicated and demanding, if not impossible in 

the medium term’” (Griffith-Jones/Spratt 2001, p. 8). Jonathan Ward, formerly at the Bank of 

England and the Financial Services Authority, where he was responsible for the reform of 

Basel I, puts it even more drastically: “For developing countries, there is obligation without 

representation – a governance gap. The international regulatory framework is more nearly a 

colonial regime than official rhetoric admits. Developing countries cannot be expected to 

comply in good faith. The governance problem would matter less if the new accord were 

suitable for application in developing countries. It is not.” (Ward 2002, p. 57). 

 

3.3 Introduction of an operational risk 
Basel II sets a capital requirement in terms of operational risk, in addition to credit risk and 

market risk which were already taken into consideration under the old accord. An operational 

risk is defined as the risk of loss from computer failures, poor documentation, corruption or 

fraud. Critical observers comment that the introduction of operational risk into the new accord 

lacks plausibility. “No convincing argument for the need of regulation in this area has yet 

been made” (Danielsson, Embrechts, Goodhart et al. 2001, p. 3). Consideration of operational 

risk discloses discretionary scope to banks. The introduction of operational risk can be 

interpreted as the creation of a regulatory black box which allows banks even on the basis of 

assumed identical data and identical approaches not only to come to different results with 

regard to risk assessment, but also to take into account the banks own uncertainty about its 

rating. 

 

Although it cannot be thoroughly assessed today whether banks will make use of the 

discretionary scope provided to them by the regulatory black box and whether they will build 

up a risk-adequate capital charge, doubt is called for. The ECB warns that “…the lack of 

incentives may lead to capital arbitrage and cherry-picking. Banks with higher risk profiles 

engaged in activities for which a higher beta4 is provided will be induced to opt for the basic 

                                                                                                                                                      
national market will stick to the standardised approach. Although Japan has committed itself to the new accord, 

the public should be concerned as to how Japan will ultimately implement it. 

4 A beta factor is a capital factor with which an indicator for each business unit of a bank is multiplied to calculate 

the capital charge under the standardised approach. The beta factors are set by supervisors. For more details see 

Basel Committee 2003a, Section V. 
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indicator approach, whereas banks with lower risk profiles will be induced to opt for the 

standardised approach.” (ECB 2003, p. 12). Therefore, it cannot be ruled out that banks 

under high pressure in the national or international market may present a lower operational 

risk than they actually anticipate. Especially the weakest banks in terms of financial solidity 

would obtain the opportunity to partially improve their liquidity and market position at the cost 

of sound risk management. If this interpretation is correct, the new accord would not only 

have failed to realise its own targets, but would have set counterproductive incentives.  

 

Furthermore, with regard to an incorrect presentation of operational risk – or any other risk – 

it is highly problematical to place too much confidence in control of the market as a magic 

formula. As long as losses from an (operational) risk have not been revealed – in other 

words, until the crisis is obvious to everybody – market agents cannot verify whether the 

capital charge of a bank to cover (operational) risk is really adequate. Furthermore, a bank 

which honestly reveals capital charges for above-average operational risks faces the danger 

not only of damage to its reputation but also of higher refinancing costs as a direct result of 

its bona fide transparency. Hence, either operational risk does not need to be covered by 

capital requirements at all, or regulations will have to be revised again. 

 

 

4. Impacts of Basel II on international lending to developing 
countries 
The possible differentiation of capital requirements according to borrower grades results in 

three effects. First, Basel II induces a price effect on the international credit market. It sets 

incentives for an enhanced spread of interest rates according to the rating of borrowers 

which is to be the basis for the calculation of regulatory capital requirement in the future. The 

lower the rating of a borrower is assessed, the higher the necessary capital requirements will 

be. Low borrower grades and therefore increasing capital requirements will cause active 

interest rates to rise, while in the opposite case, a proportionate interest rate decrease can 

only be expected under conditions of absolute competition.5 On the whole, the existing 

interest rate spread between debtors, especially within one debtor category, will increase, 

and average credit costs for developing countries can be expected to rise.  

 

 
5 See also Basel Committee (2003b), which also concludes an increased spread of interest rates. But the Basel 

Committee follows the idea of an interest rate adjustment which is proportionate both upwards and downwards, 

while this paper assumes an asymmetrical interest rate adjustment to minimum capital requirements. 
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Of course, interest rates differ already today. On the basis of specific criteria (e.g. debtor 

category, quality and volume of collateral, concept of investment project, term of payment, 

past experiences with a debtor), banks try to assess the risk of default by an individual 

debtor. The higher the risk of default assessed by a bank, the higher will be the interest rate 

the bank requests for lending. Even if two debtors require the same capital requirement 

under Basel I, interest rates for lending to them need not be identical, due to differences in 

the assessment of specific criteria. Hence, already today, actual interest rate spreads and 

not different capital requirements reflect the different risks of default by borrowers. The 

original function of minimum capital requirements consists in the accumulation of sufficient 

reserves to protect the bank itself in case of default by a debtor. A bank needs to fall back on 

its own reserves to maintain solvency, precisely when its lending is obviously not risk-

sensitive. Hence, an increase in capital requirements does not make lending more risk-

sensitive or even reduce the risk of default by the debtor, but reduces the risk of insolvency 

by banks in case of such default. Basel II can therefore be interpreted as a state-enforced 

protection measure for private banks, in case their lending turns out to be not, or not 

sufficiently, risk-sensitive. 

 

For debtors in developing countries, the new accord implies consequences which are in 

some cases particularly harsh. Table 3 (see Appendix) shows a comparison of minimum 

capital requirements for corporates under Basel I and Basel II, respectively. While under 

Basel I, minimum capital requirements are set independently of borrower grades for all 

corporate lending at a level of 8 per cent of credit volume (see column 3 of Table 3), 

minimum capital requirements under Basel II vary according to borrower grades. Using the 

standardised approach, minimum capital requirements start at 1.6 per cent for borrower class 

A and peak at 12 per cent for classes B and triple-C (see column 4 of Table 3). The spread in 

minimum capital requirements, which is already obvious under the standardised approach, 

will even be enhanced when banks apply the IRB foundation approach to calculate their 

capital ratio. Capital requirements for lending under the IRB foundation approach start at 

1.13 per cent for borrower class A and skyrocket to 47.04 per cent for Class C (see column 5 

of Table 3).6 Especially debtors with lower borrower grades will be affected by the 

progressive increase of capital requirements. Figure 1 (see Appendix) clearly illustrates this 

correlation. In the last consultative paper of April 2003, there is a weaker tendency on the 

marked convexity of the IRB approach, so that spreads in Table 3 and the Figures are 

slightly exaggerated. 

 
6 Within an IRB foundation approach probability of default (PD) defines assignments to borrower grades and a 

PD of 0.03 is the lowest value which is approved by the Basel Committee. 
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The estimated effects on the cost of lending to sovereigns of developing countries are shown 

in Figure 2 in the Appendix. Under Basel II there will be a considerable increase in interest 

rate spreads and in credit costs for such debtors, as well. According to the standardised 

approach interest rates would slightly decrease for sovereigns of borrower grades of BBB 

and better, while on the basis of the IRB foundation approach, an improvement in credit 

costs can only be expected for sovereigns of developing countries classified A. There will be 

an increase of interest rates of up to 600 basis points for borrowers rated CCC or worse on 

the basis of the IRB foundation approach. Depending on which approach banks apply, 

sovereigns of developing countries with a borrower grade of BBB and lower will have to face 

an average increase in credit cost of at least 28 basis points, up to as much as 235 basis 

points (see Powell 2001, p. 24). Even if declining capital requirements for high-rated 

borrowers are not proportionately reflected in interest rates, the spreads between high-rated 

and low-rated borrowers must increase. 

 

Secondly, the differentiation of capital requirements according to borrower grades under 

Basel II results in a structural effect. The new accord sets incentives for a concentration of 

claims with high ratings in the portfolios of international banks. This structural effect is based 

on the assumption that banks calculate an identical mark-up as part of their interest rates. If 

interest rates reflect both the rating of the borrower and the credit risk of default, but the 

determination of the mark-up is independent of the borrower grade as such, then 

internationally operating banks will concentrate their lending on borrowers with high ratings. 

With a given equity, banks are able to realise a higher credit multiplier and can outlay a 

higher credit sum with claims of higher ratings than with claims of lower ratings. Assuming an 

identical mark-up on all claims, a concentration of claims with high ratings in the portfolios of 

banks implies higher profits in relation to equity. Furthermore, one can expect refinancing 

costs of those banks to be lower which have to show a portfolio of overwhelmingly high 

ratings, than would be the case for those banks with portfolios of only average quality. 

Hence, lower refinancing costs are also reflected in higher profits on equity. Thus, with a 

given equity and a concentration on claims with high ratings, the new accord would enable 

banks to realise a larger credit supply in absolute terms than under Basel I. 

 

With the exception of Russia, all above-mentioned countries afflicted by a currency crisis had 

still been assigned to a high borrower grade one or two years prior to the outbreak of the 

crisis. Especially Southeast Asian countries had been lavishly praised for their ability to 

attract private net capital inflows due to an assumed successful catching-up process. To a 

lesser extent, a similar assessment was also applied to Argentina under Cavallo and Brazil 
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under Cardoso. Under the logic of the new accord, the high rating of these countries before 

the crisis meant that internationally operating banks would have had an even higher incentive 

to extend their lending to these countries than they did in any case. Based on recent ratings 

(see Table 4) Chile, South Africa, South Korea and Malaysia would benefit from the new 

accord to the extent that declining minimum capital requirements would be reflected in 

decreasing interest rates and higher credit supply by internationally active banks. Hence, one 

cannot help but conclude that the assumed concentration on claims with high ratings in 

combination with slightly decreasing interest rates for borrower class A will not prevent 

currency crises in the future – on the contrary. Based on past experiences, and taking into 

consideration the pervasive incentives of Basel II, one could well expect an acceleration and 

a deepening of currency crises in the future as a direct result of Basel II. 

 

Thirdly, the differentiation of capital requirements according to borrower grades under Basel 

II results in a quantitative effect. Implementation of the new accord will result in a decreasing 

absolute credit supply for debtors with low ratings by international banks. On the basis of 

recent foreign currency ratings (see Table 4 in the Appendix), a deterioration of international 

lending would currently occur in such countries as Brazil, Columbia, the Philippines or 

Vietnam. This assessment is based on the assumption of an elastic credit supply curve. 

Increasing interest rates for claims on borrowers with low ratings – as is shown in Figure 2 in 

the Appendix – will reduce credit supply even at a constant level of credit demand. Due to 

adverse selection, banks will additionally realise credit rationing at a maximum interest rate 

(see Stiglitz 1994, Stiglitz/Weiss 1981). In both cases – price-induced decrease or non-price-

induced market withdrawal – the access to international capital markets by borrowers with 

lower ratings will be further restricted. Hence, an accumulation of foreign debt by sovereigns 

of countries with lower ratings will be more limited under Basel II than it is already.  

 

 

5. Impacts of Basel II on the credit markets of developing countries 
The parallel use of different approaches to measuring credit risk by different banks in 

developing countries for a prolonged time horizon is likely to have two effects. First, as in 

international lending, Basel II will also have a structural effect, but this time with regard to the 

portfolio of banks operating in developing countries. Subsidiaries of internationally operating 

banks in developing countries will relatively quickly introduce an IRB approach and thereby 

concentrate their lending on claims with higher ratings, as in international lending. As pointed 

out in the above section, this cherry-picking behaviour of banks which use an IRB approach 

is induced by (expected) high profits in relation to equity. By contrast, banks in developing 
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countries, which are acting on a local, regional or at maximum a national level, and are only 

able to use the standardised approach, will then have to serve the rest of the market, which 

means that they will accumulate more claims on borrowers with lower ratings and realise 

lower profits on a given equity. In its comment to the second consultative document, the ECB 

even expressed the warning that “(…) banks with a higher risk profile could have strong 

incentives to opt for the standardised approach, whereas banks with a lower risk profile may 

prefer the IRB approach. Thus, banks whose soundness would benefit most from more 

advanced risk management techniques could have the weakest incentives to develop them.” 

(ECB 2001b, p. 2-3). 

 

Not only cherry-picking by international banks, but also active decisions of borrowers 

themselves would give rise to such a tendency. Corporates which are assigned to a borrower 

grade category of BB or lower are induced to establish credit relations with a bank which 

uses only the standardised approach, because minimum capital requirements and therefore 

credit costs tend to be lower than under an IRB approach (see Table 3 in the Appendix). 

Corporates which are unrated, but do not assess themselves as BBB or better do have an 

even higher financial incentive to enter into credit relations with banks using the standardised 

approach. In that case, banks will apply a uniform minimum capital requirement of 8 per cent 

to them while – depending on the actual rating – corporates would risk capital requirements 

of up to 47 per cent if they were assessed on the basis of an IRB approach. “The main 

disadvantage of the standardised approach is that in many countries relatively few 

corporates are rated, which will mean that most exposures will be in an unrated category 

carrying 8 % charge” (Jackson 2001, p.59). However, corporates which do assess 

themselves as BBB and better, have an incentive to raise a loan at a bank which assesses 

on the basis of an IRB approach. In this way, higher-rated corporates are able to benefit from 

lower interest rates even if banks only partially pass lower capital requirements on to them.  

 

Therefore, the parallel use of standardised and IRB approaches by different banks in 

developing countries results in a negative selection with regard to the quality of the portfolio 

of those banks using the standardised approach. And these will not be subsidiaries of 

internationally operating banks, but rather domestic banks. Domestic banks of developing 

countries have no other option than to accumulate claims on borrowers with lower ratings. 

But the argument of the ECB is here turned around: even if subsidiaries of internationally 

active banks and domestic banks of developing countries are able to present a portfolio of 

equal quality before Basel II is implemented, the latter will in any case be worse off after 

Basel II. 
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Secondly, Basel II induces a displacement effect of domestic banks of developing countries 

by internationally operating banks. Higher profits by subsidiaries of international banks 

improve competitiveness and – assuming hat these banks derive advantage from it – 

increase their market domination of developing countries’ credit markets. On the contrary, 

lower profits for domestic banks in developing countries are reflected in a loss of 

competitiveness and an increased vulnerability to shocks and financial crises. The latter 

holds true especially when it is taken for granted that capital requirements based on an IRB 

approach are adequately risk-sensitive while capital requirements according to the 

standardised approach are either too high (for borrower classes A and triple-B) or too low (for 

the rest). Then domestic banks of developing countries, which have to use the standardised 

approach, would show a permanent undercoverage of risks from borrower grade BB and 

lower, which make up the overwhelming majority of their claims. 

 

If all banks meet disclosure requirements according to Pillar Three of the new accord and if 

market participants are therefore able to assess banks adequately, then the displacement 

effect would even be intensified. The competitive disadvantage of domestic banks in 

developing countries would be increased because the refinancing costs of these banks 

would have to rise due to the low quality of their portfolio. By contrast, subsidiaries of 

internationally operating banks showing a portfolio of higher quality would have lower 

refinancing costs.  

 

Assuming an identical mark-up on interest rates by both subsidiaries of internationally 

operating banks and domestic banks, the former will realise higher profits and possibly lower 

refinancing costs than the latter. This widening gap in rates of return between these groups 

competing for the local market will considerably strengthen the position of subsidiaries of 

internationally operating banks in developing countries.  

 

Hence, as a result of the parallel use of standardised and IRB approaches in developing 

countries, one could expect domestic banks in developing countries to either specialise on 

niche production with weak financial solidity and sink into insignificance compared with the 

subsidiaries of internationally operating banks, or to completely vanish from their domestic 

markets through insolvency or by being bought up by subsidiaries of internationally active 

banks. Their only third alternative would be merger with one another, in order to combine 

know-how and capital and thus maintain competitiveness against the local subsidiaries of 

internationally operating banks. Therefore, apart from the niche production, all other options 

result in an increased concentration of ownership in the banking sector in developing 



 

 59

countries. Moreover, a weakening of the domestic financial sector development and a 

change in property rights from domestic banks of developing countries to subsidiaries of 

internationally operating banks is therefore a more than probable result of Basel II.  

 

 

6. Conclusion 
The new capital accord is supposed to modify credit supply and portfolio choices by 

internationally operating banks in such a manner that their transactions no longer trigger off 

currency crises – a result which had been so much in evidence during the 1990s. Basel II 

has the goal of quickly making bad banking – the systemic failure of the banking sector which 

generates excessive credit expansion and thus a bubble which will inevitably burst – a thing 

of the past. However, a crisis prevention character can only be acknowledged for the new 

accord to the extent that it further restrains the access to international capital markets by low- 

and middle-income developing countries. Due to the price and quantitative effects with 

regard to international lending, these countries will be confronted with higher interest rates 

and less credit supply on the international capital market. Therefore, a currency crisis set off 

by over-indebtedness and currency mismatch of stocks will be less probable for this group of 

countries for the simple reason that access to foreign cash will be strictly limited for them. 

Crisis prevention and risk-sensitive credit supply in times of Basel II translate to enforced 

withdrawal from certain market segments. 

 

As these structural and price effects concerning international lending demonstrate, the new 

accord will set up incentives to increase credit supply and partially lower interest rates on the 

international capital markets for the group of highly-rated developing countries of the triple-B 

category and above, to which the majority of the crisis-afflicted countries belonged before 

their respective crises. During the boom phase, credit expansion to these countries would 

have been even higher under Basel II than it in fact was.  

 

Hence, the result of the new accord would be to reinforce the familiar boom-bust-cycles 

underlying international capital flows. This pro-cyclical tendency holds true not only for high-

rated emerging market economies, but also for industrialised countries (see for example 

Deutsche Bundesbank 2003, p. 3f, Danielsson/Embrechts/Goodhart 2001, pp. 15 et seq., 

ECB 2001a, p. 66). But compared to industrialised countries emerging market economies 

often lack comprehensive institutional capacities and their domestic capital markets show 

considerably financial fragility, so that volatile capital inflows are more complicated to 

manage for them. Furthermore, following the “original sin” argument (Eichengreen/ 
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Hausmann/Panizza 2002, Hausmann 1999), net foreign debtor economies are objectively in 

a weaker position to cope with sudden U-turns of capital flows. In addition, Basel II would 

encourage herding behaviour by cutting down the short-term period from twelve to three 

months and thus raising the volatility of capital flows. Developing countries, and especially 

emerging market economies, thus face the risk that the inevitable credit crunch brought on 

by a crisis will be deepened and already high adjustment burdens increased. As the ECB 

stated, “The risk of adverse macroeconomic consequences would depend on the proportion 

of banks actually using the IRB approach” (ECB 2001a, p. 66). In fact, all internationally 

operating banks will use the IRB approach. 

 

The prospective impact of Basel II on the credit markets in developing countries does not 

look any better. The use of different risk measurement approaches by different banks will 

result in high-quality portfolios for subsidiaries of internationally active banks and in low-

quality portfolios for domestic banks in developing countries. This structural effect, together 

with the identified displacement effect due to competition disadvantages by banks using the 

standardised approach, is likely to expose domestic banks in developing countries not only to 

increased vulnerability to shocks and financial crisis, but also niche production. The new 

accord contains an inherent bias toward deepening financial dualism, and might therefore be 

a setback for financial sector development in developing countries. Thus, developing 

countries are all but the main beneficiaries of the new accord, and it should come as no 

surprise that their representatives have reacted to it with restraint or even open rejection. 

 



 

Appendix 
 
 

Table 1:  Risk weights of claims (Basel I) 
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Table 2:  Risk weights of claims according to the standardised 
approach (Basel II) 
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Table 3:  Minimum capital requirements for corporates according to 
Basel I and Basel II  

 

 

 
 

Probability of default (PD), which is necessary to calculate the capital ratio with the IRB 

foundation approach, is given by the Bank of England. 
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Table 4:  Examples of foreign currency ratings of developing countries’ 

sovereigns, including transition countries 

 

 
AAA AA A BBB BB B C or lower 

Singapore Bermuda 
 
Taiwan 
 

Bahamas 
Bahrain 
Barbados 
Botswana 
 
Chile 
 
Hong Kong 
 
Israel 
 
South Korea 
 
Kuwait 
 
Malaysia 
 
Qatar 
 
Saudi Arabia 
 

China 
Croatia 
 
Mexico 
 
Oman 
 
South 
Africa 
 
Thailand 
Trinidad 
and Tobago
Tunisia 

Bulgaria 
 
Columbia 
Costa Rica 
 
Egypt 
El Salvador
 
Grenada 
Guatelama 
 
India 
 
Jordan 
 
Kazakhstan
 
Marocco 
 
Panama 
Peru 
Philippines 
Romania 
 
Russian 
Federation 
 
Vietnam 
 

Belize 
Benin 
Bolivia 
Brazil 
 
Cameroon 
 
Ghana 
 
Indonesia 
 
Jamaica 
 
Lebanon 
 
Mongolia 
 
Pakistan 
Papua New  
Guinea 
 
Senegal 
Suriname 
 
Turkey 
 
Ukraine 
Uruguay 
 
Venezuela 

Argentina 
 
Dominican 
Republic 
 
Ecuador 
 
Paraguay 

 

 

Source: Standard & Poors of Jan. 15th 2004; only ratings for the long-term perspective have 

been taken into consideration.



 

Figure 1: Minimum capital requirements for sovereigns according to Basel I 

and Basel II 
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Figure 2:  Change of credit costs for sovereigns of developing 
countries 
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The Risks of Financial Service Liberalization for Financial 
Stability1

 
Myriam Vander Stichele, Centre for Research on Multilateral Corporations (SOMO), 
Amsterdam 
 
 
Since 2000, new negotiations have taken place in the WTO to liberalize trade in services, 

including financial services. While these GATS2 negotiations in financial services try to open 

up the market for foreign banks, insurance companies, and other financial services providers 

and/or their services, they affect the (de)regulation of  financial markets and financial 

services sectors, as well as measures that manage capital account transactions.  

 

During the GATS negotiations on financial services, some developing countries have 

expressed concerns about the effects which the opening up to foreign banks might have on 

government's decisions on capital movements that create financial instability. Such concerns 

are however little discussed and hardly acknowledged by developed countries. The 

negotiators of the developed countries focus on expanding market access for their financial 

companies. They therefore make requests to remove regulations which they claim limit the 

operations of foreign financial service providers while developing countries might see them 

as prudential, economic or social measures. The entrance of foreign banks is claimed to 

increase competition and result in cheaper and better consumer services, which are seen as 

crucial for economic growth. At the same time, financial services liberalization is argued to 

improve the national regulatory framework, because foreign financial service banks could 

bring in new expertise, including the prudential standards of their home countries, and thus 

strengthen competitive disciplines. Such arguments3 are also being used by the business 

lobby in order to make a case that all regulations do not need to be in place before 

liberalization of financial services can take place. But how much can be left to the market and 

what measures could be better in place before liberalization? 

 

 
1 For more information about the effects of GATS liberalization of financial services see: www.somo.nl, or contact: 

m.vander.stichele@somo. nl. 

2 For the full understanding of what the WTO agreement on trade in services (GATS) has so far achieved in the 

field of financial services, see Annex attached to this paper. 

3 See also: Benefits to emerging markets of financial services’ liberalization, International Financial Services, 

London, February 2003, p.8 : “The pace of liberalization is a matter of judgement for each country. While some 

foundations of reform need to put in place, this process may be only partly undertaken before liberalization 

proceeds. Indeed, many countries find that institutional reform tends to be fuelled by partial liberalization rather 

than precede it.”  
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While the positive effects of financial services liberalization are often highlighted, this paper 

focuses on some risks to financial stability which greater liberalization of financial services 

under the current GATS negotiations may bring and for which many countries might not be 

well prepared.  

 

 

1. WHY LIBERALIZATION OF FINANCIAL SERVICES MIGHT NEED 
POLICY ADJUSTMENTS, SOME EXAMPLES 
 

To start with, there is no widely accepted conceptual framework to make econometric 

estimates and statistical data are inadequate or non-existent to predict future impacts of 

GATS liberalization on financial services4.  

 

Some of the effects of liberalising financial services under GATS, and following the GATS 

rules, might need policy responses. For instance, sudden intensification of competition by 

foreign new comers may encourage previously protected domestic financial institutions to 

take perverse shortsighted responses5, such as reckless lending. 

 

For one thing, the regulatory authorities will have to handle new financial services which 

foreign financial service providers offer. If countries liberalize their financial services 

according to the GATS Understanding on Commitments in Financial Services, they have to 

give permission to the new financial services that foreign financials service providers to 

introduce6. Such new services include banking through internet and e-mail ('e-banking') 

which challenge regulation and supervision. Foreign banks also introduce capital market 

services in which they dominate worldwide (see box) and which involve a significant 

speculative and instability component. In the case of East Asia7, there are numerous 

                                                 
4 A. Cornford, The  multilateral  negotiations  on  financial  services : current issues  and  future  directions, 2003, 

p. 20. 

5 Eichengreen, Toward a new international financial architecture: A practical post-Asia agenda, Washington 

(Institute for International Economics), 1999, p. 47-48; the author argues for phasing in the internationalisation of 

the banking market, which will take time to implement. 

6 Art. 7 and Art. 11.D.3. of the Understanding on Commitments in Financial Services, which is part of the GATS 

agreement (see Annex below). 

7 The arguments are taken from: Yung Chul Park, Kee Hong Bea, Financial liberalization and integration in East 

Asia, in Financial stability and growth in emerging economies - The role of the financial sector, Ed J.J. Teunissen 

& M. Teunissen, 2003, p. 166, 178-179, 182-185. The authors conclude: East Asian banks are likely to 

increasingly specialise in catering to the credit needs of small and medium-sized firms and households with low 
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emerging market funds operating out of New York to invest in East Asian securities. Few of 

the domestic financial companies appear to have comparative advantage in supplying the full 

range of variegated and sophisticated financial services top financial companies are 

supplying. 

 

================================================================= 

BOX: Domination of Western banks in East Asia in capital market services
 
Western investment banks, particularly the American and European ones, have established a 

monopoly position in providing major capital market services in East Asian capital markets. Services 

by investment banks include issuing and underwriting of new shares of companies and trading shares 

after the original issuance. For the period 1998-2001, American and European investment banks had 

undertaken 74% of the US $ 32 bn financing through capital markets and shares in five South East 

Asian countries. 

Internationally, the top-20 investment banks' ranking in the world has been dominated by American 

and European investment banks for some time. Beginning 2002, 11 (55%) investment banks were 

based in the US and 8 (40%) based in Europe while there was only one Japanese investment bank 

left.  Since 1995, Japanese investment banks have been largely driven out of the market for capital 

market services. US-based financial institutions are increasingly leading in every category of services, 

followed by the British-based ones.  

 

American and European companies also dominate in the roles of brokers and dealers of derivative 

transactions in East Asia, even in the transaction of East Asian derivatives. World wide the role of 

providing tailor-made derivative products according to customer's needs, which requires highly 

developed financial expertise and sophisticated financial technology and which becomes and 

increasingly important area of the financial service industry, is entirely played by American and 

European institutions.  

 

American and European banks have been able to dominate in East Asia in other important -profit 

making- financial services such as organising large syndicated loans, and negotiating multinational 

mergers and acquisitions. Even in banking, Japanese banks, which were active in lending to other 

East Asian countries and accounted for the bulk of syndicated loans to these countries before the 

crisis, have withdrawn drastically their lending to Asian countries (6% of their total external lending in 

2001 was for East Asia). 

                                                                                                                                                      
technology banking because a growing number of firms will choose for foreign capital market services rather than 

lending from domestic banks. In such situation, liberalising financial services may not necessarily help improve 

the proclaimed efficiency and competitiveness of the financial service industry in East Asia through transfer of 

new and more sophisticated financial technologies. 
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Source: Yung Chul Park, Kee Hong Bea, Financial liberalization and integration in East Asia, in 

Financial stability and growth in emerging economies - The role of the financial sector, Ed J.J. 

Teunissen & M. Teunissen , The Hague, 2003, p. 167-170, 204. 

================================================================== 

 

The cost of developing legal, regulatory and other supporting infrastructure for efficient 

capital markets would be prohibitively expensive for smaller emerging market economies in 

East Asia. The specialisation by Western financial companies in capital market and other 

complex services that connect East Asia with the global capital markets would not be a 

problem if there were enough prudential regulations of financial companies and markets at 

the global level or an effective system of liquidity provision which should enhance the stability 

and efficiency of the global financial system in which East Asian countries are embedded. 

However, such global measures are not in place (see below, 4.) 

 

During the second half of the 1990s8, there has been a dramatic increase in foreign 

ownership of banks in most emerging market economies. It is difficult to establish whether 

the GATS agreement on financial services (1997) had an influence on this large increase of 

presence of banks from developed countries. There was a general trend towards opening up 

financial sectors during that period which was reflected in the new GATS-agreement9. Of 

course, national treatment (GATS Art. XVII) provides a level playing field for foreign financial 

companies when they enter countries that have committed the opening up of their financial 

sector under the GATS. 

Increased presence of foreign financial services has for instance led lead to an increase of 

foreign bank control over national assets and an increase in the share of total bank credit in 

local and foreign currencies by foreign banks.  In many countries, domestic financial 

companies can hardly meet the swift foreign entry and fierce competition. Supervisors and 

regulators can barely keep abreast of these developments and their risks. At the WTO, 

China10 has recognised that the tremendous changes due to entrance of foreign banks and 

their impact on domestic banks increase the risk of instability and make regulation even more 

difficult to enact than it already is in a country like China. Notwithstanding reforms, its 

                                                 
8 See Yung Chul Park, Kee Hong Bea, Idem, p. 166-167, 178-179. 

9 A. Cornford, Idem, 2003, p. 5, 11-12. 

10 For an overview of China's experiences see: M. Vander Stichele, Potential risks of liberalization of financial 

services, in Financial services in the WTO: license to cash in?, WEED Arbeitspapier, August 2003, p. 41-42. 
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regulatory authority still falls behind that of the developed countries. Moreover, new 

necessary regulations and supervision add costs to the financial administration.11  

 

 

2. LITTLE LINK BETWEEN THE GATS NEGOTIATIONS AND THE 
REGULATORY AND SUPERVISORY SYSTEMS 
 

During the GATS negotiations, developed countries make virtually no concrete link with the 

existing state of a country’s financial system or its needs for a functional regulatory 

framework and supervisory system. The leaked negotiation "requests"12 of the EU, which list 

the wishes of market opening in financial and other services, do not address the capacity of 

countries to deal with increased risks. 

 

The negotiations on liberalization of financial services have generally not involved officials 

from the ministries and regulatory or supervisory agencies working on reforms of the 

international financial architecture. Rather, they have been conducted largely by the 

ministries responsible for trade, and ultimately by the EU Commission negotiators. They in 

turn have formulated their negotiating positions on the basis of detailed requests from the big 

financial services companies which have identified detailed "barriers" to trade in financial 

services in many countries over the world. 

 

Hence, there is a deficit in concern for GATS in precisely those institutions which have 

competence regarding issues of national and international finance regulation and 

supervision, while trade-policy interests dominate one-sidedly. This applies both to industrial 

countries and to developing countries.  

 

The IMF and others have recognised that considerable and costly capacity building is often 

required to educate regulators, supervisors, legislators and the judiciary in order to create the 

appropriate framework for financial services.13 Opening up to foreign financial service 

                                                 
11 WTO, Communication from the People`s Republic of China - Assessment of Trade in Services, document nr. 

29, 30, 50. 

12 See www.gatswatch.org. 

13 WTO, Communication from the People`s Republic of China - Assessment of Trade in Services, document nr. 

14. 
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providers might push some countries towards a market-oriented financial system14 which 

emphasises enforcing compliance with laws on securities with regard to licensing of issues, 

ensuring due diligence process and other rules to protect the interests of investors. The latter 

approach is reflected in the GATS negotiations. Although the operation of foreign banks is 

under the supervision of the authorities of the home country, which might have ample 

experience in monitoring their operations, these authorities are mainly interested in avoiding 

bankruptcy of the bank. This means that they are less concerned with the needs of the 

country in which their banks operate. Also, this means that regulators and supervisors of 

countries in which foreign banks operate might not have all the information they need, 

although co-operation between home and host country supervisory authorities does exist.  

 

The question is in how far countries liberalize financial services under GATS as part of their 

strategy to creating an efficient, diversified, strong and competitive financial sector and 

complements other financial reforms. In how far is trade in the financial sector liberalized for 

trade’s sake?.”15

 

 

3. LITTLE ATTENTION TO IMPACT OF FOREIGN FINANCIAL 
SERVICES ON CROSS-BORDER CAPITAL FLOWS 
 

 

3.1 Financial services which entail cross-border capital flows 
 

That the presence of foreign banks and insurance companies also carries with it some 

particular risks of financial instability, is less recognised. As the World Bank puts it: Access to 

financial services is what matters for development, not who provides it.16

 

One way that foreign banks tend to import financial instability is by lending in foreign 

currencies. In China for instance, experience of the early phases of liberalization of financial 

                                                 
14 The description of the definition of a market-oriented system taken from: Yung Chul Park & Kee Hong Bea, 

idem, p. 175-176: examples of regulations typical for a market-oriented system to protect investors' interests and 

promote investors' confidence in the capital markets relate to accounting, auditing, disclosure and effective 

enforcement rules.  

15 See for instance N. Tamirisa et.al., Trade policy in Financial Services, IMF Working Paper N0.31, 2000, p.12. 

16 World Bank, Finance for growth: Policy choices in a volatile world, Policy research report, May 2001: summary 

of the report, p. 4 at www.worldbank,org/research/interest/policyresrpt.htm.  
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services has shown that foreign banks have become one of the important channels for 

bringing in foreign capital, by loans in foreign exchange amongst others. This increases the 

rate of inflow and outflow, for the repayment of loans, of international capital. In turn, this can 

result in a dramatic increase in the exchange between local and foreign currencies and put 

pressure on foreign exchange reserves, particularly if those loans are short-term. 

Consequently, the balance of payments deficit can increase, and with it the risk of financial 

instability. These increased capital fluctuations have come on top of China’s dramatic 

increase in its service trade deficit, which has had a further negative impact on the country’s 

balance of payments. This has had a major impact on China’s monetary policy, and has 

strained the macro-regulatory mechanisms of its financial system.17

 

With financial market opening and new capital market products by foreign banks, domestic 

residents can diversify their investments in terms of assets issued by firms and financial 

institutions of other countries in addition to domestic ones18. Other services such as risk 

mitigation systems and derivatives can involve allocating money abroad. These services, 

which are often augmented by entry of foreign financial services, can diversify risks but can 

also bring about pressure on the balance of payments of the host countries. Given the 

novelty of some of these services, the regulatory and supervisory framework might not be 

sufficient to deal with the risks of financial instability. 

  

================================================================= 

BOX: The differences and linkages between liberalization of financial services and 
capital acount liberalization 
 
It is desirable to clarify both the difference and linkage between opening up of financial 

services within the context of the GATS and capital account liberalization before discussing opening 

up of financial services. Confusion arises frequently in that people do not always distinguish between 

cross-border capital flows and transactions of financial services. Strictly speaking, the latter does not 

necessarily always entail the first (for example, provision of financial information only by foreign 

financial organizations), although most of financial transactions involve cross-border capital flows 

(e.g., foreign currency lending by a foreign [resident] bank using money sourced from abroad). 

If a domestic bank sources foreign currency funds from overseas markets/institutions, this is not 

opening up of financial services but simply international capital movements related to capital account 

                                                 
17 WTO, Communication from the People`s Republic of China - Assessment of Trade in Services, document nr. 

18, 27, 41, 43, 49. 

18 Yung Chul Park, Kee Hong Bea, Idem, p. 153. 
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liberalization. Table 1 provides an example on differences between domestic financial deregulation, 

capital account liberalization, and financial services liberalization. 

 

Table 1: Comparison of domestic deregulation, capital account liberalization, and financial services 

liberalization 

 

 Domestic Funds  International Funds 

Credit provided by domestic 

supplier 

Domestic deregulation: neither 

financial services trade not 

international capital flow 

Capital account liberalization: 

international capital flow only 

Credit provided by overseas 

supplier 

Financial services liberalization Capital account liberalization 

and financial services 

liberalization 

Credit provided by foreign 

resident supplier 

Domestic deregulation and 

financial services liberalization 

Capital account liberalization 

and financial services 

liberalization 

 

The GATS requires only the liberalization of capital flows as crucial in the financial services provided 

by foreign financial institutions. Commitments to cross-border trade liberalization (Mode 1) require the 

liberalization of inflows and outflows of capital, which are an essential part of the concerned services; 

while commitments to commercial presence (Mode 3) require the liberalization of capital inflows that 

are related to the supply of the services, which might include capital for foreign financial institutions to 

establish branches or companies and to facilitate their operations. Capital outflows related to the 

supply of services under Mode 3 do not have to be liberalized. The GATS does not oblige WTO 

members to fully liberalize capital flows related to the activities of such local establishments. This 

means that opening up of financial services is consistent with the existence of certain capital account 

restrictions. This is particularly important 

to most of developing countries where domestic financial markets remain underdeveloped and small, 

and balance of payments positions are weak. 

 

It should be noted, however, that there is a coherent linkage between the opening up of 

financial services and liberalization of the capital account. For example, a high level of capital control 

will discourage the entry of foreign financial institutions into the country, because of the poor prospects 

of local currency convertibility and withdrawals/remittances of the concerned capital. 

This is why opening up of financial services can be implemented successfully only when a prudent, 

sound policy on capital account liberalization is in place. An orderly and well-designed sequencing of 

capital account liberalization is therefore critical to reap the benefits of financial services opening in 

developing countries. 
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Source: Yun-Hwan Kim, Financial opening under the WTO Agreement in selected Asian countries: 

progress and issues, Asian Development Bank, Economic and Research Department, Working Paper 

No.24, September 2002, (table: p.3) [Yun-Hwan Kim is a Principal Economist at the Economics and 

Research Department, Asian Development Bank]. 

=================================================================== 

 

What is difficult to predict19 is how branches or subsidiaries of foreign financial companies 

and their parent companies will behave in times of financial difficulties and crises in emerging 

market economies. Would they panic and move out all at once at the first sign of crisis as 

they did in the fall of 1997? Most East Asian countries have not been able to borrow in their 

own currencies which means that they are continuously exposed to the currency and term 

mismatch problems that triggered the crisis in 1997. 

 

Is there still no effective mechanism of monitoring large foreign financial institutions providing 

a large number of different financial services to local customers in emerging market 

economies as the IMF reports in 200020? 

 

However, the IMF has a programme21 in place to monitor the reforms and the strength of 

financial-sector regulation and supervision. But as the US representative put it during a WTO 

meeting of the WTO’s Working Group on Financial Services, it is up to the GATS negotiators 

of each country concerned to deal with the issue themselves22. The EU claims that the 

regulatory and supervisory issues will be discussed during the bilateral negotiations – i.e. far 

from public eyes, when the pressure to liberalize is the highest priority. How will the EU deal 

with the IMF’s assessment that the regulatory system in Thailand is not yet efficient enough 

and that further liberalization entails systemic risks for that country? 

 

 

                                                 
19 Ibidem, p. 186. 

20 Ibidem, p. 185-186. 

21 The IMF`s Financial Sector Assessment Programmes (FSAPs) monitor and provide technical assistance 

capapcities on the strengthening of domestic financial sectors, apart from its monitoring and assistance on the 

liberalization of capital accounts , which has been seen as one of the problems leading to the Asian financial 

crisis.  

22 WTO, Committee on Trade in Financial Services, Report of the meeting held on 26 February 2003. 
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3.2 GATS articles increase cross-border capital flows  
 

Different articles of the GATS agreement play a role in the risks associated with the financial 

flows related to foreign financial service providers. GATS Art. XI23 does not allow countries to 

restrict international transfers and payments for current financial transactions that are related 

to services in sectors were liberalized under the Agreement. That means, first of all, that a 

country cannot prevent profit repatriation by foreign service providers in sectors in which a 

country has made commitments. For instance, the EU requests in the current GATS 

negotiations that Chile eliminates the "restriction" that prior authorisation by the Central Bank 

is required before transferring dividends from Chile abroad because this is in breach of 

Article XI. Thus, if a country has liberalized the financial sectors, foreign banks and insurance 

companies can transfer their profits abroad without reinvesting them in the country.  

 

Moreover, Art. XI has a special effect in relation to financial services provided by foreign 

banks, insurers, investment bankers and asset managers established (Mode 3: see Annex) 

in countries which have deregulated these services under GATS, in cases where these 

financial service providers view financial inflows and outflows as essential to their services 

such as: lending in foreign currency (see China); buying securities abroad to balance the 

risks in pension fund management and to increase the return of asset management services 

for local clients; providing investment bank services related to foreign stock exchanges; 

offering derivatives and using international credit risk mitigation mechanisms. Such cross 

border capital flows can go beyond current account transfers and affect the capital account. 

Diversification of investment with foreign equities can increase the sharing of the risks 

associated with macro-economic shocks across countries, and capital from abroad can 

finance current account imbalances in the short run. However, when cross border capital 

flows reach significant volumes and a high velocity, they can increase financial instability in 

the country itself, but also import financial crises from abroad. Footnote 8 of GATS Article 

XVI (“Market Access”) of the GATS agreement commits a country to allowing inflows of 

capital that are considered essential for services in mode 1 and 3 (see Annex), if a country 

has committed itself to open up its market for such services under GATS. Except for mode 1, 

countries can in principle regulate the outflow of capital, but many countries have already 

deregulated capital flows.  

 

                                                 
23 Art. XI: ” Except under the circumstances envisaged in Article XII,"(see further below) "a Member shall not 

apply restrictions on international transfers and payments for current transactions relating to its specific 

commitments." 
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=============================================================== 

BOX: Market opening in financial services and its impact on international capital 
movements and financial stability  
 

Article XI of the GATS is intended to guarantee the primacy of IMF rules in the area of international 

capital movements. Obligations as to the liberalization of cross-border transactions in the WTO are 

linked to the commitments to market access included in a country’s schedule and are designed to 

prevent their frustration in practice through restrictions on the capital transactions necessary for their 

fulfilment. However, the decoupling in the GATS of market opening for financial services from 

liberalization of capital-account transactions generally none the less leaves substantial scope for 

connections in practice. This is most easily seen for the hypothetical example of a country which 

enters into commitments to no limitations regarding Modes 1, 2 and 3 for all the activities mentioned in 

the Annex on Financial Services. To ensure effective implementation of such commitments the country 

would be obliged to undertake comprehensive liberalization of capital-account transactions. Moreover 

a country - not that in the hypothetical example just described - whose commitments were made 

through the Understanding (see footnote 3) would also be making an open-ended commitment to the 

liberalization of such transactions required by its obligation to “permit financial service suppliers of any 

other Member established in its territory to offer in its territory any new financial service”. Although 

commitments as to market opening for financial services often carry associated obligations as to the 

liberalization of capital transaction, the country making them will have to depend on guesswork for the 

estimation of the size of the capital movements which are likely to ensue.24 The difficulty of reaching 

estimates here is increased by the pace of change in the financial sector which is adding to the range 

of possible transactions under the different modes of delivery of the GATS. 

 
Source: A. Cornford, The  multilateral  negotiations  on  financial  services : current issues  and  future  

directions, 2003 
=============================================================== 

 

So far, this is a little discussed area about which experts have not always a clear answer. 

This is reflected in discussions that have recently started25 in the WTO on the deregulation of 

                                                 
24 On the basis of his personal assessment for the activities in the Annex on Financial Services an IMF observer 

attributes “major importance “ to “capital flows for virtually all financial services delivered through mode 3 

(commercial presence), as such presence by its nature implies some form of cross-border investment”. Indeed, 

the only activities under the heading of banking and financial services (excluding insurance) to which he does not 

attribute such importance are financial leasing, provision and transfer of financial information, and advisory, 

intermediation and other auxiliary services. See A.Kireyev, Liberalization of trade in financial services and 

financial sector (analytical approach), IMF Working Paper WP/02/138, August 2002, pp. 10-14.  

25 See WTO, Committee on Trade in Financial Services Report of the meeting held on 2 December 2002; WTO, 

Report of the meeting held on 26 February 2003. 
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financial services that do not have a presence in the country but rather provide their services 

from abroad (Mode 1, including financing through e-mail and the Internet). Liberalization of 

such cross border financial services can have a destabilising effect because they are 

typically in foreign currency and involve cross-border financial flows through such financial 

“products” such as lending of all types, and asset and portfolio management provided by 

foreign service providers. In the view of Brazil, the above mentioned footnote 8 of the GATS 

agreement could be tantamount to capital account liberalization, i.e. the deregulation of 

major transfers of money for loans, even if a country has not fully liberalized its capital 

account system. Such cross-border capital transfers could affect the balance of payments 

and the whole financial stability of a country. The GATS Understanding on Commitments in 

Financial Services (Art. 3 and 4) requires countries to make commitments in Mode 1 in a 

broad range of financial services, such as lending of all types. The European Union, the US 

and other western countries downplay the importance of the impact of opening up Mode 1 in 

financial services, but too little research has been done to date on this issue.  

 

 

3.3 GATS articles affect capital account regulations and measures  
 

Experience learns that liberalization of financial services might increase inflows and outflows 

of foreign capital including those related to the capital account. This means that financial 

authorities need to have the capacity to carefully monitor changes in cross border capital 

flows and take measures to manage them, especially in small countries where swift flows 

can have a major impact. GATS rules do not only have an influence on what cross border 

capital flows should be allowed but also on how restrictions on those flows are managed.  

 

Formally, GATS does not prevent any country from taking prudential measures to protect 

depositors, investors etc. or to ensure the integrity and stability of the financial system. 

Art. XI.2 states that "nothing in the GATS agreement shall affect the rights and obligations of 

the members of the international Monetary Fund under the Articles of Agreement of the 

Fund". This legitimates controls over capital transactions since the IMF's articles continue to 

permit policy autonomy regarding such controls26. These rights and obligations however are 

subject to the condition that "a member shall not impose restrictions on any capital 

transactions inconsistently with its specific commtiments regarding such transactions". In 

other words, GATS commitments should not be undermined by these IMF rights.  
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WTO members are allowed to not apply Art. XI, provided they do not thereby restrict trade 

and commitments made. Art. XII allows countries to restrict their market opening 

commitments in the financial sector (or other sectors), and the international transfer of money 

related to it, in case of serious balance of payment problems. A country that invokes these 

restrictions, however, needs to fulfil a number of conditions, including criteria of non-

discrimination and least-harmful effects upon foreign service providers, consistence with the 

Articles of the IMF, and a time limitation of the measures. The country also must undertake 

consultations with WTO members; ultimately, the assessment of the IMF of the financial 

situation of the country determines whether the restriction measures are to be allowed. 

 

Art. 2 on domestic and prudential regulation in the GATS Annex on Financial Services also 

allows a country to take prudential measures against foreign exchange exposure. The Article 

states that such measures should not be used to avoid commitments or obligations under the 

GATS agreement. This condition attached to the prudential carve-out measures may cause 

countries to avoid taking measures which, while contravening GATS commitments, are 

nevertheless the most effective for dealing with financial instability. Also, if a WTO member 

challenges a measure of another WTO member as being not a prudential measure but rather 

a way to avoid a GATS obligations, a WTO panel -with a financial sector specialist- must 

decide whether that is the case or not. Thus, central banks and other regulators might loose 

their freedom to impose the prudential regulations they see as necessary. No case has been 

brought to the WTO so far. 

 

Finally, Art. XVI on market access specifies six categories of measures which governments 

are not allowed to carry out for those (financial) services on which they have made GATS 

commitments. Some of the prohibited measures that governments sometimes use in the 

financial sector for economic, sovereignty or prudential reasons are: 

- limitations on the value of service transactions or assets,  

- limitations on the quantity of the service output,  

- measures that require specific types of legal entity or joint ventures, and  

limitations on the permissible size of the participation of foreign capital.  

If governments want to carry out such limitations for committed sectors, they have to specify 

them as exemptions in their countries' GATS "schedules" (list of commitments established at 

the end of the GATS negotiations for each country). 

 

 
26 A. Cornford, Idem, p. 6. 
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Some countries have made explicit references to their prudential policy in their schedules in 

order to safeguard their freedom to take the regulations they see necessary. 

 

Liberalization of financial services according to GATS rules without exemptions might 

challenge the general recognition that, under the conditions of globalisation, the stability of 

the national and international financial systems relies on the scale and sequencing of 

financial reforms, and that a gradual and considered approach to the deregulation of financial 

services and financial flows is needed to make financial liberalization beneficial for the 

economy.27 The World Bank, IMF and Western countries argue that deregulation and 

liberalization of financial services strengthens the financial sector of a country and allows 

more stable – i.e. less volatile - sources of funds, with the proviso that appropriate regulatory 

and legal frameworks and adequate supervision are in place, and that a well-sequenced 

policy of domestic reform of the financial sector and of capital account liberalization is 

undertaken. The financial crisis of 1997-98 has even convinced the IMF that swift capital 

account liberalization can lead to a financial crisis and that sequencing of such liberalization 

is necessary. 

 

 

=================================================================== 

BOX: What requirements need to be made to foreign banks? 
“I think the one conclusion that I would strongly urge is that developing countries should be permitted 

to require that the head offices of the banks that are establishing a presence there be required, as a 

condition of access, to give their local branches liquidity support even during balance-of-payments 

crises.  It would be a mistake to have an international agreement whose effect were to prohibit 

countries from demanding such terms. “  

 

Source: J. Williamson (World Bank), Whether and when to liberalize capital account and financial 

services, WTO - Economic Research and Analysis Division Staff Working,  Paper ERAD-99-03, 

September, 1999, p. 15. 

=================================================================== 

 

                                                 
27 Finance matters - Finance liberalization: too much too soon?, id21 Insights #40, March 2002 (at: 

www.id21.org/insights/insighths40/insights-iss40-art00.html); see also: World Bank, Finance for growth: Policy 

choices in a volatile world, Policy research report, May 2001. 
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4. WHO WILL DECIDE ON PRUDENTIAL REGULATION AND CAL 
POLICIES?  
 

In the current bilateral GATS negotiations to make further market openings in financial 

services, many governmental regulations are being targeted by the EU28 as being trade 

restrictive, while targeted countries will argue that they are prudential. For instance, 

Malaysia29 argues that it has a 10-year programme to strengthen its financial services sector 

which includes gradual liberalization without undermining financial stability, and measures 

that limit access by foreign financial companies to the Ringgit. They EU wants30 to remove 

the latter measures such as the prevention applied to foreign banks from having access to 

local currency capital markets or from issuing and purchasing Ringgit travelers cheques. As 

another example, China has imposed regulations which it considers prudential, e.g. 

regarding capitalisation requirements and setting up branches by foreign financial service 

providers, which are already being questioned during the negotiations by the EU and other 

WTO members as constituting unnecessary barriers to trade, or as violations of the principle 

of national treatment31.  

It is not clear how these different interpretations of necessary and prudential regulations will 

play out during the negotiations: will it be a matter of (economic) power to push or resist, or 

will they be subject to the trade deals made at the end of the negotiations in which prudential 

measures might be overlooked?  

 

Beyond those bilateral negotiations on commitments, the question is what role the WTO will 

or should play in prudential regulation. The negotiators have also discussed the "prudential 

carve-out" of the GATS Annex on Financial Services (Art. 2). Some developed countries 

have proposed tighter definitions or closer links with international standard setting bodies32 or 

with supervisory activities of the IMF33, while developing countries are more interested in 

                                                 
28 See www.gatswatch.org: according to the leaked EU requests; it is assumed that the US has made similar, if 

not more aggressive, requests. 

29 WTO, Communication from Malaysia: Challenges in the financial services sector, 30 July 2003 (WTO 

document TN/S/W/17 S/FIN/W/28). 

30 See www.gatswatch.org: EC requests to Malaysia, Financial services, p.3. 

31 WTO, Committee on Trade in Financial Services Report of the meeting held on 21 October 2002, see 

document nrs 22 - 71: discussion during the review of the accession of China to the WTO relating to financial 

services. 

32 For instance the Basel Committee on Bank Supervision. However, one of the questions is in how far 

international standards are adequate for developing countries. 

33 The IMF Financial Sector Appraisal Programme (FSAP). 
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keeping the carve out broad and without constraints on their policy making. A. Kern34 puts it 

as follows: 

“[There is a]  need to define prudential regulatory standards in a manner that promotes a 

synthesis between trade and regulatory values. The issue becomes whether the WTO should 

play a role in this process, and if not which international bodies or organisations should be 

deferred to in setting international standards of prudential regulation. The absence of a 

definition in this area means that finding such a synthesis will be left to the adjudication 

proceedings of the GATS, and potentially within the legislative jurisdiction of the WTO. The 

evaluation will also cover the issue of the adequacy of the current international prudential 

mechanisms as benchmarks for assessing a member’s prudential regulatory measures. This 

does not prepare for a promising integration of the financial systems. It only stands to disturb 

the constitutional balance of the international economic system by rendering GATS the de 

facto ultimate arbiter of international financial regulation.” …“[T]he ambiguities surrounding 

the interpretation of the concept of prudential regulation and its scope of coverage in the 

‘prudential carve-out’ of the Financial Services Annex will likely result in many trade disputes 

regarding the validity of prudential measures taken by members to ensure the protection of 

investors, policyholders, shareholders, and to promote integrity and stability of the financial 

system.  …[T]he WTO’s dispute settlement mechanism is an inefficient mechanism to 

determine the right balance between free and open trade and prudential safeguards. “ 

 

One of the issues that have not been clarified is in how far the measures to restructure the 

bank sectors, as is the case after the Asian financial crisis, which might involve capital 

injections with state money can be considered as distorting competition and discriminating 

against foreign financial service suppliers that do not receive such an injection. 

 

The lack of clarity of what is allowed under the prudential carve-out of the GATS raises the 

danger of a chilling effect on regulations to achieve financial stability. If, for instance, some 

countries did not consider a currency tax (“Tobin tax”) a prudential measure, they could 

accuse another WTO member that imposes such a tax of applying restrictions on 

international transfers if related to, and seen as essential in, committed financial sectors, or 

of breaching of Art. XI obligations if the tax affects current transactions. 

 

 

 
34 Alexander Kern, The World Trade organisation and financial stability: 

the need to resolve the tension between liberalization and prudential regulation, ESRC Centre for Business 

Research Cambridge University (Working Paper No.5), 2002, p. 5, 45. 
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5. LINKING GATS NEGOTIATIONS WITH THE REFORM OF THE 
FINANCIAL ARCHITECTURE 
 

The importance of prudential measures and management of the capital account at THE 

national level is enhanced by the fact that the current GATS negotiations on financial 

services are taking place at a time when the reform of the financial system announced after 

the Asian financial crisis has bogged down. However, one problem is that national measures 

and supervision might not be enough to deal with the effects of financial services 

liberalization. According to East Asian policy makers35, the domination and specialisation by 

Western financial companies in capital market services in East Asian markets (see above, 1.) 

require: 

- a reliable global or regional lender of last resort, 

- an agreement among the global community to establish a global regulatory authority, 

- enough efforts to expanding and strengthening cross-border financial supervision and 

regulation by advanced countries with developed financial markets, 

- effective cross-border prudential supervision of foreign financial companies operating out of 

East Asian financial markets  

 

An important issue in the reform of the financial system is improved transparency by banks 

operating internationally. Publishing more information increases 'market discipline' in the 

financial markets because investors and customers can assess the bank’s state of affairs 

and act accordingly; in addition it opens up more opportunities to supervisory authorities to 

play their role. A review of fifty-four international banks in 2001 showed that they disclosed 

only 63% of the items considered important by the Basel Committee of Banking Supervision 

(the association of all major supervisory authorities). While that was an improvement over the 

previous years, it was still far from sufficient. In particular, information about their techniques 

for mitigating credit risks (including more speculative credit derivatives) was lacking, which 

makes it difficult to monitor from the outside their practices and expertise for avoiding bad 

loans, a major source of instability. Ironically, while GATS makes greater transparency of 

governments on service regulation a priority, it does not address the lack of transparency of 

service providers operating internationally, which poses many problems for host country 

authorities, particularly in the financial sector. 

 

                                                 
35 Yung Chul Park, Kee Hong Bea, Idem, p. 185.  
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There are quite some overlaps between the work of the WTO and work in other international 

institutions and fora regarding the reform of the international financial architecture. 

 

It is high time that the linkages and contradictions between the international and national 

efforts for financial stability and the GATS rules are fully discussed, based on concrete 

experiences. This could avoid unforeseen consequences with a detrimental economic, social 

and environmental effect as was the case during the Asian crisis and allow governments to 

take the necessary accompanying actions within the GATS negotiations and outside. So far, 

negotiators and their corporate lobbies of developed countries have shown little willingness 

to recognise that the right condition for swift global liberalization of financial services might be 

lacking and that negotiations should only take place after a proper assessment. 
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ANNEX 
 

GATS INSTRUMENTS ON 
FINANCIAL SERVICES 

An overview 

 

 

Liberalization according to the GATS agreement 
 

The general principles and rules of the GATS agreement also apply to financial services. 

 

A. Trade in services and its liberalization take different forms under GATS: 

• Mode 1: "cross border trade": e.g. a financial company which is established abroad is 

allowed to provide services, such as banks deposits, to a client in another country e.g. via 

internet banking 

• Mode 2: "consumption abroad": e.g. a firm is allowed to take a loan in a foreign country  

• Mode 3: "commercial presence": e.g. a country allows foreign banks to open new 

branches  

• Mode 4: "cross-border movement of persons": e.g. a Brazilian manager of a Dutch bank 

is allowed to work at the offices of the Dutch bank in New York. 

 

B. A country liberalizes, or "makes commitments in", its financial services fully or partly under 

GATS by adding them to its GATS list ("schedule") of the services that it agrees to open up. 

This schedule can include exemptions to some GATS rules and specify which financial sub-

services and which "modes" are liberalized.  

 

C. The rules and obligations of the GATS agreement that apply to financial services include: 

 

C.1. General obligations that a country has to implement even if it has not liberalized 

financial services under GATS: 

• treating all foreign financial services equal (Most Favoured Nation / MFN) 

• transparency: openess and notification of all measures and new laws on financial 

services) 
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c.2. Specific obligations applying to financial services if they have been liberalized in GATS 

schedules of WTO members: 

• due treatment of foreign services suppliers when taking administrative measures or 

giving authorisation to supply a financial service 

• ensure that standards, licensing and other requirements do not constitute a barrier to 

trade 

• no restrictions on international payments for current transactions related to committed 

financial services, except in case of balance of payment problems 

• no measures that limit the operation or ownership of financial services e.g. limitation 

on the number of branches (domestic regulation obligations) 

• equal treatment of foreign and national financial service providers (national treatment) 

• a GATS commitment to liberalize cannot be reversed unless compensation is 

negotiated with the WTO trading partners. 

 

During the current GATS negotations, the leaked negotiation texts make clear that 

liberalization often means eliminating national laws e.g. that restrict full ownership of a bank 

and other measures which are seen as barriers to trade. 

 

 

The Annex on Financial Services allows some prudence 
 

The Annex on Financial Services to the GATS agreement provides some specification on 

how authorities can regulate financial services.  

It describes which "services supplied in the exercise of governmental authority" are 

exempted from the GATS agreement (art. 1), such as activities by the central bank or by the 

public retirement systems. The Annex provides a non-exhaustive list of insurance, banking 

and other financial services that are being subject to GATS rules and commitments. 

 

"Prudential carf-out" 
The Annex specifies that notwithstanding the GATS rules, WTO members can take 

measures for prudential reasons such as protecting investors and depositors, and ensuring 

the stability of the financial system. However, such measures should not be a means to 

circumvent GATS rules nor commitments made under GATS.  In case of a dispute, the WTO 

panel has to have the necessary financial expertise. The Annex specifies how countries can 

make agreements to accept each others' prudential measures. 



 

 89

Promoting liberalization: the Understanding on 
Commitments in Financial Services
 

The financial services have received a special instrument in the WTO to promote their quick 

and full liberalization in several ways: The Understanding on Commitments in Financial 

Services. 

 

A. The Understanding provides WTO members with the possibility to agree to a set of market 

openings including allowing: 

(1) cross-border trade (mode 1) for insurance, banking and other financial services,  

(2) the right to establishment for foreign service financial providers (mode 3), and   

(3) the temporary presence of managers and specialists in financial services (mode 4). 

Moreover, any new conditions to the above market opening may not be more restrictive than 

those already existing (standstill in restrictions).  

Members can include this set of market opening in their schedule or still choose to make up 

their own GATS schedule in which they open up some (financial) services to foreign 

suppliers. All industrialised countries have accepted the Understanding as the basis of their 

commitments and see it as a minimum for others, but only very few developing and emerging 

market countries have joined in.  

 

B. The Understanding asks WTO members to limit restrictions on financial services beyond 

what has already been agreed in the GATS agreement! This means an erosion of the 

exemption from GATS rules for financial services supplied in the exercise of governmental 

authority (e.g. central banks) and for public procurement (e.g. financial services purchased 

by public entities).  

 

C. The Understanding also requires members to remove any obstacle for foreign financial 

services that remains even if all the provisions of the GATS agreement have been respected. 

Following on, the Understanding provides guarantees that foreign financial service suppliers 

have access to payment and clearing systems operated by public entities, are not hindered 

in the transfer of information and permitted to introduce any new financial service. Foreign 

financial companies see the lack of such guarantees as (non-tariff) barriers to their trade.  
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After the Uruguay Round: the Fifth Protocol to the General 
Agreement on Trade in Services 
 

At the end of the negotiations of the GATS agreement in 1994, some WTO members and 

especially the VS (read: its financial lobby) were not satisfied with the commitments made on 

financial services.  It was decided to continue the negotiations on financial services 

specifically, which lasted until the end of 1997. The Fifth Protocol to the General Agreement 

on Trade in Services contains the lists of countries with more market openings for financial 

services than agreed in 1994. Although the Protocol entered into operation in 1999, several 

members have postponed their acceptance of the protocol, amongst others Brazil. 

 

 

SOMO, September 2003
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ANNEX: China's experience

 

In China, the experience of liberalising financial services to date – full opening has still not 

taken place - reflects experiences in other countries:36  

 

(a) Positive:  

- Foreign banks are improving the functioning of the financial system: they are promoting 

the competitiveness of domestic banks and bringing in new experience in risk 

management, internal controlling, incentive mechanisms, business innovation and 

accounting. 

- There have been increased foreign capital inflows, and an improvement of the investment 

environment. 

- After entering the Shanghai market, a major US insurance group (American International 

Group) introduced a recognised insurance marketing system, stimulated the domestic 

insurance market, strengthened the idea of customer-oriented service among Chinese 

insurance companies, and promoted the development of the personal life insurance 

market.  

- Foreign financial service companies provide more advanced services and financial 

innovations to consumers in China. 

 

(b) Negative:  

- “Cherry picking”:37 Domestic banks loose especially rich clients (“high end consumers”) 

to foreign banks. Since such rich clients provide most of the profit for a bank (according 

                                                 
36 Overview made by M. Vander Stichele based on: WTO, Communication from the People`s Republic of China - 

Assessment of Trade in Services, document no. 19, 21, 22. 26, 41, 43, 44 45, 47, 48, 49, 50; WTO, Report of the 

meeting held on 9 December 2002- 13 January 2003 (TN/S/M/5) 12 February 2003, document no. 7. 

37 This phenomenon is being used in many countries, for instance in Turkey (see: M. Karatas & M. Broadbent, 

Foreign banks in emerging markets: a Turkish success story, in id21 Society & economy, 29 April 2003 

(www.id21.org/society/s7amk1g1.html) : Turkey is not considered to be typical of emerging markets because 

foreign banks only control 2% of domestic banking operations (in Poland they control 36%) and 40% is still in 

hands of large public banks. Twenty-one foreign banks are operating in the country. The most successful foreign 

bank has first served multinational and government clients and was able to survive the financial crisis in Turkey 

(high inflation, volatile market) through adaptive and aggressive strategies and by segmenting the market 

amongst others to financing of the many privatisation projects, focusing on corporate banking and credit cards, 

limiting its physical distribution network and careful selection of clients and sectors to which it provides services. 

In other words, foreign banks have the ability carefully select the most profitable sectors and clients and are not 

interested in full expansion all over the country, increasing the unequal development between the different Turkish 

regions.  
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to Chinese statistics: 80% of the profits come from the richest 20% of the clients), 

domestic banks are losing profitable clients and are left with the less profitable ones, 

which can further undermine their capability to compete with foreign banks, which in turn 

are not interested in serving poorer clients. 

- Brain drain: Domestic banks are losing many capable senior executives and key 

personnel. This leads to a lack of experienced executives in domestic banks and further 

undermines the swift development and improvement of these banks. 

- Widening the gap: The imbalance of economic development between the eastern and 

western regions of China in widening further as more foreign investments – and their 

banking services – flow to the more developed eastern part of the country.  

 

(c) Challenges:  

- The entrance of foreign insurance companies has shown a dramatic expansion of these 

companies in a short period of time. Foreign banks have developed their activities very 

fast. This makes it difficult for Chinese companies to meet the fierce competition, while 

the supervisory and regulatory authorities have trouble keeping abreast of the 

developments and their risks. 

- GATS has also provided for China’s insurance companies the opportunity to establish 

abroad, but Chinese financial services lack the competitive edge (and still need a lot of 

restructuring) to expand abroad to the extent that foreign financial services are capable of 

entering the Chinese market. This adds to a deficit in services trade, and to balance-of-

payments problems. 

- China needed to introduce new regulatory bodies for supervising the insurance and 

securities sectors, alongside those regulating and supervising the banking sector. (Note 

that in the West, regulators and supervisors have come to the conclusion that banking 

and insurance regulatory bodies are not adequate, but need to be integrated, as financial 

institutions are increasingly involved in banking, insurance and securities at the same 

time); 

- Loans issued in foreign exchange have rapidly become an important channel for capital 

inflows into the country, providing capital for domestic enterprises, but also increasing 

foreign exchange and capital flow instability (see above), which requires careful macro-

regulatory management of the financial system and monetary policy by the authorities. 

Transaction techniques have become more complicated, and China’s financial institutions 

are experiencing tremendous changes which increase the risk of instability. China admits 

that its administrative capacity of the regulatory authority still falls far behind that of many 
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developed countries and that continuous reform and improvement is needed, which adds 

to the difficulties and costs of administering the financial system.
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Argentina: Slow Death or Resurrection? 
 
Fernando J. Cardim de Carvalho, Professor of Economics, Institute of Economics, Federal 
University of Rio de Janeiro 
 
 
1. Introduction 
 

By the end of the 1980s, Argentina was going through a period of crisis so intense that the 

very survival of the country was in doubt. After years of decay, both in economic and in 

political terms, the first democratically-elected President of Argentina, Raul Alfonsin, was 

forced to shorten his term amid widespread social agitation caused by runaway inflation and 

increasing unemployment. A long-lasting but very unstable institutional arrangement called in 

Latin America a high inflation regime, was showing strong signs of exhaustion1. The most 

important of these signs was the inability to contain inflation rates within a given range 

compatible with survival, if not the efficient operation, of a market economy. The collapse of 

trade, caused by the refusal of traders to accept payments in local currency, a hallmark of an 

acute hyperinflationary process, leading to invasion of supermarkets and stores, and open 

social convulsion, led to the early ending of the Alfonsin presidency, in 1989. 

 

Alfonsin was succeeded by President Carlos Menem, a leader of the Peronist party.2 Mr 

Menem initially followed the trail set by Alfonsin, announcing a stabilization plan right after his 

inauguration and another a little later. The inability to recover some measure of control over 

the speed with which prices were increased led to the adoption of the Convertibility Plan, or, 

as it became more widely known, the Cavallo Plan, named after the Finance Minister who 

conceived and applied it. 

 

Arguably, the Cavallo Plan was one of the most successful collection of policies ever 

implemented in a Latin American country, quickly leading to a durable reduction in the rate of 

inflation. By the end of the decade, Argentina was concerned with a unheard of problem in 

the region, the possibility of deflation. Even after the deep shocks that followed the collapse 

of the De La Rua government, in December 2001, inflation did not return.3 On the other 

 
1 Signs that were to be repeated a little later in Brazil where an institutional arrangement similar in many aspects 

was also in force since the mid-1960s, leading to the adoption of the Real Plan in 1994. 

2 Officially named Partido Justicialista. 

3 One could rightly argue, of course, that inflation did not return in 2002 because of the recession suffered by 

Argentina, the deepest in recorded history. Nevertheless, even in 2003, when the country has been living through 
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hand, the Plan is also blamed for causing, or for decisively contributing to, the problems that 

led to the 2001 collapse and the ensuing difficulties for overcoming the economic crisis. 

 

2. The Cavallo Plan 
 

In a narrow sense, the Cavallo Plan consisted of three interrelated, but basically 

independent, measures, that are sometimes confused even in language. Firstly, it was a 

convertibility plan, that is, a decision to allow trade in exchange market to be completely free, 

eliminating all kinds of controls on commercial or financial transactions with foreign 

currencies, particularly the US dollar. The US dollar, that had always been extensively used 

by Argentines as a store of value, became also a means of payment, to be used in domestic 

transactions side by side with the local currency. Secondly, the plan consisted in the 

adoption of a fixed exchange rate regime, that became known in Argentina as the “uno-a-

uno” regime, according to which the external value of the peso was to be permanently 

maintained at the rate of 1:1 to the US dollar. Both these dimensions became so intertwined 

at the eyes of Argentines (and even of most foreign commentators that the word convertibility 

came to mean the combination of both characteristics). Thirdly, the Cavallo Plan introduced a 

monetary regime consisting of a currency board, that is a money supply rule according to 

which the issuance of money was limited by the availability of foreign reserves of the same 

value. The currency board was introduced to show the public that no discretion was allowed 

to the monetary authorities in the management of the money supply, so that no doubt could 

exist about the commitment to the “uno-a-uno” rule. Anybody willing to challenge the 

exchange rate regime could freely convert pesos into dollars, because the supply of pesos 

was equivalent to the amount of dollars held by the Central Bank. 

 

As already noted, the Cavallo Plan was immensely successful in meeting its immediate goal 

of eliminating inflation. However, the plan exhibited some important internal limitations that 

could reduce its resistance to shocks at the same time that it did not address some important 

sources of fragility of the overall Argentine economy. These weaknesses ended up 

accumulating tensions that ultimately caused the end of this experiment in economic policy.  

 

At least three internal limitations should be noted. Firstly, the currency board was at most ax 

expectations trick. In modern societies, money consists not only of the paper money issued 

by the government (or under its authority) but also, and, in fact, mainly, of demand deposits 

 
a period of strong recovery, inflation is still very much under control. More importantly, perhaps, in the past, even 

deep recessions of long periods of stagnation were not enough to restrain the rate of price increases. 
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kept at commercial banks. The currency board in Argentina guaranteed only paper money 

and bank reserves, what is called the monetary base. Bank money was not guaranteed by 

the currency board. In fact, in the event of a confidence crisis (as it eventually happened in 

the last months of 2001), people would try to convert all kinds of money (issued by the state 

or in the form of demand deposits) into dollars, only to find out that the foreign reserves 

under the control of the Central Bank was not enough to defend the convertibility. In fact, the 

liquidity of the banking system was a latent problem, since the currency board arrangement 

did not allow the Central Bank to operate as a lender-of-last-resort to banks, unless it was 

able to find ways to tap into international money markets. 

 

Secondly, the currency board creates a direct transmission channel of disturbances in 

international capital and money markets and the domestic economy. There is no cushion 

between the domestic economy and the international economy under this arrangement. In 

the first years of the Cavallo Plan, the international financial system was overflowing with 

liquidity. The abundance of international liquidity translated itself in an ample supply of 

foreign currency to Argentina, exercising a strong pressure on the peso to increase in value. 

The reversals in capital flows to developing economies after the Asian and Russian crises 

led to pressures on the domestic supply of money and on domestic interest rates. The 

Argentine Central Bank was fundamentally powerless to neutralize both kinds of movement. 

 

Finally, as it often pointed out in particular by more orthodox analysts, particularly those 

connected with multilateral financial institutions, the adoption of the convertibility plan 

violated the conditions established in the optimal currency areas models. According to these 

models, an optimal currency area would include economies subject to largely similar external 

shocks, so that adjustment policies adopted by each economy would be similar in nature. 

Argentina and the US, however, are not integrated enough. On the contrary, trade 

connections between the two countries responded for only about 3% of Argentina’s GDP. 

The US dollar was chosen as the “anchor” to the peso not because the two economies were 

integrated but because Argentines showed a strong preference for the dollar as a store of 

value and unit of account through the years. As a consequence, external shocks would be 

likely to have very different impacts on each economy, requiring relative price adjustments 

that would be more difficult to perform under the currency board regime.4

 

 
4 The inadequacy of the Argentine currency board in terms of optimal currency areas models are discussed in 

Perry and Servén (2003). 
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Besides these difficulties that were, say, internal to the Cavallo Plan, a major problem 

remained untouched by the new policy: the previous accumulation of external debt that 

required the Argentine economy to generate enough resources in US dollars to keep its 

service going.5 At best, the Argentine economy would move along a razor’s edge between 

the need to accelerate growth and the difficulties such growth could create for the 

sustainability of its external position.  

 

3. The Argentine Economy in the 1990s 
 

Despite the intrinsic fragilities of the Cavallo Plan, the Argentine economy performed well in 

the years between the adoption of the plan and the Mexican crisis of 1994/5. One reason for 

the relative tranquility of this period was the abundance of liquidity in foreign capital markets 

that allowed developing countries to borrow as much capital as they wanted (sometimes 

even more than they wanted) at relatively low interest rates. The currency board 

arrangement allowed these relaxed conditions in international financial markets to be 

translated into favorable domestic financial conditions, with an increasing supply of credit and 

a falling rate of interest. Of course, one have to keep in mind that tranquility at the present 

was being bought at the cost of increasing payment commitments for the future and that a 

significant share of this increasing debt was remunerated by variable interest rates, 

particularly the resources borrowed by the private sector.  

 

It is important to keep in mind, on the other hand, that the success of the stabilization plan in 

drastically reducing inflation in Argentina, as it was also the case with the Real Plan in Brazil 

three years later, was responsible for a sharp improvement in the expectations of all 

economic agents, entrepreneurs, workers and bankers alike. To some extent, this renewed 

optimism was a reflection of the reduction of perceived uncertainty surrounding real incomes. 

Real wages, in particular tend to increase because of the significant reduction in volatility, 

pushing forward the demand for consumption goods. Banks tend to increase the supply of 

credit to private borrowers for the same reason. Firms plan to increase investments either 

 
5 As Frenkel (2003) has pointed out, it was not solvency that mattered but sustainability. For creditors it is the 

ability to service the debt that counts, not the way the required resources are being obtained. The debt may be 

sustainable even if solvency is in doubt if capital inflows are enough to cover the expected payments of interest 

and amortization. Of course, as Kregel (2003) stresses, this is a Ponzi scheme, bound to end up generating a 

crisis if nothing is done, such as a restructuring of the debt or the adoption of policies capable to generate net 

exports in the scale necessary to redeem the debt and reduce its service burden.  
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because demand grows and/or because reduced uncertainty allows better planning for the 

future and a strengthening of animal spirits.  

 

Prolonged exposure to high inflation produces a very palpable sense of fatigue. When the 

first so-called heterodox stabilization plans were implemented in Argentina and Brazil in the 

mid-1980s, they were welcomed enthusiastically by the population. The return of high 

inflation after each plan had deleterious effects on these economies that went beyond its 

material impact. Unless one understands that continuing high inflation was quickly eroding 

overall hopes and expectations of the general public in these two countries, generating a 

deep helplessness feeling and a sense of unavoidable doom, one cannot understand how 

stabilization plans that had so many flaws in their conception as the Cavallo Plan (and, to a 

lesser extent, the Real Plan) could generate such an enthusiastic adhesion by the whole 

society. To deal with high inflation is not only annoying: it really consumes real resources, 

particularly in the form of waste of time and loss of planning horizons. People don’t only get 

tired of inflation, they get poorer too. In these conditions, any stabilization plan that is 

perceived as capable of eliminating high inflation becomes something like a national 

treasure, to be preserved and defended against hostile forces. Even if rationally one could at 

some point of time realize that the strategy became obsolete and in need of replacement, it 

may be politically impossible to do it without causing a major commotion. 

 

The Cavallo Plan was also helped by the overvaluation of the Brazilian currency, particularly 

after the creation of the new currency, the real, in 1994. The real was grossly overvalued, 

since the government expected that cheap imports could act (as it in fact did) to repress 

domestic inflationary pressures. The logic was simple: local firms would not dare rising their 

prices on the knowledge that not only imports were liberalized  but also that they would be 

made artificially more competitive by the cheap dollar. The rapid increase in imports in Brazil 

opened an important opportunity to Argentine exporters. The overvaluation of the Argentine 

peso was, to some significant extent, disguised by the overvaluation of the Brazilian real. 

 

As Heymann et alli (2003) emphasize, the fulcrum of the price stabilization strategy was to 

convince the Argentine public that the newly-created peso was as a strong as the US dollar. 

To give credibility to this thesis was the immediate meaning of convertibility. To win the 

credibility game, the Argentine government kept raising the stakes, increasing the exit costs 

of such a system. Not only Argentines were stimulated to make commercial and financial 

deals with foreign partners, but local financial contracts were allowed to be signed to be 

liquidated in dollars. Casual empiricism could attest that in relation to commercial activities 



 

the bet was won: dollars and pesos circulated freely in Argentina. Traders seemed to be 

completely indifferent to the currency actually used in commercial transactions. Financial 

agents, however, seemed to be less sanguine: the interest rates paid on loans in dollar were 

slightly lower than those paid on loans in pesos. Be it as it may, nobody seemed to pay much 

attention, however, to the fact that local firms (or consumers) that were going to receive their 

revenues in pesos (selling to local buyers) were free, however, to borrow in dollars. In fact, 

they were stimulated to do it since, as mentioned above, resources were cheaper if 

contracted in dollars. The currency mismatch characterizing balance sheets of firms that had 

their assets earning revenues in pesos, but their liabilities committing them to payments in 

dollars (or denominated in dollars) only seemed to become an object of concern much later 

in the decade when expectations as to the survival of the currency board deteriorated.   

 

 

ARGENTINA - REAL GDP - YEARLY 
GROWTH RATES

-20
-10

0
10
20

19
91

19
93

19
95

19
97

19
99

20
01

year

gr
ow

th
 ra

te
s

 
Source: Maia and Kweitel (2003). 

 

 

Be it as it may, the Argentine economy performed well in the aftermath of the Cavallo Plan, 

reaching especially high growth rates in the first two years of the stabilization plan, as one 

can see from the graph above.  

 

Beneath the surface, however, things seemed to be a lot more complicated than this. 

Confidence and optimism did not translate into real investment. As pointed out by Fanelli 

(2002), Argentina´s external liabilities are practically of the same value as that of total assets 

owned by Argentine residents abroad. As Fanelli concludes, foreign capital actually financed 

investments abroad rather than the growth of capital equipment in Argentina. Under these 

conditions, it is not surprising that productivity growth, although impressive in the first half of 

the 1990s, could not be sustained so that any increase in competitiveness of Argentine 
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exporters was not enough to generate current account surpluses that could reduce the 

economy´s dependence on foreign capital.  

 

Alarm lights were first turned on during the Mexican crisis, which led to a reversal of capital 

flows. The impact of the crisis was sufficiently severe to force the government to seek for 

new instruments to strengthen the stabilization strategy. The main initiatives taken by the 

government were to contract stand-by lines of credit with international banks (since it was 

only by additional borrowing that the Central Bank could increase reserves and thus issue 

pesos to serve as a lender-of-last-resort) and to seek support from the IMF, which, of course, 

never comes alone. Macroeconomic policy in Argentina became now constrained by the 

conditionalities imposed by the Fund.  

 

As can be seen from the graph above, however, the Mexican crisis was resolved and 

Argentina resumed at least an appearance of normality until 1999, when the final crisis 

began, under a combination of accumulated tensions that could not be dealt with within the 

confines of the currency board. 

 

4. The Crisis 
 

Argentine economists have been using the term depression to characterize the state of the 

economy from the end of 1998 to 2002. The term is justified both by the depth of the 

contraction in GDP and by the duration of the crisis. Argentina´s GDP suffered an 

accumulated reduction of more than 20% between 1999 and 2002, having decreased about 

11% in 2002 alone. After de la Rua´s resignation, which followed a sequence of ever more 

violent street protests, three presidents governed the country, including Nestor Kirchner, 

elected in 2003. Unemployment rose to previously unknown levels and the phenomenon of 

widespread poverty, so common in other Latin American countries, made a dramatic 

appearance in that country. On the other hand, foreign (and local) investors found 

themselves facing the largest default ever declared by a developing economy, banks had to 

be closed for a long period to avoid runs and, after reopening, paid a high price when the 

government converted assets and liabilities denominated in dollars to pesos at different 

rates.6 

 

 
6 In a process that was called asymmetric pesification. Liabilities were converted at a rate of 1,40 peso for dollar, 

but assets at a rate of 1 peso for dollar, so the value of liabilities was increased while the value of assets was 

maintained at the original levels. 



 

 101

                                                

Many reasons have been listed to explain the crisis. One analyst even used the expression 

perfect storm to refer to the unusual combination of bad news that not only led to a crisis but 

also explained its severity. Some factors seem to be consensual: overvaluation of the peso 

with respect to the dollar had particularly damaging effects when the dollar itself rose in 

value, after 1998, and the real collapsed in 1999. Argentina lost important markets both in 

the Brazilian and the European markets as a result of these two factors. Deprived of the 

possibility of changing exchange rates to seek balancing its trade balance, Argentina could 

only respond to those two shocks by deflating its economy, which not only proved to be 

politically impossible but also caused the recession to deepen.  

 

More debatable are the roles of fiscal policy and of the IMF in the triggering of the crisis. 

Orthodox economists, particularly those related to multilateral institutions, tend to blame the 

fiscal policy for the crisis. Although generally accepting that fiscal deficits emerged after 1998 

mostly because of the GDP contraction, with its consequent reduction of tax revenues, these 

critics blame the government for not having built a cushion in the prosperous early years of 

the decade, generating surpluses that could be used to strengthen public finance in the crisis 

years. Non-orthodox critics point out, in contrast, that, first, the problem was not the 

generation of fiscal surpluses but of surpluses in foreign currency to keep external debt 

sustainable, and, secondly, that public deficits in Argentina were lower than those accepted 

by the Maastricht Treaty in Europe.  

 

There is also debate around the role of the IMF. Again, most analysts would agree that the 

contractionary adjustments imposed by the Fund, forcing governments to cut expenditure 

during a crisis to increase primary surpluses, is both a cause of further reductions of 

aggregate demand and income and innocuous as a remedy, since even if surpluses are 

actually obtained they could not be used to service foreign debt. More conservative 

economists would argue, however, that there would be no alternatives since financial 

markets would refuse to extend credit to the government anyway, so it would not be possible 

to use Keynesian tools to spend its way out of the crisis, as critics such as Stiglitz have 

proposed.7 It is clear, in any case, that even the more generous analysts considered the 

Fund´s policies to be, at best, unhelpful. Whatever these policies were, they did not address 

the main problem: the debt overhang that plagues Argentina, as it does other economies in 

the region. 

 

 
7 This is the view advanced in Cline (2003). 



 

 102

                                                

As deep as the economic problems were, one should not ignore the political dimension of the 

Argentine crisis, particularly because of its implications for the rest of the continent. Even the 

more prosperous periods after the liberal reforms of the late 1980s and the 1990s were very 

frustrating for a large segment of the population of Latin America. Growth was episodic and 

erratic, never enough to spread its results to the overall population, in particular because of 

the inability of these economies to generate jobs and to overcome external dependency and 

vulnerability. Public services are bad and cannot be improved because public expenditures 

are primarily decided with an eye at the obtaining the primary surpluses that will calm 

financial markets. Vanquishing inflation was surely an important accomplishment, but price 

stability became the only durable gain to be obtained from these reforms, which has been a 

permanent source of annoyance for the population. More ominously, there has been a strong 

tendency to consider that the inability to choose better policies is a characteristic of 

democracy, since electing progressive parties and candidates has not led to any visible 

improvement in the situation.8

 

De La Rua was elected promising to change the orientation of the Argentine economy. He 

was ousted because from day one he submitted to the same liberal policies of his 

predecessors.9 Disappointment with his inability or unwillingness to promote change led to 

his gradual isolation until he could only find support, it seems, in his own family and 

immediate collaborators. After more than a decade of promises and false starts, the 

population seems to be getting tired of the liberal strategy. The risk is that the search for 

alternatives bypasses democratic methods, and that taking the issues to the streets prepares 

the way for populist or salvationist leaders that do not respect the freedoms obtained after 

the military were sent back to the barracks in all countries of the region. 

 

Weak governments, devoid of vision or initiative, such as De La Rua’s, not only cause 

political instability but, at the end of the day, also contribute to trigger financial crises, since 

investors realize that they are not capable of guaranteeing their commitments. In 2001, this 

was precisely the situation of the Argentine government, which contributed to deepen the 

crisis and lead to its violent conclusion. 

 

5. Perspectives 
 

 
8 One should consult the results of the polls taken by  Latinobarometer on the adhesion of Latin Americans to 

democracy. Consult www.latinobarometro.org. See also Carvalho (2000/1). 

9 A serious risk that also threatens Lula in Brazil. See Carvalho (2003).  
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Against most expectations, the choice of Eduardo Duhalde to serve as interim president, in 

2002, contributed to reduce the political temperature in Argentina and to recover some 

semblance of normality, at least enough to promote presidential elections in 2003. The new 

president, Nestor Kirchner, was inaugurated at Argentina’s national day, May 25th. 

 

Despite the initial fears that the circumstances of the election would diminish Mr Kirchner’s 

authority to propose new ways for the Argentine society10,  the new president has been 

forcefully advancing new policies and rejecting old ways, which has contributed to raise his 

appreciation among Argentines to very high figures.  

 

President Kirchner’s initiatives are not restricted to changing the economic situation. As 

importantly as his economic policies, without a doubt, are his moves to retire the military 

leadership, many of whom were compromised by the dirty war of the 1970s, to demand the 

annulment of the amnesty laws that benefited the torturers of the military dictatorship, to 

clean the police, to substitute justices in the Supreme Court identified as corrupt, etc.  

 

More directly to the point of this paper, Mr Kirchner made a frontal attack on the problem of 

public debt, by proposing a drastic reduction in its value, estimated to be between 75% and 

85% of its present value. Inverting the logic that has been advanced by the IMF, and has 

been accepted by many countries, including Lula’s Brazil, the Kirchner government did not 

start from what financial markets demanded in terms of interest payments to determine what 

was the room left for domestic policies, but did precisely the opposite. The calculation of 

what could be offered started from an evaluation of the internal needs of Argentina, in terms 

of employment, investment and social policies, to determine what could be left to be offered 

to lenders. Smartly, the Argentine government treated multilateral financial institutions like 

the Fund as senior creditors, so these loans should be served in full. Thus, private lenders 

were offered the residual of the government’s expected revenues after deduction of what is 

needed to promote growth and fight poverty and what should be used to serve debts with the 

multilateral institutions. The priority of internal expenditures was accepted by the Fund and is 

recorded in the letter of intent signed by Argentina and sent to the IMF’s board of directors.11

 
10 Mr Kirchner came in second in the first ballot, with about 22% of the votes, closely behind Carlos Menem. Mr 

Menem, however, gave up running in the second ballot when  he realized that he would not be able to gather 

enough support to beat Mr Kirchner again. It seems that Menem expected Kirchner to become a weak president, 

since he was chosen by only about one fifth of voters, which could prepare the way for his comeback perhaps 

later.  

11 “The main objectives are to protect the more vulnerable parts of the society and to support the growth potential 

of the economy through needed social and infrastructure investment in order to promote durable and equitable 
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growth with continued low inflation.” (Argentina’s Letter of Intent, available at the IMF website, www.imf.org, 

September 10th, 2003).   
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The Fund’s acceptance of the Kirchner program is an important event and it took an act of 

boldness to achieve it. The Argentine government threatened to default its obligations to the 

Fund unless an acceptable agreement could be reached with the institution. The agreement 

was signed the day after the deadline for payment of the debt with the Fund, and is notable 

for the vagueness of the dispositions accepted by Argentina. The Fund made it public that it 

wished Argentina would follow fiscal targets similar to those set in Brazil, aiming at a primary 

fiscal surplus of 4.25% of GDP for the next years. Argentina only accepted 3% for 2004, 

leaving future targets to be set in the future. The Fund also demanded a solution to the 

problem of public service tariffs, for the mostly foreign firms that assumed the sectors 

privatized in the Menem years. All the Argentine government accepted was to commitment to 

study the problem and advance a proposal until December 2004.12  

 

One should not underestimate the importance of being able to reach an agreement with the 

Fund without pre-specifying future commitments. The Brazilian government, for instance, 

under Lula, was unable to present any alternative, but to commit to the Fund´s (and the 

financial market’s) wishes. The emphasis given by the Fund to the need of conquering 

credibility with financial markets usually serves as an argument to demand firm commitments 

that restrain the policy-making autonomy of the national government. To the dismay of many 

of Lula’s voters, the new Brazilian government seems to be following De La Rua’s footsteps, 

giving up any attempt to reorient economic policies. It is Argentina the country that has really 

been attempting new and progressive alternatives to the liberal strategies of the 1990s.13

 

One should not underestimate the difficulties that President Kirchner’s government will have 

to face in the immediate future. The strong reaction of lenders and investors in Europe, 

 
12 The Fund’s discomfort with the terms of the agreement was made explicit by this unusual statement inserted in 

the press release announcing the approval of the new loan: “The Fund recognizes that a number of risks are 

associated with the proposed program, including those arising from the fact that key elements of fiscal and 

banking reforms that are crucial to sustainability will only be formulated at a later stage.” IMF Press Release 

03/160, September 20, 2003, www.imf.org.  

13 A current joke in the region nowadays is that Brazilians voted for Lula and got De La Rua. Argentines voted for 

De La Rua (in the sense of choosing a president everybody expected to be weak and indecisive) and got Lula. It 

is interesting to notice the different attitudes of the Argentine and the Brazilian governments as to the eventual 

overattainment of fiscal targets. The Brazilian government led by Lula seems to be proud to reserve any windfall 

fiscal gains to increase the primary surplus beyond the agreed target. This is done at the expense of expenditures 

in infrastructure investment, even though roads are falling apart and power generation is widely expected to 

become a problem in the near future. The Argentine government also earned higher incomes than expected 

(because the economic recovery has been faster than expected). The surplus revenues are being directed to 

investment and to raise pensions that were heavily eroded in recent years. 



 

 106

particularly in Italy, Germany and Spain, shows that debt restructuring negotiations will not 

be easy. Although many of these investors were actually earning return rates that implicitly 

considered high premia for the likelihood of default, they seemed to have been caught by 

surprise with the proposal made by the Argentine government during the IMF general 

meeting in September. The problems are not restricted, on the other hand, to foreign lenders. 

Pension Funds in Argentina are great holders of public debt (not always voluntarily, one 

should say). Debt restructuring will affect their solvency and will most probably force a new 

reform of the pension system in Argentina. 

 

Another important task is the reconstruction of the domestic banking system. Banks are 

paralyzed by the impact of the asymmetric pesification. It is important to strengthen the 

banking system as well as to develop new domestic financial channels to give the support to 

productive activities and investment. On the other hand, the government has still to define 

how it is going to finance its own activities in the future. These are important questions that 

are still left unanswered.  

 

One consequence of the strategy pursued so far is certain: Argentina will have to formulate 

new growth strategies based mostly on domestic resources. In the short term, this may be 

difficult, but in the long term, one may expect that, if successful, Argentina’s dependence of 

foreign capital will be reduced, which is an important gain. If integration with Brazil is 

strengthened, and assuming that Lula’s government at some point will have to change its 

direction to avoid been seen, as it is now, as a mere continuation of the Cardoso 

administration, there may a reasonable chance of success in finally defining an alternative to 

liberalism in the region.   

 

The challenges are overwhelming but Mr Kirchner has begun his term in a very assertive 

way that has resulted in a remarkable strengthening of his leadership. The political initiative 

is with him, both in terms of domestic politics and in terms of the economy. Although one 

cannot lose sight of the obstacles to overcome, it is important to notice that starting from the 

bottom of a depression has some advantages. Growth can be achieved by simply stimulating 

aggregate demand, as it has been done. While firms occupy the large amount of idle 

capacity created in the crisis, the government has time to formulate, debate with society and 

implement a long-term economic strategy that reduces the country’s dependence on foreign 

resources. The new president has not taken any important misstep so far.  It is important to 

give him the support he needs to keep his policies on track and to face the pressures that will 
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certainly be raised against any political strategy with chances of effectively challenging the 

dominance of liberalism. 
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3. MAKING PROGESS? A REVIEW OF RECENT 
INITIATIVES 

 
How Can a Currency Transaction Tax Stabilize Foreign 
Exchange Markets?1

 
Bruno Jetin2, Associate Professor of Economics, Centre d’Economie de Paris Nord (CEPN), 
Université Paris Nord, Conseil Scientifique d’ATTAC 
 
 
SUMMARY: 

 
1) THE EFFICIENCY OF A TWO-TIER CURRENCY TRANSACTION TAX (CTT). 
2) RESPONSES TO SOME CRITICISMS. 
3) CTT IS GOOD POLICY, GOOD POLITICS AND FEASIBLE. 
 

Introduction. 
 

In 1971, after the demise of the international monetary system, the so-called Bretton 

Woods system, that ensured semi-fixed exchange rates thanks to capital controls, James 

Tobin, had conceived his now-famous “Tobin Tax”. The aim of this small levy on currency 

transactions was to curb speculation, stabilize the exchange rate, and give more autonomy 

to the monetary policy at the national level. In so doing, it would shield poor countries from 

the whims of financial markets. Since then, some supporters of his original proposal have 

introduced some major changes to make it more suited to financial globalization. Paul Bernd 

Spahn (2002) in particular has proposed a two-tier Currency Transaction Tax (hereafter 

CTT). The CTT could curb the usual speculation that occurs during “normal times” but also 

deter big speculative attacks that strike especially, but not exclusively, developing countries. I 

would add that a fine tuned CTT could discourage, if not suppress, capital flights that plague 

fragilised developing countries before and after the burst of an economic crisis. However it is 

true that a CTT cannot do everything. But the same is true for every other proposal such as 

prudential regulations, and capital controls. Rather than looking for the fairy’s wand, it is 

wiser to combine a full array of instruments at hand to reconstruct a safe financial 

environment for economic progressive policies. 

 
 

1 A contribution to the session “Can currency transaction taxes stabilize financial markets?” at the new Rules for 

Global Finance conference on the “Tobin tax”, January 16, 2003, Washington DC. 
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1) THE EFFICIENCY OF A TWO-TIER CTT. 
 

As one of the purposes of the CTT is to reduce speculation on currencies, the first 

simple question we have to consider is: does speculation exist? The question may appear 

naive, but neither banks, nor their big customers (multinational firms, insurance companies, 

mutual funds, pension funds and hedge funds) do accept to recognize that they speculate 

(with the exception of hedge funds). Banks call speculation “proprietary trading” and they 

conceal the profits (and the losses) they make from it inside otherwise profitable trading 

books. A whole literature depicts traders’ activity as essentially providing liquidity to the 

market and rendering services to their customers. When they speculate, it is only to assume 

the risks that other agents don’t want to assume. When big speculative attacks lead to a 

major devaluation of a currency, it is always the government’s fault of the affected country. 

So, it is not useless to assess the importance of speculation. 

 

1.1 Does speculation on currencies exist? 
 

The answer must distinguish between ordinary speculation and major speculative 

attacks that cause strong depreciation of the foreign exchange rate and is often associated 

with economic crisis.  

 
 The importance of speculation at short-term horizon can be best understood thanks to 

a survey of UK based foreign exchange dealers conducted in 1998 (Y.W. Cheung, M. D. 

Chinn, I. W. Marsh, 2000). Among other questions, traders were asked to “select the single 

most important factor that determines exchange rate movements in each of the three 

horizons listed”. The results are presented in the table below3. 

 

 INTRADAY WITHIN 6 MONTHS OVER SIX MONTHS

Bandwagon effects 29.3 9.5 1 

Over-Reaction to 

news 

32.8 0.7 0 

                                                                                                                                                      
2 E-mail: jetin@club-internet.fr. 

3 These results are confirmed by two other surveys that asked exactly the same questions to traders and obtained 

nearly the same results. One by Cheung Y., Chinn, M.D. (2000) is a survey of the U.S. market and the other one 

by T. Hutcheson (2000) is a survey of the Australian market. 



 

 110

Speculative forces 25.3 30.7 3.1 

Economic 

Fundamentals 

0.6 31.4 82.5 

Technical Trading 10.3 26.3 11.3 

Other 1.7 1.5 2.1 

Source: Y.W. Cheung, M. D. Chinn, I. W. Marsh, 2000, p 21. 

 

Intraday, over-reaction to news was cited most frequently, closely followed by 

bandwagons effects4 and speculative forces. Technical trading5 is ranked lowly and 

economic fundamentals6 are deemed irrelevant. For example, 61% of the panelists judge 

that interest rate news is incorporated into the current price within ten seconds of the 

announcement. The dominant interpretation of the news will create a trend, thanks to 

bandwagon effects, and speculation will build on it. At medium-run (within 6 months) news 

ceased to be important as they are already incorporated, while economic fundamentals, 

speculative forces and technical trading comes to the fore. Over the long run (over 6 

months), economic fundamentals are the only factor of real importance.  

Speculative forces, are then the only factor perceived to have a significant role in 

determining prices over both the intraday and the 6 months horizons7. This raises 

immediately the question: 

                                                 
4 Bandwagon effects come from herd behavior. Each investor is following the actions of others for no reason 

other than the fact that others are doing it. It creates a new market trend that everybody follows. The interpretation 

of news together with speculation is at the origin of the phenomenon. It can lead to market prices totally 

disconnected with economic reality as long as a majority of investors believe in it. Keynes was the first to analyze 

this phenomenon. 

5 The technical analysis is based on the principle that the observation of past data is a good base for predicting 

future movements. It tries to establish trends and oscillations around the trend. It uses the chartist analysis and 

the statistical analysis. Its weakness is that any unpredicted event makes past data irrelevant. 

6 Economic fundamentals comprise a wide range of parameters like interest rates, inflation, the growth rate, the 

rate of unemployment, the balance of payments etc. of the major countries. Their interpretation varies along time 

according to the socio-political and economic context, the hegemonic ideology and the last fad in neo-liberal 

economic theory. 

7 As we shall see below (section 2.2), 6 months is a significant period for firms engaged in international trade or 

for multinational firms because it can impact their profit published each quarter on the stock exchange. 
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Is ordinary speculation destabilizing or stabilizing? 
 

 When asked, US traders answer that speculation increases volatility (84%) but at the 

same time pushes exchange rates toward their fundamental values (61%). “Moreover, 

speculation is viewed as enhancing market liquidity by 81% and improving market efficiency 

by 74% (Y.W. Cheung, M. D. Chinn, 2000, p 15). The increased volatility can be explained 

by speculators building up and reversing profitable trading positions. Speculators can be 

seen as improving market efficiency because they are perceived as forcing the currency 

value to change until it reaches its “fundamental value”.  And liquidity is apparently increased 

because bandwagon effect will attract more dealers to enter the market to trade for the 

purpose of speculation. Overall, it seems that on the US market, speculation drives foreign 

exchange rate away from their fundamental values within 6 months, but then bring them back 

toward their fundamental values.   

 These survey results are coherent with studies based on econometric investigations. 

For instance according to Shang-Ji Wei and Jungshik Kim (1997), who study the big banks’ 

trading on the foreign exchange markets, “the data reveals that increases in the absolute 

value of the positions in spot, forward and futures are associated with increases in the 

subsequent exchange rate volatility, but not the other way around” (p. 9,we underline). These 

positions are “likely taken, at least in part, to speculate on the level of exchange rate 

movements” (p 9).  

Other studies8 found that under 3 months, speculation and bandwagon effects are 

destabilizing: “An upward blip will generate expectation of further appreciation, leading to buy 

orders, and thereby contributing to the upward trend” (J. Frankel 1996, p 54). But at longer 

horizon, 3 months to one year, there is a twist in expectations. A one percent appreciation 

generates an expectation of 0.08 % depreciation over the coming three months and an 

expectation of 0.33% over the coming 12 months (J. Frankel 1996, p 54).  

So speculation is destabilizing at the short horizon and stabilizing at the medium 

horizon (between 3 to 6 months). We shall see in section 2.1 how these facts fit perfectly well 

with a theoretical explanation of liquidity, volatility and periods of tranquility of financial 

markets based on Keynesian conventions. But for the moment, two additional observations 

are necessary. 

First, these results about the destabilizing/stabilizing role of speculation are very 

dependent on the location of the market. It is probable that in developing countries subject to 

more frequent and severe crisis, the perception that speculation is stabilizing at the medium 

term may be less established.  
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 Even in a country like Australia, the results are different. In a recent survey (T. 

Hutcheson, 2000) “… respondents do not unanimously support speculation as a stabilizing 

force with 55.6% indicating that speculation mainly moves exchange rates toward their 

fundamental values and 44.4% indicate that it moves them away.” (p. 18). This could be due 

to the occurrence of several speculative episodes since the 1970s and especially the 

destabilizing impact of hedge funds on the Australian dollar in mid 1998 (p 19).  

Second, “economic fundamentals” can mean a whole set of different things, far 

distant from the notion of economic equilibrium. In the neo-classical text books, Purchasing 

Power Parity (PPP) is deemed to represent the foreign exchange equilibrium in the long run9. 

But the survey shows that only 44.3% of the dealers thought PPP could be used to gauge or 

predict exchange rate movements over the long run. Less than 27% would sell the US dollar 

if a PPP-based calculation showed it to be overvalued, and 65 % would do nothing (Y.W. 

Cheung, M. D. Chinn, I. W. Marsh, 2000, p 10). Traders, who jointly determine the exchange 

rate, do not act so as to restore equilibrium but “fundamental values” which are quite different 

in terms of financial stability. 

 

 What is the importance of major speculative attacks? 
 

 According to Aart Kray (1999) there have been 308 speculative attacks between 

January 1960 and April 1999 that struck 75 countries with high and medium per capita GNP, 

and with a population of at least 1 million people. On these 308 attacks, 105 succeeded, 

leading to a depreciation of the exchange rate superior to 10% in a month, against 203, that 

failed10. 308 episodes in 39 years make an average of 8 major speculative attacks per year, 

3 of them being a “success” and 5 a failure. But in both cases, the damage is done. The 

country will increase its interest rate to skyrocketing levels provoking a recession with its 

dramatic consequences on employment and welfare. And generally, this sacrifice is useless 

because interest rates increases are not sufficient to dampen speculation and capital flight. 

 
8 Frankel and Froot, 1987, 1990; Frankel and Ito, 1989; Chinn and Frankel, 1994. 

9 The Purchasing Power Parity (PPP) theory asserts that, in the long run (3 to 6 years) the exchange rate 

between two currencies should move toward the rate that equalizes the price of identical baskets of goods in each 

country.  As it is difficult to establish a basket of goods of reference, because consumers’ taste are different from 

one country to another, the Economist magazine has popularized the PPP by calculating each year a “Big Mac” 

exchange rate index.  The flaw of the PPP theory is that there is no reason why a same good should have the 

same price because of imperfect competition at the world level. 

10 Speculative attacks are defined in a restrictive sense. In the 12 previous months, the fluctuation of the 

exchange rate must not have exceeded 2.5% on average, in order to be sure to identify “pure” speculative 

attacks. Also, when two attacks occur in one year, only one is registered in order to avoid double accounting. 
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 So there is a case for a permanent preventive protection that would be efficient 

against ordinary speculation and speculative attacks avoiding excessive interest rate 

increases, and even allowing interest rate decrease in periods of tranquility. In a context of 

financial globalization, the CTT can be an appropriate shield against the danger of free 

capital movements. In period of crisis, it could be completed, if necessary, by other capital 

controls measures. 

 

 1.2 How does the CTT work? 
  

The basic principle is the following. As long as the daily fluctuations of the exchange 

rate remain small, a small tax is applied to the currency transaction. If the daily fluctuations 

go beyond a predetermined threshold, a surcharge is applied. The following chart illustrates 

how it works. Let’s consider the US dollar against the euro market. The foreign exchange 

rate between the two currencies fluctuates everyday as it is shown. It is possible to calculate 

the average on the last 20 days, 30 days, or on even longer spans. As the foreign exchange 

fluctuates every new day, the average will change in accordance (hence the name “mobile 

average”). From then it is possible to determine each day an upper limit of say 2.5 % above 

the average and a lower limit of 2.5 % under the average that creates a band of fluctuations 

of 5%. As long as the exchange rate determined by the market stays inside the band, a small 

“normal” tax is applied on each transaction.  

 

What would be the level of the ordinary tax rate and who should pay for the tax? 

 

 Paul Bernd Sphan advocates for a very small tax from 0.005 % up to 0.01%. This is 

because banks are the only economic agents allowed making transactions on the gross 

foreign exchange markets. For this reason, they should pay the tax. Since the transaction fee 

they charge for an interbank transaction on the Euro-Dollar market (the bigger one) is on 

average 0.01%, the tax should not exceed this amount and should probably be lower.  

I pledge for a higher ordinary tax of 0.1% because it is the transaction fee charged by 

banks to their big customers such as multinational firms, insurance companies, mutual, 

pension and hedge funds. Speculators are not an easily identifiable group of villains. The 

banks and their customers are all speculators.  



 

 
 

So the ordinary tax should be paid by all of them. Only small firms and households 

should be exempted of the tax if their transactions do not exceed a certain amount.  

 

What would be the purpose of the “normal” tax? 

 

The “normal” tax has a fiscal function. According to my own calculations, a 0.1 % tax 

would generate annual revenues of US $ 116 billions per year11. That compares with the 

extra US $ 80 billions needed each year for financing the millennium development goals, and 

the US $ 30 billions needed for financing global public goods.  

But the ordinary tax would also smooth the daily fluctuations of the foreign exchange 

rate. As we have seen, most of the transactions are not justified by customer orders but by 

news, that fuel speculation and bandwagon effects. “This has the following consequence: a 

rise in price generates a larger rise in expected price; leading to increased demand now in 

                                                 
11 Under the following conditions: Transactions costs are 0.1% (those charged to customers), the volume 

elasticity is –0.5, fiscal evasion is 20% of the market, and 10% is deducted for official transactions which are 

exempted. The annual volume of the market is US $ 321,5 trillions in 2001 according to the BIS. For further 

details, see B. JETIN (2002), chapter 2.  
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anticipation of higher future prices, thereby exacerbating the rise in price. This phenomenon 

of destabilizing speculation can be observed at short terms horizons, a few hours up to 3 

months to 6 months, according to empirical surveys of the foreign exchange markets ”(J. 

Frankel, 1996)12. After the 3 to 6 months periods, there is a switch in traders’ anticipations. 

Traders expect a depreciation in the coming months toward a ”fundamental value” in the very 

broad sense13. The CTT is expected to work in the following manner: “a rise in the exchange 

rate above its “norms” would not lead agents to expect further rises (…) because they would 

see the tax as operating as a disincentive to the market activity necessary to produce such a 

rise” (P. Arestis, M. Sawyer, 1997, p 760, see also J. Frankel, 1996, pp 54-59). Short-term 

speculators would be affected by the tax but not long-term investors who would benefit from 

stability. This is exactly the objective pursued by J.M. Keynes and J. Tobin. The CTT can be 

seen as an “uncertainty-reducing-institution” (P. Arestis and M. Sawyer, 1997, p 760) 

stemming destabilization through its effect on agents’ expectations. In this sense it has the 

same advantage as prudential regulations advocated by R. DODD (2002). 

 

But if the “normal” tax proves insufficient because speculators bet on big profits in the 

coming three or four weeks, and not on small profits coming from intraday fluctuations 

between the Euro and the US Dollar each day of the year, then a surcharge will be 

automatically applied. This will be the case when the daily foreign exchange rate reaches the 

upper or the lower limit of the band. The surcharge (50%, 100%, or more) will be calculated 

on the difference between the exchange rate outside the band (for example 1 $ = 2.4 euros 

on the 16th day on the chart) and the upper limit of the exchange rate (around 1.3 euros for 1 

$ on the chart) multiplied by the amount of money traded this day by the speculator. 

Speculation is defined precisely as trading outside the band and the objective of the 

surcharge is to penalize it with a punitive tax that will rip the speculative profit. If the 

mechanism is announced in advance it should discourage speculators and if not, it will 

punish them until they trade inside the band. The punitive rate can lead to a temporary 

closing of the foreign exchange market in much the same way as the circuit breakers in force 

on the US stock exchanges. Since 1989, computers are automatically disconnected 

whenever the share prices move up or down by more than 10% or more. It avoids a crack 

and gives time to economic agents to change their mind. But the difference with the stock 

 
12 For empirical surveys, see J. Frankel and K.A. Froot, 1987, 1990; K.A. Froot and T. Ito, 1989, M. Chinn and J. 

Frankel, 1994, Y.-Wong Cheung, M. D. Chinn, I. W. Marsh, (2000). 

13 As we have already said, fundamental values and equilibrium are two different things. This leaves much room 

for a Keynesian interpretation where the “fundamental value” is nothing else than what average opinion believes 

what average opinion to be.   
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exchange circuit breakers is that in this case speculators on the foreign exchange markets 

who trade outside the band have to pay a prohibitive tax. 

 The CTT could be implemented by the USA alone if they wanted to, or by a 

significant group of countries like the European Union (EU), or regional unions of developing 

countries like the Mercosur, or a possible Asian monetary Union. The major interest is to give 

back the necessary autonomy to national economic and social policies that existed during 

the Bretton Woods era.  

Now that financial capital have a nearly complete liberty of movement, it is impossible 

for a country, and especially a developing country, to implement a fixed exchange rate policy 

or a pure flexible exchange rate policy. Fixed exchange rates are too vulnerable to 

speculators. Full flexible exchange rates directly subdue national economies to the tensions 

of the world economy and the whims of capital markets. It is therefore necessary to 

implement a managed exchange rate policy in order to protect national economies and their 

currencies. This is why I pledge for “protected regional monetary zones” (or monetary 

unions) (B. JETIN, 2002). The CTT can provide this protection. Let’s take an example. 

East Asian countries had anchored their currencies to the US dollar and turned 

uncompetitive when the US dollar increased during the 1990’s. The Thai Baht, for example, 

became overvalued and it was one major reason for investors to withdraw their capital and 

for speculators to organize a speculative attack in 1996-97. If these countries had decided to 

anchor their currencies to a basket of currencies composed by the Yen, the US dollar and 

the Euro, and to let their currencies fluctuate inside a band protected by a two tier CTT, the 

overvaluation and its consequences would have been avoided.  

A market friendly version of this protection device is when governments have no 

specific foreign exchange policy. In this case, the foreign exchange rate is totally determined 

by the market and the CTT will only reduce the excessive volatility thanks to the surcharge. 

But it is possible to make one step beyond and contemplate a more cooperative and 

administered version. A group of East Asian countries, or African countries, or the Mercosur, 

could decide to follow an explicit exchange rate policy targeting semi-fixed foreign exchange 

rates for economic and social reasons. Governments would meet regularly to establish the 

targeted foreign exchange rates and coordinate their economic policies. The band of 

fluctuations would turn into a target zone protected by the CTT14. There have been 

experiences of target zones in the past like the “European Monetary Snake”, from 1971 to 

1973, which, not only created a target zone for European currencies but also tied the target 

zone to the dollar. The “European Monetary System” (EMS, 1979-1999) maintained the 

 
14 For more elaboration on this proposal see D. Felix (1999), J. Grieve Smith (2002, pp 146-148) and B. Jetin 

(2002, pp 206-213). 
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target zone for the European currencies but without any attempt to stabilize the fluctuations 

between them and the US dollar. It has been a real success in term of stability. In Asia, 

under the “Chiang Mai Initiative”, 13 countries have agreed arrangements to monitor foreign 

exchange markets and to aid currencies in difficulty. All these experiences were more or less 

successful, but their weakness is that they were only based on pooling official reserves, on 

swaps and repurchase agreements. And these mechanisms were never sufficient against the 

power of speculation.  The EMS broke up in 1992-93 under the pressure of a major 

speculative attack despite the combined efforts of the European central banks to resist and 

the same happened to the Thai Baht in 1997 despite Asian central banks support to the Bank 

of Thailand. This proves that a regional monetary zone has to be protected permanently by a 

CTT.  

 

The advantages could be the following: 

 

1) Part of the tax revenues, maybe 20%, could be used to create an intervention fund to 

help the monetary authorities to counter-speculate in the foreign exchange markets. The rest 

of the revenues would be used for financing global public goods, the universal access to 

social basic services defined by the millennium development goals, and the financing of 

national economic, social and ecological development plans in poor countries.  

 2) There will be an enhanced autonomy at the national level to implement full 

employment and other welfare goals without being immediately sanctioned by anticipatory 

capital flight. This comes from the fact that the tax widens the interest rate differentials 

across currencies required to make arbitraging profitable. 

3) The creation of “regional protected monetary zones” could be a transition from the 

present deregulated capital markets toward a new international monetary system based on 

multilateral cooperation and capital controls. One cannot simply go from the present 

globalized capital markets to the international clearing union defended by Keynes in 1944. 

  
The market friendly “protected monetary zone” could be implemented unilaterally. The 

EU, for example, does not need the US permission to enforce it. This is because the band of 

fluctuations is defined in relation to flexible exchange rates without any explicit target rates. 

Whatever the fluctuations of the US dollar, the band of fluctuations defined by the EU will 

incorporate and smooth them according to the period of reference of the moving average. If 

the moving average is defined on a long range, say 3 months, a very volatile US $ would 

trigger very often the surcharge. But this is a purely empirical and political question. The way 

of calculating the average, the limits of the band, the level of the surcharge can be modified 
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in accordance with experience and the objectives of the exchange and monetary policies. 

But in any case, there is no need to wait for a universal treaty to put the CTT in place. 

 

The administered version requires a higher degree of cooperation between countries. In 

principle, each country must coordinate its fiscal and monetary policy in order to keep its 

interest rates in accordance with the targeted foreign exchange rate. The Louvres agreement 

in 1987, between the USA, Japan and the European Union is a good example of an attempt 

to reduce the exchange rate volatility between the US $, the Yen and the European 

Currencies. And it failed after a significant period of success for lack of will to further 

coordinate economic policies and because of rampaging capital flows. But with a CTT 

properly defined, the need to coordinate economic policy would be substantially reduced 

thanks to the possibility to maintain different interest rates and because speculation would be 

hold at bay. These characteristics leave open the possibility for a group of countries to create 

a target zone in order to stabilize their exchange rate in relation to the US dollar even without 

the cooperation of the USA government with a much greater chance of success. For Latin 

American countries, it offers an alternative to the “dollarization” process where the autonomy 

of the monetary policy totally disappears in favor of the American monetary policy.  

But of course, the higher the cooperation between all countries, the more efficient will be 

the protected regional monetary zone. The financial stability created by the CTT is an 

additive process. The more countries and regions join in, the more efficient it becomes. 

 

 

2) SOME RESPONSES TO THE CRITICISMS. 
 

 Now that we have clearly established our CTT proposal, we will try to address some 

of the criticisms.  

 

 One frequent criticism is that the CTT is too high during “normal” times 
and too low in case of a major speculative attack.  

 

This criticism is right as far as the original “Tobin tax” is concerned, because there 

was only one tiny tax for any kind of speculation. The two-tier CTT was designed precisely by 

P.B. Spahn to address this criticism. 

 

We have already explained how a prohibitive surcharge can be the appropriate 

answer to speculative attacks expecting big profit in a short period of time. We will return to 



 

 119

this question below to show that the surcharge can also contribute to dampen capital flight. 

Here we would lie to focus on the accusation that the ordinary tax is too high during periods 

of financial tranquility. 

 

The “ordinary tax” is too high says the critic because in 2001, 58.7 % of the 

transactions occur between dealers and these transactions are critical in maintaining market 

liquidity. According to the “hot potato principle”, when a dealer receives a certain amount of a 

currency from a customer, he does not necessarily needs it and holding it is costly and risky. 

He will try to sell the full amount or part of it directly to another customer who needs it or to 

another dealer who will sell it again to another for the same reason and so on. It is estimated 

that the chain involves 4 to 5 dealers until a final customer is found. These transactions are 

now made with a nearly zero transaction cost thanks to computers. This is the way liquidity is 

created and risk fractioned and disseminated through the market. In this ideal world, the 

ordinary tax will destroy the market because it will prevent the dealers from selling the 

currencies they receive to other dealers. 

 
First, it is important to remember that during the seventies or eighties, transactions 

costs between dealers were much higher (0.5% to 1 %) and it was not an obstacle to 

transactions. So, one should not overemphasize this argument. 

 
Second, P.B. Spahn’s original proposal is a nearly zero rate (half a basis point or 

0.005) precisely to preserve market liquidity when the tax is borne by traders while at the 

same time eliminating some of the destabilizing noise trading. A higher tax of 0.1 % (10 basis 

points) would not be the foretold chaos. Part of the tax would be shifted to final customers, 

which now accounts for 41.3 % of the transactions (against 30.4 % in 1992). Competition 

between banks will decide more precisely how much will borne by dealers (mostly big banks) 

and how much by their final customers (other financial institutions and non financial 

institutions). But in any case, remember that the rate of the ordinary tax is a purely empirical 

question. If, by experience, it appears too high, then it can be lowered. If it appears too low, it 

can be increased. 

So, in any case, interdealer transactions will still be possible. It is only when dealers 

will speculate on their own account that they will have to pay the full amount of the tax. 
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Third, the way the foreign exchange market is working is changing. The description 

made by R. Dodd (2003, see his chapter in this volume) does not take into account the 

decline of interdealer transactions from 69.6 % in 1992 to 58.7 % in 200115.  

One first reason for this decline is due to the consolidation process in the banking 

industry from 3,087 reporting banks for the 1998 BIS survey from 43 countries to 2,772 in 48 

countries for the 2001 BIS survey and the growing share of electronic broking in the spot 

interbank market. So the “hot potato chain” is shortening spontaneously and no one has 

cried wolf for fear of reduced liquidity.  

The second reason for the decline is the progress of electronic trading. According to 

G. Galati and K. Tsatsaronis (2001), in 2000, 85 %-95 % of interbank trading in the major 

currencies was said to be conducted using electronic brokers, compared to about 50% in 

1998 an 20%-30% in 1995. Before electronic brokerage, dealers tended to execute small 

trades regularly throughout the trading session to gather information about the current price 

and be continuously informed. “In 2001, any dealing room with an EBS terminal instantly 

knows the current dollar price of the euro and yen, certainly for trades of the size typically 

dealt through EBS”16 (A. Chaboud, S. Weinberg, 2003). This means that the decrease in 

volume implied by the CTT won’t alter the price discovery process, because this one has 

already changed by itself through the implementation of technical progress. 

As a consequence, trading is moving from bilateral over the counter (OTC) 

relationship towards a market place with more centralized price discovery and transparency 

(BIS, CGFS, 2001, p 1). So far, these trends have only affected the interdealer market 

(banks and brokers) and not much the dealer-to-customer market. But this could change. 

Electronic trading makes it technically feasible for the market structure to move to a 

centralized order book where final customers can transact directly with each other. Trading 

platforms17 have appeared on the dealer-to-customer market. Banks are resisting this trend 

because they have a vested interest in the current segmented market but the balance of 

power seems to be shifting in favor of final customers. We are seeing a move from single- to 

 
15 During the same period, the transactions made between dealers and other financial customers increased from 

12.5% in 1992 to 28% 2001, which reflects the increasing role of asset managers, while transactions with non-

financial customers declined from 17.6%  (according to the final data of the 2001 BIS triennial study of the foreign 

exchange market). 

16 Electronic Broking Service (EBS) is an electronic brokers formed by a large group of dealing banks in 1993. It 

covers mostly trades in the dollar, euro, yen and Swiss franc. The other electronic broker, Reuters covers mostly 

transactions involving sterling. 

17 A trading platform is an infrastructure or mechanism aimed at facilitating securities or foreign exchanges 

transactions between those who wish to buy and sell. A trading platform could be a legal entity recognized as an 

exchange or an integrated part of a stock exchange. 
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multiple-dealers sites where dealers are put in more direct competition with each other for 

customer business. “Some market participants noted it is a matter of time before trading in 

these products (foreign exchange and sovereign bonds) takes place on a platform to which 

dealers and end-users have equal access” (BIS, CGFS, 2001, p 15). If so, a centralized 

customer-driven market could expand at the expense of the present decentralized dealer-

drive market. The foreign exchange market would become closer to a stock exchange. The 

provision of liquidity by customers through limit order books, would substitute for the current 

interdealer mechanism of risk-sharing. The “hot potato chain” would shortened even more, 

customers getting into contact more directly, although dealers would not disappear totally.  

The CTT would accelerate this trend because each participant would want to reduce 

the number of transactions to reduce the times they pay the tax (J. Frankel, 1996, p 66).  

Would a much more centralized market be for the better or for the worse? It is difficult 

to answer this question because the theoretical literature is inconclusive. One may say that a 

lower number of dealers especially market-makers will reduce liquidity especially in times of 

stress. “However it is not so obvious from previous examples of market turbulence that 

market-makers did provide liquidity when it was required. There have been cases in various 

volatile markets where market-makers simply stopped answering their phones. Ultimate 

liquidity may be provided by those end-users able to take a long-term view because they are 

neither leveraged nor subject to daily marking to market” (BIS, CGFS, 2001, p 20). The CTT 

has exactly this objective of increasing the weigh of long-term horizons propitious to stability. 

 

 

2.1 The CTT will reduce market liquidity and reinforce volatility. 
 

Whatever the tax rate and who pays it, there will be a reduction of the number of 

transactions and liquidity will shrink. And liquidity is necessary to stability. So the tax will 

increase volatility. 

To respond to this seemingly simple criticism, one has to define more 

precisely, if possible, what is liquidity. There are two interlinked but distinct aspects in 

liquidity. The first is what I would call the “technical liquidity” and the second the 

“economical liquidity”. 
The “technical liquidity” can be defined by the depth, the tightness and the resilience 

of the market, as analyzed by the Bank of International Settlement (BIS). “Depth denotes 

either the volume of trades possible without affecting prevailing market prices, or either the 

amount of orders on the order-books of market-makers at a given time”. Tightness is a 
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measure of liquidity derived from the bid-ask spread (difference between buying and selling 

quotes). “Resiliency refers to the speed with which price fluctuations resulting from trades are 

dissipated, or the speed with which imbalances in order flows are adjusted”. (BIS, 1999, p 5). 

A fine tuned CTT would not reduce the depth of the market, i.e. its capacity to absorb 

large trades. It would increase the bid-ask spread because the difference between buying 

and selling prices includes all transaction costs and the tax will increase them. But the major 

component of the bid-ask spread is the risk premium that reflects the uncertainty of the 

market usually measured by volatility. As long as the tax will reduce volatility, it will reduce 

the risk premium. So, overall there must be compensation. For the same reason, resilience 

should be improved because the pre-announced automatic two-tier mechanism will reinforce 

market capacity to return to normal conditions. So the “technical liquidity” should be 

preserved. 

 
The “economical liquidity” refers to economical factors that affect liquidity. Most of the 

studies make confusion between volume (depth) and liquidity, and pretend that a very 

voluminous (liquid) market is a guarantee for stability.  

 
That is simply not true. Peter Martin (2002), Financial Time’s famous columnist, that 

cannot be suspected of sympathy for anti-globalists, makes a distinction between an “… 

acceptably liquid market - one in which there is active trading, so you can deal in size without 

moving the price against you…” and “… super liquid markets that do not bring extra 

benefits”. “Indeed, they may produce perverse effects such as a high degree of short-term 

volatility that makes trading appear more attractive-sucking in more briefly lucky fools. It also 

encourages the belief that you can always trade your way out of a tricky position”. Super 

liquidity also leads to super losses for banks18. Peter Martin believes that James Tobin’s 

solution is unlikely to happen. So his remedy to trading losses is very simple although never 

mentioned: “stop trading”. 

I think that Peter Martin’s remedy is right- we must reduce the excessive liquidity- but 

it is also unlikely to happen spontaneously. Since the decline of their traditional lending 

activity, currency trading represents up to 50% of bank profits (H. Ramcharran, 2000). 

Competition pushes them to engage in even more trading to present the most brilliant 

financial results to their shareholders. And traders are encouraged to speculate by the 

 
18 “The Dollars 750 millions losses attributable to John Rusnak, Allied Irish Bank’s alleged rogue trader, are by no 

means a record. Toshidhide Iguchi, of Daiwa Bank, lost 1.1 billion over 11 years. Robert Citron, Orange County’s 

Treasurer, lost Dollars 1.6 billion. Showa Shell Sekiyu, Shell’s Japanese affiliate, lost Dollars 1.5 billion the yen in 

the early 1990’s”. (P. Martin, 2002). 
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promise of huge bonuses if a risky position pays off. So one cannot expect banks to take the 

initiative to stop speculating. And prudential regulations, if necessary are not sufficient. 

Simply because they are violated when they are not binding19. 

 
What is in fact the true guarantee for stability is the heterogeneity of beliefs and 

anticipations. That was precisely J.M. Keynes ‘s opinion: “It is interesting that the stability of 

the system and its sensitiveness to changes in the quantity of money should be so 

dependent on the existence of a variety of opinion about what is uncertain”20 (J.M. Keynes, 

chapter 14, 1936). 

Heterogeneity makes sure there will always be a buyer and a seller. But there is no 

linear relation between market volume, (the number of investors and the number of 

transactions they make), and the diversity of beliefs. Of course, the probability for a seller to 

always find a buyer is low when the market is very thin. But, contrary to the common sense, 

beyond a certain threshold, which is probably what I call the “technical liquidity”, the 

probability that diversity increases becomes small.  

This is because usually, when there is one more investor inside the market, it is 

rational for him to follow the mood. If the market is bearish, he will be a bear. If the market is 

bullish, he will be a bull. There can be a time lag between the arrival of a new investor on the 

market and the moment when he follows the trend. The new comer has to discover and learn 

market reality. But unless he has systematic better information or is risk prone, he will sooner 

or later follow the trend. Herd behavior models have shown why it is rational and less costly 

for an individual to follow the decision of a large number of people ahead of him without 

looking at his own private information (information-based herding). Another type of models is 

based on the “sharing-the-blame” effect. “Dumb” investment managers will always want to 

hide and disguise their inability and are therefore likely to imitate the “smart” investment 

managers and take action in conformity. If everyone gets wrong at the same time, smart 

investors have an excuse to conceal their mistakes, by saying that the outcome was 

unexpected. 

 
19 See the exemplary case of John Rusnak, who was hired as a foreign exchange speculator by AIB, in 1993. In 

1994, he had already breached his limits in 1994, then hide his losses by constructing bogus option trades that 

apparently offset those that were genuine, and was able to manipulate prices fed from Reuters, since they came 

into Allfirst through his computer. His traded conversations were not even recorded. (The Economist, 2002). 

20 And he added: “Best of all that we should know the future. But if not, then, if we are to control the activity of the 

economic system by changing the quantity of money, it is important that opinions should differ. Thus this method 

of control is more precarious in the United States, where everyone tends to hold the same opinion at the same 

time, than in England where differences of opinion are more usual”. 

 



 

 124

In times of market stress, the combination of short-termism, herding behavior and a 

generalized use of similar risk management techniques could amplify the homogeneity of 

behaviors and contribute to financial crisis. Variety of opinions disappears when it is most 

needed, i.e. during the crack.  In this circumstances liquidity vanish, proving how much 

liquidity is an institutional construction and not a natural feature (A. Orléan, 1999). 

There can also be a customer heterogeneity coming from different institutional features 

and diverse portfolios strategies and endowments. Some evidence is given at the 

international level.  The entry of non-residents into the Canadian government securities 

market could have led to an increase in market liquidity, which could result from the differing 

portfolio demands and risk exposures of foreign as compared with domestic participants 

(BIS, 1999, p 21). According to R. Shiller (2001, p 229), “given that speculative bubbles are 

heavily influenced by word-of-mouth effects, by locally perceived values and information, and 

by patriotic feeling, foreign investors are less likely to go along with a bubble than are local 

investors, and they may even trade in a way that would tend to offset it”. He gives the results 

of a questionnaire survey at the moment of the Nikkei peak in 1989: Japanese investors 

expected a further increase and American investors a decline.  

As a consequence, according to Shiller, financial globalization should have a stabilizing 

effect. But this can only be a transitional effect. As foreign investors get used to local habits 

and fads, there are no rational reasons why they would not form the same expectations. 

Financial integration has made some progress during the 1990’s. Stock exchanges in 

developed and in emergent countries are much more synchronized at the end of the 1990s 

that they were at the beginning of the decade (R. Brooks, K. Forbes, J. Imbs and A. Mody, 

2003). One can say that these observations on stock exchanges may not be true for the 

foreign exchange market. During 1997-98, several countries in East and South-East Asia 

suffered precipitous falls in their foreign exchange, following the collapse of the Thai Baht in 

July 1997. There is a strong debate to explain this contagion effect. Is it only the 

consequence of the rapid integration of goods and capital markets of the East Asian 

Economies? Or is it also the consequence of herding behavior of agents in the foreign 

exchange markets? One support in favor of the second explanation comes from a recent 

study that shows evidence of strong interlinkages between the parallel exchange rate 

markets of five East Asian economies for the period 1970-1985 (R. Gounder, K. Sen, 2000). 

The existence of these inter-relationships even in the absence of any strong trade and 

finance linkages indicate the prevalence of herding behavior in the black foreign exchange 

markets of these countries. One can infer that now these countries are far more integrated 

than they were in the seventies-eighties, herding behavior is much more prevalent.  

 



 

 125

                                                

 If the heterogeneity of beliefs does not come fundamentally from institutional 

differences, where does it come from? 

 

 One observes a relative stability when there is a “focal point”, a “consensual belief” or 

what J.M. Keynes called a “convention” that anchors expectations on future prices. The 

convention is the result of herding behavior even if the convention materializes and is 

perceived by investors afterwards.  

 

For instance, the virtues of the “new economy paradigm” and the idea that traditional 

valuation tools were inadequate to appreciate the movements in internet stocks to a large 

extent appeared after the stock market had already made most of its upward move (A. 

Orlean, 1999, p 145)21. To foster the bubble, it is necessary to produce afterwards 

supposedly “rational explanations” to justify the trend, and attract new investors. These 

supposedly “rational explanations” will form the new “fundamental values” that will anchor 

anticipations. 

 

As long as the convention is solidly rooted in investors’ mind, it can tolerate deviant 

anticipations and behaviors. This is because when there is an agreement about the driving 

forces at the origin of a trend in equity prices, or in exchanges rates, there is no need to 

observe any longer investors’ beliefs and behavior and copy them, because it is more 

judicious to directly observe these driving forces and formulate the best expectation (A. 

Orléan, 1989, p 255-56). But as present and future economical factors are naturally 

fluctuating, and because we cannot know the future with certainty, there is always a natural 

relative diversity of expectations.  Some will anticipate a future exchange rate below the 

conventional level; others will anticipate a future exchange rate above the conventional 

level22. And this is this diversity that provides stability during the period of tranquility 

established by the convention. 

 
21 For a presentation of the French School of Keynesian convention and a comparison with other theoretical 

approaches, see E. Tymoigne (2002). For a criticism, see J. Bibow, P. Lewis and J. Runde (2001). 

22 Keynes observes the same phenomenon for the long-term rate of interest. The rate of interest is a “highly 

conventional phenomenon”. “For its actual value is largely governed by the prevailing view as to what its value is 

expected to be”. But it is “… subject, of course, in a changing society to fluctuations for all kinds of reasons round 

the expected normal” (i.e. the conventional rate, we added). (1936, chapter 15). 
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 Let’s give an example on the foreign exchange market.  

 

During the 1990’, the convention was based on the strength and longevity of US 

growth and the expected high corporate profits underpinning equity prices increase. 

Whatever the importance of the US current account deficit, or the interest rate differential in 

favor of the European Union, the dollar was strong. Even after the burst of the speculative 

bubble in March 2000, when US growth was faltering and the current account deficit reached 

record level US 435.4 billions, the dollar remained strong vis-à-vis the euro and the yen. 

What the BIS called the “dollar enigma” (BIS, 2001, chapter 5, p 93) is in fact an illustration of 

the conservative character of conventions. The conviction that the US had entered a long 

period of growth was so deeply anchored in investors’ mind, that they refused to face reality.  

 In this period when this “growth convention” prevailed, investors tried to make the 

best anticipation about the rate of growth, by interpreting news better than the others. The 

best way to guess what the future average opinion would be was to directly and correctly 

anticipates what the growth rate would be. In these circumstances, speculation is stabilizing, 

not because there exist “true” fundamental values (i.e. an economical equilibrium), as 

orthodox economists believe, but because speculators believe in conventional fundamental 

values. This can explain why most investors think that speculation is stabilizing at short-term 

horizon as we have seen in the results of the survey of New York foreign exchange market in 

section 1.1.  

The existence of the previous “growth convention” together with the special status of 

the US $ and euro as key international currencies, may explain why, until now, the sharp 

movements of the euro vis-à-vis the dollar has not materialized in high day-to-day volatility. 

As R. Dodd (2003) notes, “… the average daily change in the Euro/Dollar exchange rate is 

only 0.5 % and in only 3 of 700 days did the change exceed 2 %. The social and economic 

cost of this level of variance or volatility is not high”. As we shall see below, as far as key 

currencies like the US $, the yen and the euro are concerned, it is not daily volatility that 

really matters in general, but rather the monthly or quarterly fluctuations that are far from 

negligible. The sharp fall of the euro, 30 % since its start in January 1999 and its historic low 

in October 2000, then its recover to its initial value in 2002-2003, has been remarkably 

orderly, with very few stress along the way. But for firm these mid-term fluctuations have a 

financial cost, and for workers, it has a social cost.  

But what’s more, this situation could change. Since the G-7 Finance Ministers summit 

in Dubai, on September the 20th 2003, the US $ fall sharply against the yen and the euro. 

The US $ has lost 4.62% vis-à-vis the yen since September the first 2003, and 6.44% 

against the euro. This is because traders are convinced that the US government has 



 

 127

abandoned the strong dollar policy, and that from now on there would be fewer interventions 

from central banks to defend their currency on the foreign exchange market. 

 
Now that investors finally admitted that the economic downturn and the decline of 

equity prices were here for good, the diversity of beliefs has decreased sharply and polarized 

on a new idea: the fragility of the US economy and the need to reconsider their investment in 

the US economy. The euro appreciated by 30% from the $0.86-0.89 range in early 2002, to 

reach four-year highs of over $1.15 in mid-may 2003. The “growth” convention disappeared 

but is not yet replaced by another one. We are still in a period of uncertainty, without a new 

established convention to guide long-term expectations. This has prompted the comeback of 

once neglected “economic fundamentals” such as short-tem interest rates differential, while 

at the same time investors gave more weight to the current account deficit and the return to 

fiscal deficits (BIS, 2003, chapter 5, p 81-87).  

   

In these conditions, what could have been the contribution of the two-tier CTT?  

 

In the absence of an international coordination of economic policy, the two-tier CTT 

cannot make miracle. It would not have stopped the decline of the US dollar and the increase 

of the euro. But it could have slowed down the process, giving more time for firms to adapt to 

the new exchange rates, especially for those who cannot hedge against exchange rate 

fluctuations. As we shall see below, it is not a marginal question. 

 

But, in this new period of uncertainty, the contribution of the CTT could be to prevent 

excessive fluctuations due to speculation. The re-established relationship between interest 

rate differentials and exchange rate movements promoted the return of leveraged 

speculative players to the foreign exchange markets. Macro hedge funds, which were said to 

have disappeared form the foreign exchange markets during the 1990s, were drawn in as a 

result of the lackluster performance of stock markets. Hedge funds and other institutional 

investors were borrowing funds in countries where interest rates were low to invest them in 

countries where they were high (the so-called carry trade strategies). At the end of 2000 and 

throughout 2001, the yen was depreciating against the US dollar while at the same time the 

short-term interest rate were around 6 to 7 % higher in the USA vis-à-vis Japan. It was very 

profitable to borrow in yen and invest in dollar. As a consequence, the yen appreciated 

sharply in 2002. The same speculative episode had occurred in the fall of 1998 provoking a 

very strong short-term volatility. In October 1998, the dollar/Yen rate decreased from ¥ 133 to 

¥ 112 in less than 48 hours. Worse, between 1997-2000, there have been three more main 
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stress events (May 1997, September 1999, and October 1999), i.e. increases of 10% of the 

yen vis-à-vis the US dollar in one day, when speculators unwound their positions in the US, 

selling the US $ and buying yen. 

The same carry trade strategy have also been observed on the foreign exchange 

markets of other industrial countries such as the non-EMU countries, Australia, New Zealand 

and Canada. According to the BIS (2003, p 87-88) the most striking example is the 

Norwegian krone. Hedge funds and other institutional investors were borrowing funds in 

euros and investing them in short-term Norwegian Papers. The krone strengthened 11% 

against the euro and 29 % against the dollar throughout 2002 and peaked in January 2003, 

forcing the central bank to cut interest rates. Carry trade was also significant for some 

emerging market currencies like the South African rand, and the Brazilian real.  

 

How can we strengthen the heterogeneity of beliefs and anticipations to favor a relative 

stability?  

 

The solution is to support the existing convention, which is the true guarantee of the 

diversity of beliefs. The market will always determine endogenously a convention, based on 

the interpretation of the fundamentals that investors make at the moment. But the problem is 

that this convention can be established on a wrong basis, for instance, a false belief in the 

“new economy”, or the “strong dollar politics” or “huge twin deficits”. This is why it is 

preferable for the State to try to establish the appropriate convention through a sound and 

credible economic policy. J. M. Keynes considered this possibility when he explains how the 

State can lower the long-term interest rate step by step23.  

 

“Such comfort as we can fairly take from more encouraging reflections must be drawn 

from the hope that, precisely because the convention is not rooted in secure knowledge, it 

will not be always unduly resistant to a modest measure of persistence and consistency of 

purpose by the monetary authority. Public opinion can be fairly rapidly accustomed to a 

modest fall in the rate of interest and the conventional expectation of the future may be 

modified accordingly; thus preparing the way for a further movement — up to a point. The 

fall in the long-term rate of interest in Great Britain after her departure from the gold 

standard provides an interesting example of this; — the major movements were effected by 

a series of discontinuous jumps, as the liquidity function of the public, having become 

 
23 Like equity prices or the foreign exchange rate, the long-term interest rate is defined by J.M. Keynes as a 

“highly conventional phenomenon” (see chapter 15). 
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accustomed to each successive reduction, became ready to respond to some new incentive 

in the news or in the policy of the authorities”. (J.M. KEYNES, 1936, chapter 15, section 2). 

Theses lines were written at a time, the 1930s, when it was still possible for the state to 

define the appropriate national economic policy without the fear to be immediately 

sanctioned by capital flight. Now that governments have decided to give capital the full 

liberty to travel from one country to another, it is no longer credible to contemplate a 

progressive economic policy that would be only based on a patient and gradual endeavor to 

convince investors to adopt the desired interest rate or foreign exchange rate. The only 

economic policy that markets are spontaneously ready to accept is the neo-liberal one.  So if 

we want a progressive economic policy to be adopted, say a full employment policy with the 

adequate interest rate, free movements of capital must be restricted, and there must be a 

strong commitment by the State to enforce its policy. If this policy is a good one, for 

instance, full employment creates a self-sustained growth process, then it will turn into a 

credible norm, or in other terms what I call a “good” convention. 

The two-tier CTT can be an efficient institutional support for such a “good” convention 

once established by the State. It will convince investors that the daily fluctuations of the 

exchange rate will stay inside the normal limits tolerated by the convention and protected by 

the CTT. To paraphrase J.M. Keynes, any level of a conventional price (the rate of interest, 

the foreign exchange rate, or even the anticipated profit) which is accepted with sufficient 

conviction as likely to be durable will be durable24. To conclude on this point, we can say 

that the CTT can extend the life of conventions. 

 

2.2 Is foreign exchange market volatility only important for developing 
countries or does it also concern developed countries like the USA? 
 

One may think that fluctuations between major currencies are not important because 

short-term volatility is limited and speculative attacks are rare. A second reason is that the 

impact of exchange-rate fluctuations on domestic inflation is sometimes weak25. A third 

reason is the difficulty in identifying a large and negative effect of exchange rate volatility on 

 
24 “Any level of interest which is accepted with sufficient conviction as likely to be durable will be durable” (J.M. 

Keynes, 1936, chapter 15). 

25 The academic literature calls this impact the “pass-through” effect. Exchange rate “pass-through” denotes the 

impact of a change in the exchange rate between exporting and importing countries on local-currency prices of 

imports. 
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trade. And finally, firms are supposed to hedge against foreign exchange rate volatility buying 

foreign exchange derivatives. 

 

There is no consensus to date among economists on how exchange-rate volatility 

influences trade volume from either a theoretical or an empirical perspective.  But most of 

these studies with mixed results have focused on developed countries while developing 

countries received little attention. 

 

However, it appears that for developing countries exchange rate volatility is a 

concern. For instance, K. Doroodian (1999) found that exchange rate volatility has a negative 

and significant effect on trade flows in the case of India, South Korea and Malaysia. Another 

recent study shows that “… the rise in exchange rate volatility had adverse consequences on 

both exports and imports of Thailand with the Japanese market, and the imports of Thailand 

from the US during the period of two decades before the break of the 1997 East Asian 

financial crisis” (T. Rahmastsyah et al., 2002). However less conclusive evidence were found 

for Thailand’s exports to the US market. 

To alleviate these adverse consequences on trade, developing countries cannot rely 

on hedging instruments. These instruments are not available in the less developed countries, 

and when they are available, their use is limited because of the high-risk premium associated 

with them due to persistently high domestic interest rate and very thin markets. As a 

consequence, most developing countries are totally exposed to currency risk and forced to 

peg their currency to the US dollar, and less frequently to the euro. 

 

Does it mean that developed countries are immune of foreign exchange-rate 

volatility? 

 

The answer is negative. Exchange rate fluctuations between the euro, the US dollar 

and the yen are not so negligible. In the USA and the United Kingdom, exchange rate 

changes are not fully passed through to domestic good prices and have little effect on the 

behavior of final purchasers26. But if the decrease of the US dollar raises the cost of an 

 
26 J.M. CAMPA and L. S. Goldberg ( 2002) show that the USA have among the lowest pass-through rates in the 

OECD, at about 25% in the short run and 40 % in the longer run. It means that a 1 % dollar depreciation would 

translate in a 0.25% increase in import prices.  But the average for the OECD countries is much higher, 60 % over 

one quarter and about 75 % over the long term. For Germany these figures are respectively 60 % and 80 %, and 

for Japan, 0.88 % and 1.26 %. What’s more, countries with more nominal exchange rate volatility, have higher 

pass-through rates. (see page 10 and 16). 
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imported good, without the possibility of the importer to increase the price in the same 

proportion on the US market, its profit shrinks27. This profit risk can be hedged using 

appropriate financial instruments. But these hedging instruments provided by their 

sophisticated financial markets are not a panacea. 

 

Let’s hear what the professionals from the banking and corporate world have to say. 

 

According to Merrill Lynch & Co Chief Economist, “the decline in the euro cut 

Standard & Poor’s 500 companies’ profit by at least 3 % in the third quarter of 2000, that 

compares to a negligible impact of 0 to 1 % a year over the previous two years”. 

 

The consequence is the following: “As the euro dropped in value, hedging programs 

grew increasingly expensive; heightened volatility sent the cost of options and forward 

contracts skyrocketing”. Many firms decided to remain unhedged (S. Mc Murray, 2000). 

 

 Business Week (2000) draws the same picture. “Each quarter, US corporations must 

tally their foreign revenues and earnings and then translate them into dollars. So if a 

company earns 1 million euros, but the euro’s value drops from $ 1 per euro to 90 cents, they 

would be worth only  $900,000, not $1 million. An option to sell euros at $1 each would avert 

the loss. But hedging isn’t cheap. According to Goldman, Sachs & Co., hedging $500 million 

worth of earnings cost about $26 million”. 

 

 This may explain why few US firms are hedged and why they don’t hedge 100 %.  

According to a recent survey (G. Bodnar, R. C. Marston, 1998), only 50% of US firms 

report using derivatives. The use of derivatives is much higher among large firms (83%) than 

among small firms (12%). This shows that small and medium US firms cannot avoid the 

adverse effect of exchange rate volatility on their profit to the contrary of big and often 

multinational firms. These multinational firms have also the possibility to hedge by arranging 

anticipated currencies purchase or sell between their subsidiaries (the so called “natural 

hedging).  

Among firms with significant foreign exchange exposure that regularly hedge, partial 

hedging is the normal practice. Less important exposures are hedged less than 25 % and the 

three more important exposures are hedged less than 50 %. Hedging instruments are often 

 
27 The responsiveness of  profits to changes in exchange rates is called the “exposure” in the academic 

literature. 
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available only for short horizons. 82% of firms utilize foreign currency derivatives with an 

original maturity of 90 days or less.  

 

 Even mutual funds and other institutional investors, which manage a large proportion 

of U.S. foreign equity investments don’t hedge a lot. Levich et al. (1999) surveyed 298 U.S. 

institutional investors and found that more than 20 % were not even permitted to hold 

derivative contracts in their investment portfolio. A further 25 % of institutional investors were 

formally unconstrained, but did not trade in derivatives. The remaining 55 % hedged only a 

minor proportion of their foreign exchange exposure. 

  

 To summarize, exposure to foreign exchange risk is not negligible even for US firms 

and financial instruments are not a sufficient protection. 

 

 

2.3 The CTT does not address the other problems at the origin of economic crisis 
and does not reduce the other forms of speculation. 

 

It is true. Obviously the CTT would not have solved all the problems at the origin of 

the crisis. I. GRABEL, (2002, p 129, and 2003a in this issue) gives the examples of the over-

investment and subsequent over production, speculation in estate and construction, and the 

lack of financial prudential regulations. We could add the 25% decrease in the price of the 

electronic components exported by these countries, the fiscal and social dumping organized 

by multinational firms and so on. But the same criticism is true for other proposals such as 

prudential regulations, Chile-type restrictions on capital inflows and convertibility restrictions. 

For instance, Chilean mandatory deposits would not have prevented over investment in 

productive capacities neither speculation in estate.  Chilean mandatory deposits are efficient 

against short-term capital inflows targeting short-term portfolio profits. But speculation in 

estate can last two to four years and the gains can be so high that they easily compensate 

the initial loss induced by the non-remunerated deposit of the first year. Each specific 

problem must be resolved by specific measures. Ponzi-financing strategies call for a tight 

control of banks by the State. For instance, in France in the 1950-70, as in Korea at the 

same period, banking credits were subject to volume restrictions and there was an upper 

limit to the interest rate. 



 

 133

                                                

 As for the efficiency of the CTT and a Security Transaction Tax (STT)28 in the sector 

that do fall under their authority, i.e. the foreign exchange market and the stock exchange, 

IIene Grabel (2002, p129, and 2003a in this issue) argues that they would not reduce 

speculation dramatically because the tax rate is too low relative to the expected profit 

associated with speculation. We have already discussed at length the answer to this 

criticism. A two tier CTT and STT, or an even more sophisticated version (there could be 

several thresholds for the surcharge) could reduce speculation dramatically especially if the 

two taxes are implemented jointly which would be highly desirable. We can also add that in 

the developing countries, the ordinary tax would be much higher, perhaps 1%, because the 

usual spread is also much higher than in developed countries. 

 Ilene Grabel acknowledges this possibility but warns that the variability of the two 

taxes “… might perversely create another source of volatility as market participants 

reallocate their portfolios in anticipation of the activation of a variable tax” (2002, p130). 

 This is a real problem that has already been raised in connection with the circuit 

breakers in force at the New York Stock Exchange. The US Securities And Exchange 

Commission (1998) has studied what is called the “magnet effect” of the circuit breakers. 

These were activated two times on October 27, 1998, when the market declined 7.18%, 

which was the tenth largest percentage decline in the DJIA index since 1915. At 2.36 PM, the 

market decline triggered the circuit breaker for the first time. “There was no appreciable 

increase in trading volume on the NYSE in the period immediately prior to the first circuit-

breaker. If there had been a magnet effect, a surge in trading volume would have been 

expected as a function of investors rushing into the market in an attempt to trade before the 

circuit-breaker could be implemented” (p 23). Overall, the report is rather inconclusive 

because of mixed evidence, especially for the second halt of the market that day. But let’s 

assume that there exists a magnet effect for pre-announced system like circuit breakers or 

the proposed CTT. 

If it does exist, then it also concerns the “unannounced speed bumps” considered by 

Ilene Grabel (2002, p 128) especially if they are coupled with “transparent trip wires” that 

every investor can observe. Speculators can be taken by surprise the first time a government 

activates a speed bump without warning. But we can be sure that speculators won’t forget 

and will learn by experience. This could exacerbate speculation next time in exactly the same 

way a pre-announced device like the CTT and the STT. The only way to avoid speculators’ 

learning by doing would be a government to invent a new speed bump to surprise 

speculators again and again. It would be highly desirable but difficult to put in practice even 

with the most imaginative heterodox economists. And we can think of a more perverse 

 
28 See the contributions of R. Pollin and Dean Baker on Security Transaction Taxes in this issue. 
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source of volatility. Speculators having experienced that the government is very smart could 

anticipate even more and reallocate their portfolios with much more advance than a pre-

announced system would induce them to do.  

To conclude on this point, whatever the instrument against speculation, the 

authorities will have to face anticipating and bypassing behavior on the behalf of speculators. 

The solution can only be pragmatical. The authorities will have to adapt and adjust their 

legislation permanently. In the case of the STT, the activation of the surcharge can be turn 

into a non-automatic and unannounced system if it proves necessary. In the case of the CTT, 

it is much more difficult because of the regional and possibly universal dimension of the 

agreement. 

Finally, I would like to address a last criticism that concerns the supposed irrelevance 

of the CTT (and the STT) regarding capital flight. Ilene Grabel writes: “Thus, Keynes and 

Tobin taxes would neither prevent the accretion of activities that create currency and flight 

risk, nor would they prevent the kind of herding behavior that exacerbates these risks in the 

context of investor flight” (2002, p 129). 

Again, this criticism may be true for the original “Tobin tax” but does not take into 

account the leverage of the two tier CTT, possibly enhanced by a variable Keynes tax. A two 

tier CTT cannot by itself eradicate capital flight, and in this sense, Ilene Grabel is right. But it 

can contribute strongly to this end. 

Remember that the surcharge (or high tax) would be levied on the difference 

between the exchange rate in the transaction and the outside limit of the band. So it will only 

surtax speculation and capital flight. 

Let’s give the example of the European Union for convenience knowing that it could 

be easily transposed to developing countries:  

Suppose that the EU adopts the CTT at the European level. The EU’s counsel of the 

Finance Ministers, which has authority on the exchange policy decides that the euro 

exchange parity is 1 $ = 1 euro, with an inferior limit being 1 $ = 0,98 euro, and a superior 

limit being 1 $ = 1,02 euro. If speculators try to sell 10 millions of euros at the rate of 1 $ = 

1,1 euro, they will have to pay a ordinary tax of let’s say 0,1 % plus a surcharge of 100 % 

calculated as the following:  

10 Millions x 0.1 % + (1,1 – 1,02) X 10 millions x 100 % = 0.001 X 10 + 0.08 X 10 X 

1= 810 000 euros.  

This means an effective taxation of 810 000 euros/10 millions of euros = 8,1 %. 
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If 100 % is not enough, nothing impedes to increase the level of the surcharge to 120 

%, 150 %, etc. In case of capital flight, it could be necessary to apply a surcharge of say 300 

%. 

10 Millions x 0.1 % + (1,1 – 1,02) X 10 millions x 300 % = 0.001 X 10 + 0.08 X 10 X 3 

= 2 410 000 euros. In this case the effective level of taxation would be 2,4 millions/10 

millions = 24,1 %. Or in other terms, to export 10 millions of euros (around the same in US 

$) outside the European Union, an individual, a firm or a bank would have to pay 2,4 millions 

of euros, which is quite a lot of money and quite a disincentive. But if it is not enough, the 

surcharge can be higher still. 

To summarize, we can say that the surcharge can help to reduce speculation and 

capital flight in an efficient way, when capital do not try to leave the country despairingly. Of 

course, if investors are ready to lose 50 % or more of their capital, because they fear that 

they can lose 100%, there is still a good reason to leave the country. In this extreme period 

of crisis, the only solution is strict capital controls forbidding any capital exit.  

But besides these exceptional circumstances, how can we regulate intermediate 

situations when the country has to cohabit with international financial markets? In “normal” 

situations, a float-managed exchange rate with the two-tier CTT is the best option. The more 

narrow the band is, the more frequently speculation and capital flight will trigger the 

surcharge and will be taxed prohibitively. But at the same time, if the band is too narrow, the 

normal working of the economy can be affected. So there is a trade off between the 

necessity to fight speculation and capital flight and the necessity to preserve a sufficient 

space for the “normal” fluctuations of the exchange rate for productive and commercial 

activities that must be taxed at the normal rate. The monetary authorities will decide on this 

trade-off.  

 
 

3) CTT IS GOOD POLICY AND GOOD POLITICS. 
 

3.1 R. Dodd (2003, in this issue) explains that the CTT will be confronted to an 
immense opposition. It is smarter to fight for battles we can surely win. Easily 
attainable reforms are preferable. 

 

Yes, the CTT will meet a formidable resistance organized by those who have much to 

loose. The opponents of the CTT are richer and more powerful. But isn’t it true for the great 

majority of reforms we would like to be adopted? Do we always renounce for this reason? If 
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we restrict our ambitions to what can be easily achieved, then the scope of our ambitions will 

narrow even more because our opponents are reducing every day what is politically 

reasonable to achieve in a neo-liberal world. 

 

For example, we can all agree that it would be a good complementary measure to 

increase the capital gain tax as proposed by R. Dodd. But is it still reasonable after the new 

fiscal cut program announced by the Bush administration?  

Capital controls are needed when every other preventive measures have proved 

insufficient to stop the build up of a financial crisis and the associated capital flight. But again, 

can we seriously think that the opposition to capital controls will not be immense? 

 

Even if no decisive progress has been made in favor of the CTT, some significant 

progress has been achieved. The French Parliament has passed a law in December 2001, in 

favor of the CTT. The law says that the CTT will be implemented as soon as the other EU 

countries will adopt it. The Belgium Parliament is on the verge to adopt a two-tier CTT, in the 

same conditions as France. The Italian Parliament will have to discuss a bill after ATTAC 

Italy gathered 30 000 citizens’ signatures on a petition in favor of the CTT. In February 2003, 

the Indian Prime Minister, Atal Behari Vajpayee, has called for a tax on international currency 

transactions to protect the world's developing economies. "I believe this (levy) is a reform 

whose time has come," he said on the eve of the 114-nation Non-Aligned Movement (NAM) 

summit in Malaysia. "It combines in one effective measure an instrument to protect weak 

economies from the volatility of capital, to enhance investor confidence through stability of 

capital markets and to generate valuable developmental resources”.  These are only first 

steps and we still have a long way to go. But it shows that there is a political support for the 

CTT.  

 

An international treaty should establish the CTT. The more global the better. But it does 

not mean that it should be global right from the start. A group of countries, probably located 

in the same continent, could take the initiative. It could be the EU because it has the same 

economic weight as the US and because around 50 % of the foreign exchange markets are 

located there (UK and Switzerland included). Developing countries from Africa, Latin America 

(Brazil) and Asia could join in. The charge of the proof would be shifted to countries (like the 

USA) that still oppose the CTT: “It works, why don’t you do it?” 
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3.2 If the tax were imposed in only one part of the world, it would be an incentive to 
relocate trading into untaxed countries, in particular in off shore tax havens that 
serve as a conduit for terrorist financing (see R. Dodd 2003, in this issue).  

 

There is a solution to the problem of relocation and off shore tax havens. 

 
First. If tax havens are so attractive, why is the vast majority of the financial system of the 

world still located in a few developed countries plus Singapore and Hong-Kong?   

  
Because geography still matters. Financial centers are natural monopolies (e.g. London 

and the Greenwich meridian). And they need external economies: Infrastructures, lawyers, 

traders, computer engineers, and even economists. All these well paid people need a nice 

place to live in and spend their money29. And, finally, because all major financial centers 

need to be in the proximity of political centers of power. 

 If it was only a matter of transaction costs, and of costs in general, why is London, 

one of the most expensive cities of the world, one of the major financial centers? 

 

 Second. Currencies can be transacted everywhere, even in offshore tax havens or 

untaxed countries in general. When a transaction in US dollars is settled, US dollars will be 

transferred from one bank established in the US to another bank established in the US even 

if the trade was negotiated in Singapore. If US banks go the Caiman Islands, the US $ they 

transact will stay in the US. They won’t be settled in the Caiman Island but in the USA 

through the use of correspondent banks30. These correspondent banks will transfer the 

dollars in the USA through CHIPS the most important private clearinghouse31 in the USA, 

and FEDWIRE, the official Real Gross time Settlement System (RTGS)32, which provide a 

totally secure environment for the transfer of huge amounts of cash. 

 
29 The government of Singapore has recently announced that it would allow discotheques to stay open late at 

night in order to attract more foreign investments. 

30 Correspondent banking is “an arrangement under which one bank provides payment services and other 

services to another bank”, usually across international boundaries. (ECB, bluebook, 2001).  

31 A clearinghouse is a “department of an exchange or a separate legal entity which provides a range of services 

related to the clearing and settlement of transactions and payments and to the management of risks associated 

with the resulting contract. In many cases, the clearing house acts as the central counterparty”. (ECB Bluebook, 

June 2001). 

32 An approved Real-Time Gross Settlement System is a system in which processing and settlement with finality 

takes place continuously in real time across Central Bank accounts. It is called Fedwire in the US and Target in 

the EU. 
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According to an official report (C. Levin, 2001), the correspondent banks are the “vital 

blood” of offshore paradise. Banks in offshore paradise are empty shells. They don’t have the 

necessary competencies and infrastructure. Without their linkage with their correspondent 

banks in the US, in Europe, etc., they cannot get access to the vast legal financial systems of 

these countries. 

 

More important, countries have the right to cut off the access to their national financial 

system. In the US, the regulation do exists: 

 

“To enforce these regulations, the Federal Reserve reserves the right to prohibit the 

use of the Federal Reserve payment services to support fund transfers that are used to 

settle, directly or indirectly, obligations on large-dollar multilateral netting systems that do not 

meet the Lamfalussy Minimum Standards…. No future or existing privately operated large-

dollar multilateral netting system will be permitted to settle on the books of a Federal Reserve 

Bank unless its participants authorizes the system to provide position data to the Reserve 

Bank on order” (Federal Reserve, 1994)33.  

The UK has the same regulation. These threats were decisive for the adoption of the 

Basle Accord. 

 

The Kerry Amendment to 1988 Anti-Drug abuse empowered the US government to 

cut foreigners off from the access to the US financial system, including its clearing system, if 

their government refused to reach specific anti-money laundering agreements with the US 

treasury. (Eric Heillener, 2000). 

 

All these regulations could be used to enforce the CTT if it was part of the financial 

and banking rules and regulations. 

 

It is exactly at the settlement point that the bulk of foreign exchange transactions will 

be taxed, when they are netted through CHIPS or when they enter the Real Gross Time 

Settlement System.  

 As for the possibility that clearinghouses could be relocated in tax havens, (see R. 

Dodd, 2003), it is simply unbelievable. Not only these clearinghouses need very huge 

investments in computers systems and telecommunication infrastructures, but, more 

important, they need the juridical security and the financial backing provided by the central 

banks of the country where they are located. An American bank will accept to transfer US $ 
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20 millions on the US territory because it knows that if necessary the FED will act as a lender 

of last resort. The Caiman Islands’ central bank cannot be a credible lender of last resort for 

that matter.  

Is it by accident that CLS34, the new international clearinghouse that settles the great 

majority of foreign exchange trade throughout the world is located in London and New York?  

 

As for derivatives, those that are traded on a clearinghouse can be easily taxed. Over 

The Counter (OTC) derivatives products, which are not settled, will be taxed at the point of 

negotiation. The progress in straight-through-processing will make it easier. For those OTC 

that are processed manually, the master agreement leaves a trace that the fiscal authorities 

can check. Trading through telephone is also taped and therefore leaves a trace. This does 

not mean that fiscal authorities will check every transaction. Not only would it be unfeasible 

but also unnecessary. How many banks would risk their reputation and relationship with their 

government to avoid an ordinary small tax? 

 In summary, there are no major technical problems to collect the CTT and it is even 

easier for STETS because equities are traded on stocks exchanges and usually settled by 

the same firms that managed the transactions.  

 

 

CONCLUSION. 
 

In this paper, we have tried to demonstrate that the CTT can be a useful instrument 

against speculation. It could also dampen capital flight and therefore contribute to the 

prevention of financial crisis together with more comprehensive capital controls measures. It 

could stimulate economic cooperation at the regional level and therefore be a major step 

toward a new “developmentalist financial architecture” (I. Grabel, 2003b). It could also be 

useful to developed countries like the USA and the E.U. And finally, it could generate huge 

revenues for financing development, universal access to social services, and global public 

goods. 

 For these reasons, it is worth supporting the CTT and other global taxes. 

 
33 Quoted by R. Schmidt, 2001. 

34 CLS stands for Continuous Link Settlement. CLS was funded by 66 major international banks in 16 countries 

and seven central banks, including the Federal Reserve. Since September 2002, it provides for a simultaneous 

exchange of the currencies in each foreign exchange contract to eliminate settlement risk. CLS Bank is based in 

New York. It is a special purpose bank supervised by the Federal Reserve. 
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Harmful Tax Practices: Who Wins, Who Loses? 
 
John Christensen, Development Economist, tax justice network, Essex (GB) 
 
 
A series of corporate scandals in recent years, involving such high-profile companies as 

Enron, Tyco, Yukos, the Big-Four global accounting firms, and many major law firms, have 

drawn public attention to the growth of organised corporate tax abuse through transfer-

pricing, re-invoicing, the use of special purpose vehicles, corporate inversions using tax 

havens, dubious charitable trusts and other tricks of financial engineering. 

 

In the case of Enron, which until two years ago was being heralded by corporate gurus as 

the role model for the twenty-first century, a total of 881 offshore subsidiaries, of which 692 

were incorporated in the Cayman Islands, were used as part of an elaborate strategy to 

avoid taxesi.  Data for the period 1996 to 2000 shows that over a five-year trading period 

Enron generated pre-tax profits approaching US$1.8 billion (€1.5bn), but paid no federal 

income taxes and was in fact a net recipient of tax rebatesii. 

 

Enron’s aggressive strategy of minimising its asset base and avoiding taxes on a global 

basis made it the darling of international investors, and it was only after the house of cards 

collapsed that its accounting and legal advisers sought to distance themselves from what 

was delinquent corporate behaviour from the outset.  Importantly, however, many of the 

practices used by Enron remain in use, particularly in the field of tax abuse.  Studies 

conducted in the United States show that a large number of top US companies, including 

famous brands such as Accenture, ExxonMobil, Hewlett-Packard, Deutsche Bank, 

Halliburton, Lufthansa, and Deutsche Telekom, have paid armies of accounting, banking and 

legal practitioners to concoct schemes devised solely to launder profits without paying their 

fair share of taxes. 

 

Recent estimates suggest that the US federal authorities lose some US$170 billion (€143 bn) 

annually to corporate tax avoidanceiii, and this is in addition to the US$85 billion (€71bn) lost 

to the Treasury as a result of tax shelter abuse by wealthy individualsiv.  These sums are 

large enough to fund free healthcare for all Americans. 

 

Capitalism’s quest for increasing profits by lowering tax payments is not confined to the 

United States. It is global.  Regrettably, little progress is being made in Europe in tackling tax 

abuse. Neither the European Commission nor Parliament have shown much interest in 
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examining organised tax avoidance, and their initiative to counter tax evasion through the 

recently enacted Savings Directive is laughably inadequate. 

 

The situation in the UK illustrates the problem that we have with corporate tax avoidance in 

Europe1. In an article published earlier this month Professor Prem Sikka used a random 

sample drawn from the approximately 2,200 companies listed on the London Stock 

Exchange to reveal a shortfall of over £5 billion (€7.2bn) between the corporation tax that the 

16 sampled companies should have paid and the amounts actually paid.  Professor Sikka 

concluded that further detailed research was likely to uncover an even larger shortfallv.  

Curiously, despite overwhelming evidence of significant revenue losses to HM Treasury, the 

‘business-friendly’ UK government has persistently declined to investigate the scale of tax 

abuse in Britain. 

 

The global shadow economy 
 

Judging from what little research has been undertaken in recent years, organised corporate 

tax abuse, typically in the form of aggressive profits-laundering through tax havens, is 

systemic throughout the majority of globalised industries, including and especially, the 

extractive industries, banking and finance, aviation, shipping, communications, 

pharmaceuticals, media, traded commodities and the weapons industry. 

 

The scale of this issue has become so enormous that it can fairly be described as a shadow 

economy operating on a global basis.  Because of the secretive nature of this type of activity 

it is not possible to accurately quantify the scale of the offshore economy, but recent 

estimates give some idea of its broad orders of magnitude: 

 

• Half of all world trade appears to pass through tax havens, even though these 

jurisdictions account for only about 3 per cent of global GDPvi.  This apparent 

anomaly is due to the fact that a large proportion of transnational companies book 

their intra-company transactions through tax havens solely to avoid tax.  In reality, of 

course, there is little or no economic substance to these transactions, which are part 

of what is referred to as a profits-laundering process, involving the transfer of profits 

to jurisdictions that charge minimal or even zero rates of tax on profits; 

 
1 Research in the UK, for example, conducted by the Association for Accountancy & Business Affairs (a think-

tank), estimates the revenue loss to the UK government to be at least £25 billion (€36bn) annually, and it might be 

as high as £85 billion (€122bn) annually1. 
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• The value of assets held offshore, either tax-free or subject to minimal tax, is 

estimated at US$11 trillion (€9.2 trillion), which is over one-third of global GDPvii; 

 

• In the mid-1970s there were about 25 tax haven jurisdictions. Today the IMF 

identifies more than 60 tax havens and offshore finance centres, hosting an army of 

accounting, banking and legal professionals2.  Interestingly enough, about half of the 

recognised tax havens around the world are members of the British Commonwealth, 

and the City of London, itself a tax haven, has played a leading role in developing the 

offshore economy.   

 

• The volume of funds that pass through tax havens annually is estimated at some 

US$7 trillion (€5.9 trillion)viii, approximately equivalent to the value of global trade in 

goods and services; 

 

• Offshore companies are being formed at the rate of about 150,000 per yearix, and are 

now numbered in the millions.  Many of these are being used by wealthy individuals, 

which partly explains why the EU Savings Directive is a man of straw.  And of course 

this figure does not include the huge number of trusts and foundations that have been 

established offshore over the past seventy or eighty years; 

 

In summary, the offshore finance industry cannot be described as a minimal or transitory 

phenomenon.  Despite the virtual absence of references to tax havens or offshore finance 

centres in mainstream economic analysis3, the offshore economy is a significant and deeply 

embedded part of globalised capitalism.  

 

Whilst the tax avoidance industry is clearly damaging to the interests of developed countries, 

it is almost certain that harmful tax practices are an even greater problem for economies in 

 
2 The Channel Island of Jersey, for example, employs about 12,500 people (23 per cent of its economically active 

workforce) in its offshore finance industry. 

3 In fact, such is the lack of knowledge and understanding of the offshore world, that when the Organisation for 

Economic Co-operation and Development (OECD) published their 1998 report on harmful tax competition3, 

virtually the only critique of their analysis came from academics who accused OECD members of acting as a ‘self-

serving cartel’3.  Quite how democratically elected governments can be accused of acting like profit-maximising 

companies by seeking to safeguard their tax revenues from aggressive tax practices by transnational companies 

is beyond comprehension! 



 

 148

                                                

transition and developing countries4.  In the absence of powerful and sophisticated tax 

authorities like the US Inland Revenue Service, it is relatively easy for transnational 

companies and local political elites to erode the potential tax base, resulting either in the 

transfer of the tax burden onto labour and consumption, or a reduction in the rate of capital 

accumulation and investment by the state. 

 

According to one leading development NGO, the revenue losses to developing countries 

from the effects of tax competition and from non-payment of tax on flight capital amounts to 

at least US$50 billion (€42bn) annually.  This is a conservative estimate that does not include 

losses due to tax evasion and transfer-pricingx.  Coincidentally, €42 billion is roughly 

equivalent to annual global aid flows. 

 

It is unarguable that the impact on developing countries and the transition economies of 

corporate tax abuse is immense, forcing many of these countries to borrow on the financial 

markets to fund revenue and capital expenditure that would otherwise be less expensively 

funded from tax revenues. 

 

Technological change and market liberalisation 
 

The rapid growth of the offshore economy since the 1960s can be traced to the recent 

technological change in telecommunications and to liberalisation of the global capital 

marketsxi.  In combination these changes have generated forces in the economic 

globalisation process that undermine the ability of national governments to effectively enforce 

their tax regimes and threaten the effectiveness of national democracies. 

 

The increased mobility of capital enables transnational corporations to choose between 

different jurisdictions according to the preferential tax terms and other benefits that are on 

offer.  Competition to attract foreign direct investment has led to many countries offering 

inducements in the form of tax holidays and export processing zones with minimal tax rates.  

The result of this process of tax competition is that countries, particularly developing 

 
4 The weakness of the Bolivian fiscal system illustrates the problems faced by so many developing countries.  

Earlier this year the Bolivian National Congress sought to change the tax code in order to recover €355 million in 

revenue arrears and bring thousands of businesses into the formal tax sector for the first time ever.  Facing a 

fiscal deficit of 8.8 per cent in the current budget4, Bolivia is struggling to stave off economic collapse, but 

endemic tax evasion by local business elites has made the state increasingly reliant on multilateral credits and 

grants from donor countries4. 
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countries, have eroded their potential tax base, resulting either in a transfer of the tax burden 

to labour and consumption, which in both cases is socially regressive, or in a net reduction in 

the revenues available to the state to invest in social and physical infrastructure. 

 

At best the benefits to developing countries of tax competition are questionable.  A study by 

international consultants McKinseys published in 2003 concluded that fiscal inducements 

offered by four major developing countries – China, Brazil, Mexico and India – had negative 

and unintended consequences.  “Without materially affecting the volume of investment in 

most cases,” said McKinsey, “popular incentives such as tax holidays, subsidised financing 

or free land, serve only to detract value from those investments that would likely be made in 

any case.”  In Brazil’s car industry, for example, government fiscal incentives led to over 

investment that resulted in low capacity usexii.  Which begs the question, why do 

governments persist with offering fiscal inducements when the evidence suggests that good 

social and physical infrastructure, an educated workforce, and stable social and economic 

conditions are a more important incentive for investors? 

 

In contrast to tax competition between industrial economies, which are at least engaged in 

productive economic activity, tax havens are used to accelerate the process of fiscal 

degradation by offering non-resident companies and individuals a low or zero tax alternative.  

Transnational companies create artificial structures to assign asset ownership or the 

apparent location of transactions to shell companies registered in low or zero tax havens.   

For example, the British Crown Dependencies, i.e. the Channel Islands and the Isle of Man, 

currently offer tax rates as low as half of one per cent on corporate profits booked into 

international business companies, and will shortly be lowering the overall tax rate on all types 

of corporate entities to zero5. This is the logical outcome of a fifty-year process of successful 

corporate lobbying to reduce tax rates on capital across the globe6. 

 

 
5 Now people in Jersey are demonstrating because its agriculture and tourism sectors are virtually dead., and the 

government is raising £100 million in taxes through hikes in sales and indirect taxes, in order to finance the zero-

rate corporation tax. 

6 Taking a long-term time horizon reveals a dramatic shift in the distribution of the tax burden.  In the United 

States, for example, in 1953 families and individuals paid 59 per cent of federal revenues and corporations 41 per 

cent.  According to the latest Statistical Abstract of the United States, this ratio has now shifted to approximately 

80:20 in favour of corporations6.  A similarly dramatic shift has occurred in the United Kingdom, where corporate 

tax revenues account for a mere 2.8 per cent of GDP, which is scarcely evidence of companies playing a 

significant role in financing education, health, transport infrastructure, defence spending, and all the other services 

that the business world expects in a modern economy.  
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The illusion of fiscal discipline 
 

But concerns about harmful tax practices lie deeper than the loss of state tax revenues that 

legitimately belong to the people.  The ability of transnational corporations to structure their 

affairs through paper subsidiaries in tax havens provides them with a significant tax 

advantage over their nationally or locally based competitors.  Local businesses, no matter 

whether they are technically more efficient or more innovative than their transnational rivals, 

will be competing on an uneven field.  In practise, of course, this differential tax treatment 

favours the large business over the small one, the international business over the national 

one, and the long-established business over the start-up. 

 

As a result of the transnational companies’ ability to exploit the uneven global fiscal 

topography, investment decisions are being taken on the basis of whatever tax and 

regulatory concessions can be extracted from competing governments, which effectively 

negates the Ricardian doctrine of comparative advantage that lies at the very heart of the 

liberal global trade modelxiii. 

 

In addition to these profound market distortions, aggressive tax avoidance7 by transnational 

companies undermines the integrity and equity of existing tax structures; increases the 

administrative burden  of revenue collection; and perhaps most importantly, increases 

income disparities within and between nation statesxiv. 

 

Far from acting as a legitimate disciplinary agent on high-tax, high-spend governments, the 

type of harmful tax practices that have been identified are symptomatic of an almost 

wholesale withdrawal of wealthy elites and transnational corporations from their economic 

and social obligations.  Furthermore, the aggressive fashion in which they exert their 

considerable political influence is in itself profoundly anti-democratic.  

 

The offshore interface 
 

Proponents of tax havens and offshore finance centres justify their role in the global 

economy by claiming that they act as conduits for financial assets entering the global capital 

markets.  This assertion does not really make much sense in the context of liberalised 

 
7 The term aggressive tax avoidance is used by revenue officials in the US and UK.  Within the tax advisory 

industry, however, the preferred terms are ‘tax planning’, ‘tax management’, and ‘tax efficiency’. 
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markets in which capital can be transferred almost anywhere in the world by a few taps on a 

computer keyboard. 

 

In reality the only reason for routing investment flows through tax havens and offshore 

finance centres is to obtain a tax advantage or hide the true origin of the capital.  Many of 

these centres came into being as a result of their usefulness for circumventing exchange 

control regulations, and much of the capital routed through the offshore circuits is being 

‘laddered’ between different jurisdictions for money-laundering purposes, typically involving 

tax evasion, fraud, embezzlement, illicit capital-flight, and narcotics or terrorist funding. 

 

Whilst it is important to recognise that many of the financial crimes perpetrated against the 

people of developing countries originate from their local business and political elites, we 

need also to recognise that many of these transactions would not be possible without a 

sophisticated ‘pinstripe infrastructure’ of financial services practitioners who act as an 

‘offshore interface’ between the criminal activities and the mainstream global economy.  As 

Senator Joseph Lieberman commented to the Senate Committee on Governmental Affairs 

on 18 November 2003, we are faced with “ranks of lawyers, accountants, and financial 

consultants who have abused the law and their own professional ethics simply for the sake of 

huge sums of money.” 

 

Policy options for combating harmful tax practices 
 

The only way to effectively counter harmful tax practices is through global initiatives.  A 

multilateral framework is therefore required that will balance the need for sovereign states to 

protect their tax revenues from aggressive tax avoidance with a respect for the right of 

democratic governments to determine a tax rate appropriate to their circumstances.  At the 

same time measures are required that will empower countries, especially developing 

countries, to stem their tax losses and to resist pressure from transnational corporations to 

degrade their tax regimes. 

 

• An important first step towards addressing these concerns would be the introduction 

of automatic information exchange agreements.  The secrecy space provided by 

offshore jurisdictions is conducive to tax avoidance and also facilitates money-

laundering and corruption.  Agreement is needed at a global level to define minimum 

standards of transparency and disclosure by companies and to enable the 
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development of wider networks of cooperation extending beyond the OECD to all 

developing countries and transition economies. 

 

• A multilateral approach is also required to define common standards for the tax base 

of transnational companies, in order to limit the scope for tax abuse.  Common 

standards to define the tax base would not lead to a harmonisation of tax regimes nor 

would they jeopardise the rights of sovereign states to set tax rates on business and 

individuals. 

 

• International agreement is needed to enable states to tax transnational companies on 

a global unitary basis, which would require these companies to compute the accounts 

of their local subsidiaries as a proportion of the unified accounts of the group as a 

whole.  A unitary basis for taxation would eliminate the intra-group transactions 

between related subsidiaries, and would allow tax authorities to ensure that profits 

are taxed in the state where they are actually derived. 

 

• Crucially, a functional unitary basis for taxation will also need international standards 

for information disclosure by companies. 

 

• A global tax authority is required to address the problem of fiscal degradation and to 

monitor international tax policies to ensure that national tax systems do not have 

harmful global repercussions.  Concerns about the offshore system are currently 

being addressed by a number of fora, including the OECD, the UN, the WTO, and the 

EU, but these initiatives are not being coordinated, and in some cases lack global 

authority or legitimacy.  Earlier this month the United Nations General Assembly 

decided that the existing 25-member UN ad hoc group of experts on international 

cooperation on tax matters should be upgraded to an intergovernmental body that 

would report to the UN’s Economic and Social Council.  The group of experts will be 

meeting in Geneva next month to discuss this upgrade and the Tax Justice Network 

will be there in an observer status to support the proposal. 

 

Corporate Social (Ir)Responsibility 
 

What should company directors and their advisers think about tax avoidance in the context of 

their corporate social responsibility agendas?  Transnational companies make use of 

aggressive tax planning strategies because they are able operate in the legal vacuum that 
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exists between nation states, but business executives should recognise that paying taxes is 

the first and foremost duty of corporate citizenship.   

 

Tax avoidance might improve company profits and raise executive bonuses, but it also 

lowers the rate of development of social capital and transfers the tax burden onto labour and 

consumption.  The publicity surrounding the Enron case has ensured that company directors 

and audit committees can no longer turn a blind eye to the role of tax schemes in the wider 

context, even if there remains a legal vacuum in some areas of tax law.  In this respect, 

directors will need to recognise that the tax issue is similar to where we were on human 

rights about ten years ago, and it is no longer acceptable to adopt the attitude of the three 

monkeys. 

 

Aggressive tax planning by tax advisers should therefore be considered as socially 

unacceptable and the tax advisers and company directors who implement such schemes 

should be made personally liable for tax losses that arise from their actionsxv. 

 

Transnational companies, and the tax planning industry that advises them, should adopt 

clear standards for corporate social responsibility in the area of taxation which should include 

explicit requirements to publish all necessary accounting information and to refrain from the 

use of profits-laundering vehicles that are created without substantial economic purpose.  

 

A starting point for reform in this area would be adoption of a general anti-avoidance principle 

that would provide a degree of balance to the currently unqualified profit maximisation 

principle, which provides a pretext for corporate tax avoidance.   The current situation, based 

on the principle established by the Duke of Westminster case, (1936)8 has not kept pace with 

the debate on corporate governancexvi.   

 

A manifesto for tax justice 
 

The global Tax Justice Network was launched in March 2003 to provide a vehicle for social 

movements around the world to act upon their concerns about the harmful effects of tax 

competition and tax avoidancexvii.  The network’s aims are as follows: 

 
8 The ruling, which has been widely copied throughout the world, stated that taxpayers may organise their affairs 

to pay the least tax possible under the law. 
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• to eliminate cross-border tax evasion and limit the scope for tax avoidance, so that large 

corporations and wealthy individuals pay tax in line with their ability to do so; 

• increase citizens' influence in the democratic control of taxation, and restrict the power of 

capital to dictate tax policy solely in its own interest;  

• restore similar tax treatment of different forms of income, and reverse the shifting of the 

tax burden onto ordinary citizens;  

• remove the tax and secrecy incentives that encourage the outward flow of investment 

capital from countries most in need of economic development; 

• prevent the further privatisation and degradation of public services. 

In conclusion, the scale of tax avoidance and fiscal degradation has reached a level at which 

it undermines the capacity of states to tax and spend as their citizens might choose.  This 

threatens the very core of liberal democracy. 

 

The industrial scale of profits-laundering through tax havens has distorted global markets in 

favour of transnational companies, nullifying the notion of comparative advantage and 

causing investment decisions to be taken on the basis of tax concessions rather than on 

substantive economic advantages. 

 

Multilateral action is required to counter these harmful trends, and social movements need to 

activate on a global basis to counter over fifty-years of corporate lobbying of governments to 

secure one tax concession after another.  The Tax Justice Network has been formed for this 

purpose.  We hope to receive your support. 
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4. ROADS TO ALTERNATIVES 
 
The Need for Transparency in Corporate Accounting or 
A modest proposal for reform of International Accounting 
Standards 
 
Richard Murphy1, BSc FCA Chartered Accountant, Association for Accountancy and Business 
Affairs2, Essex (GB) 
 
 
The corporate world argues that high taxation is harming prospects for world wide prosperity. In 
practice there is evidence of widespread falls in corporate tax rates throughout the world. The 
causality of this is open to question. There are two possible hypotheses. The first is that 
governments believe the arguments that the corporate world presents, and are responding. The 
second is that intergovernmental pressure in the form of tax competition is creating the downward 
pressure. The OECD has given clear indication that the latter is the cause by waging its campaign 
on Harmful Tax Competition. But data to assess how legitimate corporate behaviour is distorted by 
the availability of competing tax rates within their core markets and tax havens is largely 
unavailable because the nature of consolidated financial statements means that all inter company 
transactions are suppressed in the reporting process. Given that estimates of inter group trade 
accounting for at least 66% of world trade exist what is required to appraise the behaviour of the 
corporate entity in response to tax competition is data on where corporations declare their profits 
and how much they pay in tax in each jurisdiction. This paper suggests that this data would be a 
key measure of corporate social responsibility. It goes on to suggest the changes needed in 
International Accounting Standards to ensure the necessary data is disclosed. 
 

                                                 
1 E-Mail: rjm@fulcrum-uk.com. 
2 http://visar.csustan.edu/aaba/aaba.htm. 
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The Need for Transparency in Corporate Accounting 
 
Tax is an emotive word. Cutting taxes has, over the last twenty years, become the touchstone of 
electability, particularly in the UK and USA. This is because neo-liberal economists have argued 
that: 
 

1. government revenue belongs to taxpayers, not government itself 
2. taxpayers know best how to spend their own money 
3. low taxes are therefore in the best interests of all. 

 
I would state at the outset that in my opinion all these arguments are wrong. I am, of course, not 
alone in my opinion, but the argument that tax is bad has been so heavily promoted by economists 
and the corporations and political parties in whose employ they are that there has been a marked 
downward trend in corporate tax rates over a number of years. KPMG1, in their corporate tax rate 
survey published in January 2003 showed that between 1996 and 2003 the average corporate tax 
rate in EU member countries fell from 39% to 32% and in OECD countries fell over the same 
period from 37.5% to just under 31%. These falls are not a matter of chance. They are part of a 
concerted, organised and apparently successful campaign to reduce tax rates on corporations on a 
world wide basis, in part undertaken by KPMG and the other large firms of accountants.  
 
That campaign to reduce taxes works on two levels. Firstly, it teaches people that the argument is 
right. The simple theories of micro economics2 taught as part of undergraduate and professional 
education courses suggest that taxation restricts consumer choice by limiting incomes, and does at 
the same time suggest that maximising income is the goal of the economically rational person. It 
follows from the assumptions behind such teaching that taxation is seen as a bad thing. It does 
not, of course follow that this is the case. What is actually bad is that such teaching is offered on 
the basis of such poor assumptions. But, unfortunately, that teaching is at present both pervasive 
and persuasive due to lack of offered alternatives. 
 
Secondly, the campaign discourages any questioning of the merit of tax cuts. So, for example, 
almost no work has been done to question the role of UK professional firms and institutes of 
accountants in arguing for tax cuts despite the fact that there are more than 1,000 academic 
accountants in the UK and the call for tax cuts is an annual ritual in which such firms and institutes 
participate each year prior to the annual government budget statements3. The academic world, 
both under the influence of false assumptions and because it is sponsored by those same 
institutes and firms as call for tax cuts, has ignored this issue and its behavioural consequences 
and instead, along with economists, just believes that tax cuts work. 
 
In the light of these two facts it is perhaps unsurprising that the prima facie evidence that tax cuts 
are occurring is powerful and persuasive. This is revealed not only in superficial reviews such as 
that undertaken by KPMG on tax rates, but in evidence on the tax take as well. For example, 
figures published by the UK Treasury show that the UK corporate sector paid only £29,328 billion 
in tax in the tax year 2002/03 (19.38% of direct taxes) as opposed to £34,322 million on 1999/00 
(24.48% of direct tax)4. Shifts in corporate profitability in the meantime are not sufficient to explain 
this downward trend. The actual corporate tax yield is falling. 
 
And, in the limited academic work that has been undertaken to consider the role of international tax 
competition in fuelling this trend it has been found that countries do compete over tax rates and 
that competition extends to both the declared tax rate and the actual effective average tax rate5. 
The two, incidentally, are by no means always the same due to differences between profits as 
declared for accounting purposes and as adjusted for taxation purposes. It has also been found 
that tax havens do not add to the economic benefit of states, they only reduce tax rates6. 
 
These findings, coupled with falling real tax takes from corporations suggest two things. The first is 
that governments might believe the neo-liberal agenda, and are acting to cut tax rates on the basis 
of that belief. This would suggest that governments now see their own role within the economies 
they regulate as being generally harmful to trade and well being within it and as such wish to cut 
taxes. Much political rhetoric from the Republican Party in the USA and the Conservative Party in 
the UK would certainly conform to this view and suggest this hypothesis is, at least in part, true and 
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persuasive for others e.g. the UK Labour Party which, despite its supposed left of centre 
credentials has been engaged in successive corporate tax cuts since gaining office in 19977.  
 
Secondly, it might be that governments do not believe they have any choice in these matters and 
have to reduce taxation as a result of the pressure imposed on them by transnational corporations 
(TNCs) who use lower tax rates in one territory as a reason to apply pressure for tax cuts in 
another territory when making inward investment decisions (otherwise called foreign direct 
investment – “FDI”). 
 
The simple fact is that both are probably true in part, although one has to be careful in determining 
the degree of truth one ascribes to any statement in such an emotive area and when the process 
involved is fundamentally political. For example, even when a government says it believes in the 
tax cutting agenda it may not be telling the truth. The Thatcher government of 1987 cut corporation 
taxes in the UK from 52% to 30% but at the same time substantially broadened the tax base so 
that most companies paid tax after the changes, whereas relatively few had beforehand due to the 
generous tax reliefs for capital expenditure and the effects of inflation on stocks held. As such that 
government won a propaganda coup of claiming to cut taxes whilst actually increasing revenues 
from this source from £8,341bn in 1984-85 to £21,495bn in 1989-90, a trend not capable of 
explanation but by increase in effective tax rates4, the extraordinary UK oil revenues of this period 
being taxed in other ways. It is, however, hard to imagine such a trick being played again. For 
example, the planned cuts in corporate tax rates by the Bush administration in the USA in 2003 are 
forecast to give rise to a substantial government deficit. The rhetoric and practice of cuts now 
appear to coincide.  
 
This evidence as a whole from government sources leaves it as at least a tenable proposition that 
the "race to the bottom" in cutting corporation tax rates, which is already seeing 0% rates on offer, 
is a real, and maybe accelerating phenomenon, whose impact is only now being seen.  
 
If that is so the place where the evidence must be tested is not solely on the impact of this 
competition upon government revenue. It is also vital that the impact of these policies on the levels 
of actual tax paid by the corporate bodies be considered. That is because TNCs are the medium 
by which this form of tax competition is transmitted. If there were no TNCs the competition would, 
of course, be entirely pointless. They are both the major beneficiaries of tax competition between 
states and the pressure point for its extension. This is because the major transnational 
corporations dominate world trade. The UK government in a white paper published in December 
2000 estimated that two thirds of world trade was conducted between subsidiaries of TNCs rather 
then between independent trading organisations8.  
 
This is a significant statistic because it shows the power the TNC has in the face of a national 
government. Because the TNC conducts so much trade through so many territories (Shell does, for 
example, suggest on its web site that it trades in over 145 countries9, and it is far from alone in 
this) then in effect such companies can say to almost any government that does not wish to trade 
with them as they wish that they will simply by pass them and route their trade through another 
country. Given that much of their trade is, in any event, actually a matter of paper moving rather 
than real trade this is easy to do. For example, even in the case of oil, a physical commodity, it 
may be bought and sold many times whilst en voyage from its country of origin to its port of 
destination. And this exercise is, of course, much easier still for a company whose product is 
primarily intellectual property e.g. most IT and bio- tech companies, where the actual value of 
physical product is small and the intellectual property rights can be distributed over many territories 
to make an effective trail of the actual trades difficult to follow. 
 
The reason why that trail is difficult to follow is that a TNC is only required to publish what are 
called “consolidated accounts” for the benefit of the only stakeholder to whom it has a duty to 
report, namely  the shareholders. These accounts suit shareholder’s purpose because they show 
the sum of transactions between the group of companies that make up the TNC (the “grouping” of 
the numbers being the “consolidation” referred to) and the rest of the world i.e. third parties. It is 
only these transactions which can increase or decrease the value of the company for the 
shareholders, and so are all they are interested in. But in the process of “consolidation” all the 
transactions between group companies are removed from the accounts and netted off one against 
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the other. As a result the inter group trades that make up two thirds of international commerce are 
not reported in the accounts of any TNC, even though they are responsible for them. And it is not 
possible to find out what they are in any other way. This is an extraordinary omission from the 
accounts of TNCs, just as it is an extraordinary omission that they do not have to declare: 
 

• where they operate 
• what scale of activity they have in each territory in which they operate, or what they do 

there 
• how much tax they pay and where.  

 
It is reasonable to say that this problem of establishing just where, how and in what amounts 
corporations undertake their trades is one that was simply not anticipated even a short while ago. 
And the ease with which TNCs can hide their tracks through a multiplicity of trades through 
numerous, wholly owned corporations in a wide variety of territories, both tax haven and 
otherwise10, means that this difficulty is the most fundamental problem now faced by the taxation 
authorities of national governments in seeking to collect the revenues rightly due to them.  
 
Economics has not really considered the consequences of this capacity of the modern corporation 
to trade, in effect, at its choice at will. This is largely because when the first theories of trade were 
being written by the classical economists in the eighteenth and nineteenth century and theories of 
competition and the firm were emerging they made two implicit assumptions, so obvious at the 
time that they did not need to be stated. These were that: 
 

1. the individual and any company they owned owed a loyalty to the state in which they 
resided that was unquestionable and utterly reliable. In effect they would "do the right thing" 
and pay any taxes due by them11.  

2. companies would always be subject to the absolute rule of law of the state, which was 
therefore always in a position to mandate and control them12.      

 
Neither assumption is now true, but economists, as already noted, are not good at reappraising 
their assumptions. The TNC is a normal form of structure for a quoted company. As a result the 
quoted companies which dominate world trade are now in a very real way not subject to the laws of 
any state. Nor, as recent evidence of US companies migrating en masse from its jurisdiction13 and 
as evidence of the mass tax avoidance and evasion product promotion programmes of the largest 
firms of accountants14 shows, can anyone, even in a country as patriotic as the USA, rely on 
corporate patriotism as a basis for accepting any obligation to pay tax any more. 
 
And this difficulty of determining what a TNC does is not only a tax issue. It also affects: 
 

• the corporate social responsibility lobby who want to know where and how a TNC works 
• the environmental lobby who want to know where and how they are using natural 

resources 
• shareholders, who in the wake of the clear tax risk that led them to suffer massive losses 

in cases such as Enron want to know to what extent a company in which they invest is 
abusing world taxation rules, at potential risk to them 

• shareholders and other financial stakeholders (inlcuding suppliers and customers) who 
want to appraise the risk inherent in TNC’s supply chains which might involve transactions 
in highly politically or financially unstable states.  

 
In consequence it is clear that the governments of the world and other stakeholders need to have 
more information about the trading activities of TNCs if they are going to be able to determine the 
extent of, regulate, appropriately tax and appraise the activities of those companies. This is 
because that information available from within their own territories and within the published 
accounts of those companies is now insufficient for these purposes.  
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It is almost certain that the failure to require disclosure of the information highlighted by this paper 
to be omitted from TNC accounts is not a planned outcome of the development of Generally 
Accepted Accounting Standards15, but it is most certainly a consequence of them. And that 
outcome must be corrected if the governments of the world, who are one of the most important 
stakeholder groups to use the accounts of those TNCs are to obtain the reasonable information 
they need from them to be able to undertake their own duties to the societies which they represent, 
and which form another key stakeholder group. 
 
The answer to this problem is relatively simple. Full details of the proposed changes were included 
in my paper "Reporting Turnover and Tax by Location" published in January 2003 and available as 
a download from the web site of the Association for Accountancy and Business Affairs and 
reproduced as an appendix to this paper. In summary that paper says that every TNC must publish 
the following information: 
 
1 the name of the state in which it is located 
2 the names of the states in which each of its subsidiaries and associates is located  

and in respect of each company in the group it should disclose: 
3 its name 
4 its principal trading activity 
5 the way by which it is related to the parent company, and how much is owned by that 

parent 
 
In addition the group should report the following in respect of each subsidiary or associate: 
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6 its sales figure as reported in its own financial statements 
7 its sales to third parties i.e. non group members 
8 its inter group sales to related parties i.e. other group companies 
9 its inter group purchases  
10 its labour costs 
11 the value of natural resources produced or extracted in the reporting territory included in 

sales 
12 its profit before tax 
13 its corporate taxes due for the period 
14 taxes paid by it on behalf of its labour force in the territory 
 
 
The reasons for this are as follows: 
 
1 no company will be able to hide the territories in which it trades 
2 if that trade is real i.e. there is a substantial trade taking place with third parties within a 

territory then it will be clear that  this is not an activity undertaken for anything but the aim of 
meeting the needs of a market. No one, I suspect will wish to argue with such activity (at 
least, not for taxation purposes)  

3 if however it is clear that the sales of a territory are substantially inter group, and more so if 
the purchases are also largely inter group and at the same time there is little evidence of 
payment being made for value added supplies, be they either for wages or extracted 
natural resources, then it is highly likely that transactions in that territory are not being 
undertaken primarily for the purposes of meeting market need but for the internal purposes 
of the organisation itself. It is, of course, the hypothesis of this paper that the purpose in 
question will be primarily linked to taxation benefit but it might also have been to disguise 
the origin of a product, or to break a liability trail. In either alternative case the action is 
almost certainly contrary to the best interests of one or more stakeholder groups and as 
such needs to be exposed. That is the core purpose of this proposal.  

 
The advantages will be: 
 
1 tax avoidance will become apparent, and will therefore be discouraged 
2 environmental abuse will be easier to trace 
3 shareholders, employees and other stakeholders in the company will be better able to 

appraise the risk they take in dealing with the TNC 
4 investors will be better able to appraise the quality of corporate earnings by seeing how 

much these are inflated (and so share prices are inflated) by use of tax avoidance 
practices.  Those companies using such practices are bound to see their values fall. 

 
Before assuming these benefits though, the fundamental question that must be asked of any 
proposal is whether it will be effective. The effectiveness of this proposal was tested in an informal 
meeting with a group of senior UK tax inspectors, the reaction of whom was that if they could 
obtain the information noted above in exactly that form (let alone that detailed in the appendix) they 
could substantially increase the yield of the UK Inland Revenue and close a significant number of 
their current enquiries, which often reach a tax haven and can go no further. In their opinion this 
proposal would be highly effective. 
 
It will be noted that the proposed structure for this change is to make the requirement to disclose 
this information a new International Accounting Standard. International Accounting Standards are, 
somewhat surprisingly, issued by a private company, and not by a state sponsored body. The 
International Accounting Standard Board, which has been dominated by the accounting thinking of 
the UK more than any other territory and which is based in London (both no doubt partly influenced 
by the pivotal position within it of its Chairman, Sir David Tweedie) is controlled by a board that is 
itself located in the US tax haven state of Delaware16. It is almost entirely funded by TNCs whose 
own attitude to these matters might make its choice of place of incorporation less surprising.  
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Despite this apparent lack of authority the European Union is requiring that all TNCs based within 
its territory adopt International Accounting Standards (IAS) from 2005. Additionally, in the wake of 
the collapse in the confidence of the US accounting and auditing profession and its approach to 
regulation which was substantially discredited as a consequence of the Enron, WorldCom and 
other corporate failures, means that the US Federal Accounting Standards Board is likely to require 
substantial compliance with IAS’s at about the same time, albeit with reluctance on some issues. 
International Accounting Standards do therefore have substantial influence. An IAS along the lines 
proposed would be highly effective in producing required information on the trades of the 
companies it would effect.  
 
It is therefore important to consider in advance what objections might be raised to such a proposal. 
These might be: 
 
1 this proposal will impose a substantial cost burden upon TNCs 
2 the proposal will undermine the competitive advantages of TNCs and as such will be 

counter productive to the national interests of the states in which they are located. 
 
Both of these objections are easy to dismiss. In the first case this is because all the information I 
have asked to be disclosed, except for the value of natural resources produced, will, without 
exception, already be known in the form that I suggest in the accounts files of one of the big audit 
firms of the world. The fact is that they have to know it now to be able to eliminate it from the 
consolidated accounts they audit for the transnational corporations of the world. There is therefore 
no additional cost to preparing this information. Nor can there be argument that it is not known. It 
must be known now to publish the consolidated accounts already produced by TNCs. Accordingly 
the first argument is not valid. 
 
A subsidiary argument that might reasonably be presented by the TNCs affected is that to publish 
this data would unreasonably add to the bulk of the corporate reports they have to produce. With 
this, I admit, to having some sympathy. But in the proposal I have made I dismiss the objection for 
the simple reason that the data could be published exclusively on the internet and still be valid, 
useful and capable of analysis, which is what potential users desire. Indeed, if it was required to be 
published in Excel format it would be particularly useful. There is therefore still no argument 
available on the grounds of costs to prevent publication of this data. 
 
Nor is there an argument on the grounds of loss of international competitiveness if this were 
published as an International Accounting Standard. This is precisely because these are 
international in nature, which implicitly overcomes this objection. The requirement of most leading 
stock exchanges for compliance with IASs (or US FASB equivalents, and it would be expected that 
this proposed standard should apply in the USA) will remove any remaining resistance there might 
be on these grounds. 
 
In which case it is believed that a fair case has been put forward for this proposed change in 
International Accounting Standards. The costs are minimal. The benefits are enhanced data which 
will allow many stakeholders of TNCs to better appraise those organisations with regard to their: 
 

• corporate social responsibility  
• investment risk 
• environmental risk 
• its contribution by way of value added to the societies in which it operates 
• and, most importantly as far as this paper is concerned, its contribution to national well-

being by way of tax payment within the locations in which it operates.  
 
The proposal made is for a small change in the work required to publish true and fair accounts but 
would result in a massive change in the quality of data available to the users of those accounts. At 
a time when the corporate world is taking its social responsibility seriously this seems a price which 
is worth their while paying.  
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Notes 
 
1 KPMG Corporate Tax Survey Report January 2003, available as a download from KPMG International web site 

November 2003. Copies available by mailing gofmicttaxratesurvey@kpmg.com. 
2 Undergraduate economics, and that taught to trainee professional accountants is highly simplistic and the level 

of knowledge retained rarely extends beyond that taught in the first year of an undergraduate course. Textbooks 
used such as Samuelson or Lipsey are notable for not questioning the basis of the assumptions made. 

3 In more than 20 years of monitoring the pre budget statements of the UK accountancy profession I cannot recall 
any request for a tax increase. Nor can I recall any suggestion that any new regulation might be beneficial. 

4 Statement T1.2 published annually by HM Treasury in the UK to show net receipts of Inland Revenue taxes and 
available as a download from the HM Treasury and Inland revenue web sites. 

5  “Do companies compete over tax rates?” M Devereux, B Lockwood and M Redoano, University of Warwick, 
April 2002, downloaded from the internet. It is worth noting that one paper presented to the AABA conference 
on tax havens, July 2003 entitled “Globalisation and Diversity in Taxing Transnational Corporations by Prof Mike 
Webb of the University of Victoria (2003) questions whether rates are falling, but it is most notable for being the 
exception to almost all other published data. 

6 Unpublished paper by Robert T Kudrle of the University of Minnesota presented to the AABA conference on tax 
havens, July 2003. 

7 UK mainstream corporation tax rates for large companies have fallen from 33% in 1997 to 30% in 2003. For 
smaller companies rates have fallen from 24% to as little as 0% on the first part of their profits over the same 
period. 

8 UK Government 's second White Paper on International Development entitled: "Eliminating World Poverty: 
Making Globalisation Work for the Poor". launched by Prime Minister Tony Blair and Clare Short, Secretary of 
State for International Development on the 11th December 2000. 

9 Shell.com accessed November 2003. 
10 The number of tax havens in the world is open to debate. The OECD identified more than 40 such territories 

that might have been described as such in 1988 and criteria other than the ones they used might suggest there 
are over 60 worldwide, including such places as the City of London.  

11 Such reasoning may be found implicit in Adam Smith’s “Wealth of Nations”. 
12 The first multinational companies were not created until the latter 19 century, well after the ideas that are implicit 

in the theory of the firm were already being written about widely and being built into UK statute and case law. 
13 Under US state law there is a considerable advantage to moving corporate head offices off shore to places like 

Bermuda. Companies like Tyco, Ingersoll-Rand, Accenture and many others have exploited this at considerable 
cost to the US Treasury. 

14 In November 2003 the Senate Committee on Governmental Affairs hearing on “U. S. Tax Shelter Industry: The 
Role of Accountants, Lawyers and Financial Professionals” found extensive evidence of unpatriotic activity by 
the “big 4” firms of international accountants. Senator Lieberman said “this investigation reveals the role that 
accounting firms, law firms, banks and financial institutions play in helping wealthy taxpayers avoid taxes. 
Among the astounding revelations we will hear about is that these tax shelter promoters go so far as to 
telemarket their illicit wares, as if they were selling shares in a vacation home or magazine subscriptions.” 
(emphasis added). 

15 Generally Accepted Accounting Standards used to be reasonably split between European based standards 
(largely led by the UK) which were principle based and US standards which were largely rule based. After Enron 
etc the latter are now somewhat discredited and there is a trend towards a single world standard. 
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