Outline – International Economic Transactions w/ Andreas Lowenfed– Part I (International Investment)
I. Background on International Investment:

A. Background on International Investment:

1. Investment is an alternative to international trade – one way to jump trade barriers.
2. Most of international investment is by and between international companies

II. Background on International Law on the Expropriation of Foreigners Pre-WWII:
A. CONSENSUS: 

1. Pre-1917, it appears to have been accepted among the principal nations—without a great deal of discussion—that a state that took an alien’s property was obligated to make prompt and adequate compensation

2. Accorded with a general principle of (international—it’s unclear) law that aliens are entitled to at least national treatment, with respect to property

B. Consensus breaks down with Russian and Mexican Revolutions

1. Russia – private ownership abolished in 1917

a. COMMUNIST VIEW of foreign investment denies any international legal rules concerning property owned by aliens AND regards nationalization of property of aliens as part of the right of self-determination of nations

2. Mexico – private property derives from the state, which has and has had the continuing right to transmit ownership

a. SOCIAL FUNCTION OF PROPERTY

i. Private taking yielded prior and more or less full compensation

ii. Nationalization and redistribution did NOT require prior, prompt, or necessarily full compensation

b. CALVO DOCTRINE – under international law aliens have NO rights greater than citizens of the host country (IEL p. 393).  
i. Only obligation to foreigners is NOT to discriminate

ii. Some nations took this further and required owners of land/property to incorporate in the host country and renounce all the protections of the home country.  

c. Mexico’s response to HULL:

i. NO universal theory or practice of compensation in international law

ii. Mexico’s duty to pay is NOT imposed by international law, BUT by its own laws

C. Western view

1. United States Norway Arbitration Award (1918) (IEL 396) – “Whether the action of the United States was lawful or NOT, JUST COMPENSATION is due to the claimants under the municipal law of the United States, as well as under the international law, based on the respect for private property.”

2. DeSabla Claim (United States v. Panama) (1933) (IEL 396) – “It is axiomatic that acts of a government in depriving an alien of his property without compensation impose international responsibility.”

3. Chorzow Factory Case (1926-29) (IEL 396) – PRINCIPAL case in support of the obligation of just compensation.  World Court decided seizure of German property by the Polish government at the close of WWI had been unlawful.

a. “The essential principle contained in the actual NOTion of an illegal act – a principle which seems to be established by international practice and in particular by the decisions of arbitral tribunals—is that reparation must, as far as possible, wipe out all the consequences of the illegal act and re-establish the situation which would, in all probability, have existed if that act had NOT been committed.”

b. What it means:

i. Basic principle of compensation in the case of EXPROPRIATION by a state of foreign-owned property or

ii. UNLAWFUL EXPROPRIATION—for instance a taking that violates an express treaty provision or concession or is based on discrimination—calls for a higher measure of compensation than an EXPROPRIATION carried out in lawful exercise of a state’s right to take private property for public use, where the only violation is failure to pay compensation or

iii. Chorzow Factory should NOT be taken as an expression of general customary law because the claims involved were brought under the Peace Treaties of WWI and the Geneva Convention of 1922

4. HULL FORMULA (basic American position) (IEL 398)

a. “The taking of property without compensation is NOT EXPROPRIATION.  It is confiscation.  It is no less confiscation because there may be an expressed intent to pay at some time in the future.”

b. “[u]nder every rule of law and equity, no government is entitled to expropriate private property, for whatever purpose, without provision for prompt, adequate, and effective payment therefor.”

i. U.S. recognizes the right of sovereign states to expropriate property for public purposes—the legality of EXPROPRIATION is dependent upon “prompt, adequate and effective” compensation

c. A country can extend its own nationals less property protection—that is a matter of domestic concern

i. Equal treatment CANNOT be used to justify EXPROPRIATION without compensation

d. Calls the above a “universally accepted principle of international law, based as it is on reason, equity and justice”

i. Clauses in the constitutions of almost all nations, and in particular of the American republics, which embody just compensation are declaratory of the like principle in the law of nations

e. HULL FORMULA was more flexible than its announcement suggested

i. “Prompt” did NOT exclude payments over time

ii. “Adequate” was often NOT the equivalent of full value (putting aside complications with defining that term)

iii. “Effective” meant that the taking state could NOT subject the compensation to taxation or exchange controls, BUT did NOT exclude more or less voluntary agreement by the former owner to reinvest some or all of the compensation in the taking state in sectors NOT designated for nationalization.

iv. Later formulations looked to “just compensation” or “appropriate compensation,” sometimes taking into account the taking nation’s ability to pay

5. 2 possible QUALIFICATIONS of the rule respecting property of aliens from 1937 (IEL 403)

a. Interference from taxation, police, public health, and public utilities

b. Revolution of politics or economic structure

D. Until WWII, NOTion was that national treatment was all the was needed

III. Investment in a Developing Country - The Chilean Copper Industry – 1950-1973:
A. Background:

1. Chile has large copper reserves – such copper however is not in pure from and it takes lots of equipment, and technical skill to process such copper and bring into commercial form.  It takes about 4 years to go from making a discovery of ore to selling market-grade copper.  

2. Foreign investors in the copper industry:

a. Kennecott Copper Corporation – controls “El Teniente” mine in Chile

b. Anaconda Corporation – controls “Chuquicamata” and “El Salvador” mines in Chile

3. Economic development is probably a by-product—NOT a corporate objective.  There is a potential CONFLICT in strategies between the international enterprise and the host country ( their goals are not aligned.  

4. Investors purchased the necessary land (though the subsoil rights belong to the state); MNCs did NOT enter into “concession agreements” with Chile.  The MNCs brought with them:

a. Money

b. AND as long as they do NOT operate as fortresses:

i. Employment

ii. Access to markets or capital NOT otherwise accesible

c. Management skills

d. Technical know-how

e. Marketing

f. Drive for efficiency

g. Secondary, tertiary growth

5. Original bilateral agreements were between the U.S. and the MNCs (to ensure supply of copper for the US during Korean War); these were made without the input of Chile, but under protest and threat of further taxes and controls on MNCs, Chile succeed in becoming a party to the arrangements for supply of its copper to the U.S. in 1951

6. After the end of the Korean War, copper production and prices continued to drop, to the disadvantage of the Chilean economy.  
7. 1955 Copper Law (the “New Deal”)

a. “New Deal” theory: investment and production by major companies could be increased by offering more favorable tax and foreign exchange regimes, and that a smaller percentage of a larger base would in the long run result both in greater revenues and greater in employment for Chile

b. New investment/production tax system is described on (IPI 97); new, more favorable exchange rate (the market rate) is offered to the companies.  

c. Though successful in increasing production/investment and government revenues at first, the law began to be criticized by the end of the decade b/c:

i. The increase merely returned production to Korean-ware era levels

ii. Decisions were still being made in NYC, not Santiago

B. The 1964 Presidential Election: 

1. 8 potential copper objectives of copper policy in the 1960 election:


a. Increased investment in Chile

b. Increased availability of foreign exchange

c. Increased local expenditures by MNCs

d. Increased production in Chile

e. Increased refining and fabricating in Chile

f. Increased tax revenues

g. Increased price of copper

h. Increased participation by the Government in decisionmaking

2. Frei’s 1964 speech: “Chilean Copper in Chilean hands” (IPI 102-05)

a. Called for:

i. Increased production

ii. Increased refining in Chile

iii. Increased integration of MNCs into the development of the Chilean economy (local procurement)

iv. Decisive intervention of the state in copper trade, without any limitation except national interest

v. $120M to finance the new “El Teniente” Corporation

b. Does NOT mention:

i. Source of $120M financing

ii. Foreign exchange

iii. Price of copper

c. Introduces the mining partnership: “mining society” model – foreign investor provides part of the capital plus its technical and commercial experience AND Chile intervenes as partner 

i. Avoids nationality tensions

ii. Gets Chile to listen to Kennecott

iii. VP of Kennecott says it may be the only way for American companies to operate profitably abroad

3. Frei Wins & begins to implement “Chileanization”

C.  “CHILEANIZATION” 

1. NOTE: deal will NOT make sense unless production is increased

2. 2 steps: 

a. Creation of Sociedad Minera El Teniente, S.A. (“El Teniente”), a mixed public-private company (IPI 105)

i. Composition :

· Memorandum of Understanding (IPI DS-199)

· 49% Kennecott/Braden (3 board members); to get the 49% share they:
· Transferred all ownership of all assets in the mine in return for all the shares in El Teniente
· Sold 51% to CODELCO (Chilean gov’t copper corp.) for $100M, payable over 15 years after 5-year grace period (1971-1985); the final amount was $80M; this provided:
· Lower exposure to default

· More capital available for other operations (assuming capital is still available)

· Devaluation of mine to ~$160M

· 51% CODELCO (4 board members) (IPI 106)

· New tax system (IPI DS-204)

b. $200M + plus in capital outlays

i. Credit Agreement between El Teniente and EX-IM (IPI DS-224)

3. Management Contract (IPI DS-204) – maintains control over most decisions in the hands of the Kennecott
4. U.S. Department of State favored the joint venture

a. Avoided EXPROPRIATION

b. Supported Frei in the face of Communist threats; part of Kennedy’s “Alliance for Progress”
c. Produced more copper for purchase by the U.S.

5. HOW TO WORK IT OUT…

a. Purchase price 

i. Several methods discussed on IPI 113-14

b. Financing the purchase – Chile paid Kennecott 80 million, which Kennecott immediately re-lent to El Teniente in exchange for promissory notes.  (IPI 115).  
c. Yield to Kennecott (IPI 116-17)

i. Agreement reduced taxes levied upon Kennecott enough that overall they were able to repatriate more in profit (even though they now only had a right to 49% of it).  

6. U.S. roles

a. Guarantor:

i. Investment Guaranty Contract (IPI DS- 217)

· “Expropriatory Action” defined (IPI DS-221)

ii. Under U.S. laws:

· Investment Guaranty Provisions of Foreign Assistance Act (IPI DS-253)

· PURPOSE: § 221(a) – “to facilitate and increase the participation of private enterprise in furthering the development of the economic resources and productive capacities of less developed friendly countries.”  APPLICANT MUST MEET THIS REQUIREMENT.  
· Political insurance against:
· Inconvertibility

· EXPROPRIATION

· Loss due to war, revolution, or insurrection

· BUT NOT insurance against bad investments

· “all guaranties…shall be considered contingent obligations backed by the full faith and credit” of the U.S. 

· Provides that:

· Guarantee period is 20 years

· Company must wait one year after expropriating/inconvertibility to file a claims (but can do it sooner if AID gives permission).  

· No coverage is loss is due to provocation by the investor

· Applies the same rate no matter what country is hosting the investment:

· Too difficult to calculate

· Political problems with doing so

· Investment Guarantee Program becomes OPIC (1981) (IPI DS-257)

iii. In 1972, Kennecott filed its claim under the Contract of Guaranty (IPI 166)

iv. INSURANCE: 

· SUBROGATION – payment by the U.S. under the guaranty transfers the right to sue Chile for compensation to the U.S.

· U.S. may be more able to recover
· More of a deterrent to host countries against action that triggers payment under the guaranty
· Is Kennecott really buying insurance?

· Chile can act within its own law to expropriate and NO insurance payout is due (IPI DS-221) § 1.15(1) and (3)
· If AID decides there is NO chance of local remedy or settlement, maybe it should NOT wait one year before recovering (IPI DS-221)

· Can act earlier upon dissipation or destruction of the assets of the enterprise

b. Banker:

i. EX-IM lends some $110 million at an 6% interest rate w/ a grace period until 1971 and amortization over 15 years.  

ii. Credit Agreement between El Teniente and EX-IM (IPI DS-224)

· Art. II Line of Credit (IPI 121, DS-226)
· EX-IM pays for U.S. procurement; El Teniente must use US products.  
· Art. V – if income of El Teniente goes over 100 million, they must pay accelerated amortization (seems like profiteering).  

· Art. VI Disbursement Procedures (IPI 121, DS-230)
· Line of credit extends ONLY to U.S.-origin products—EX-IM is NOT encouraging efficiency, BUT rather U.S. productivity
· Art. VIII(d) and Exhibit “C” Art. III (IPI 121, DS-234, 251)

· El Teniente must maintain abroad proceeds of the sale of copper sufficient to make all payments due to EX-IM under the Agreement

· Art, VII(e) (IPI 122)

· El Teniente confirmed it adhere to the management K w/ Kennecott and would not amend it without EX-IM’s consent.  

· Art. IX – El Teniente may not borrow from other creditor without permission of Ex-im.  

· Art. X Events of Default (IPI DS-236)

· Default is very easy (see 10D)

· If there is default, the whole amount plus interest is immediately due and payable

· Art. XIX Conditions Precedent (IPI DS- 241) – opinion of Chilean counsel

· These are NOT boilerplate conditions
· EX-IM is looking for:

· Guarantee of its own

· NO ability for Chile to retrench by referring to its own law

· BUT Chile CANNOT sign away provisions of its own constitution

· Exhibit “A” Promissory NOTE (IPI 121, DS-245) 

· Chile must guarantee as primary obligor the full payment of all sums due to the EX-IM Bank under the Agreement

· Exhibit “B” Subordination Agreement (IPI 121, DS-246) 

· EX-IM gets paid first—all other loans to El Teniente are subordinated
· LOOKS LIKE EX-IM IS GUARANTEEING THE WHOLE DEAL (IPI 122)

· Art. VIII (e) – El Teniente confirmed it would adhere to the management contract with Kennecott and would NOT amend it without EX-IM’s prior consent

· Preamble and Art. XIX – Various provisions of the deal were incorporated into the Credit Agreement as conditions precedent 

· Art. X – entire amount of credit plus accrued interest and any guaranty thereon would at EX-IM’s option become payable forthwith
· Exhibit “B”, Art. I – CODELCO and Kennecott agree NOT to sell their holdings
· THINK: is this really protection for Kennecott, or might this make nationalization more likely by giving Chilean government half the company already?
iii. U.S./EX-IM and Kennecott came from the same side of the table—it is the U.S. and Kennecott helping themselves

· U.S. capital infusion comes back in the form of American procurement

iv. EX-IM Bank statute says Bank “should supplement and encourage and NOT compete with private capital, and that loans, so far as possible…shall generally be for specific purposes and in the judgment of the Board of Directors offer reasonable assurance of repayment”

v. EX-IM is supposed to be self-financed

7. CHILEAN LAWS AND DECREES (IPI DS-135-98)

a. Compare Chilean Constitution and Mexican Constitution on the issue of property (DS-135 v. EL-393).  Difference exists:
i. Mexican Constitution is not very likely to protect business property or agricultural property.  

ii. Chilean Constitution requires compensation in advance of taking; seems to provide a lot more protection.  
· Esso case (IPI 126) – Interpreted Art. 10(10) of the Chilean constitution to protect property rights of bond holders in keeping “tax-free” bonds issued by the Chilean state tax-free
· An Amendment to the property protections in § 10.10 was ratified in 1967 in order to allow the government more leeway in enacting agrarian reform.  
· Amendment intended to ensure that “social function of property” is available to everyone.  Moves Chilean constitution closer to the Mexican one.  
· Created special tribunal to deal with property issues – belief was that ordinary courts were in the hands of the oligarchy.  
b. Kennecott is probably OK with 1967 amendment because of the special relationship with the government and decrees at DS-138 and DS-147.  

c. Kennecott would probably argue that El Teniente is carrying out the SOCIAL FUNCTION of property

D. NATIONALIZATION
1. Allende wins election in 1970

a. Allende is a SOCIALIST—does NOT like:

i. Private investment 

ii. Foreigners, probably

2. Chilean Constitution is amended (IPI DS-162)

a. 1971 amendment 
i. Provides for the nationalization of natural resources

ii. Makes clear that ownership of mineral deposits lies with the State

iii. Nationalized no only the resources, but also the assents of foreign companies

iv. Provided that the contratos-leyes entered into during the Frei years could be nullified when it is in the national interest to do so.

v. Amendment COMPENSATION FORMULA:
· COMPENSATION = ORIGINAL COST

· AMORTIZATION

· DEPRECIATION

· WRITE-OFFS

· DEVALUATION THROUGH OBSOLESCENCE

· ALL OF PART OF NATIONALIZED COMPANIES’ EXCESS PROFITS SINCE 1955

vi. NO provision for future earnings

vii. NO provision for value of natural resources because of Chile’s right to freely dispose of its own wealth and resources (IPI DS-172)

· COMPARE to U.N. Resolution 1803 (IPI DS-294)

· Allende relies on U.N. Resolution 1803, so should Kennecott
viii. OTHER PROBLEMS:

· Ex post facto 

· Calculation is unjustified, especially when MNC was operating legally

· Allende’s calculation is NOT subject to any challenge

3. Under the compensation formula, President Allende determined that the companies had large “excess profits” and were not owed “ni un centavo” in compensation. 

a. But how can there be excess profits if Kennecott did what was legally required of it at each change in the (tax) law?

b. Copper industry is nationalized with the Decree on Excess Profits of Copper Companies (IPI DS-170)

i. NOTE: Chile is a country that has pride in the rule of law (IPI DS-171) 

4. Kennecott reacts

a. Kennecott in Court

i. In Chile (IPI 152)

· Tribunal decided that the President’s actions are not subject to review, arguing that “no way has yet been discovered for carrying out modern governmental power without discretionary power.”  

ii. In France (IPI 154)

iii. In Germany (IPI 155-59)

· Found Chile’s actions to be in violation of international law;

· Declined to grant relief b/c there was no German interst involved

iv. In the U.S. (IPI 159-161)

· Suit is in response to President Allende’s suspension of debt payments on the 80 million “loan” granted by Kennecott to El Teniente.  

b. NOTE: Kennecott did NOT need to win its cases to hurt Chile (IPI 165)

i. Also, the IRS ruled that Kennecott could write off its loss

ii. Factors for and against a national court adjudication international claims (IPI 161)

5. U.S. reacts

a. Nixon’s 3 options:

i. Get along with new government as well as possible 

ii. Seek to isolate and hamper Allende government as much as possible (Cuba Route)
iii. Maintain a correct BUT minimal relationship

· This is the one Nixon picks (IPI DS-275)

b. Nixon takes following actions:

i. Continues economic aid, military assistance, some technical assistance, & Peace Corps operations

ii. EX-IM credits were delayed and later indefinitely deferred.

iii. Discouraged provision of private and public credit by others (Paris Club; WB)

c. Nixon (IPI 178): “A principal objective of foreign economic assistance is to assist developing countries in attracting private investment.”

d. NO embargo or boycott because the U.S. (per Nixon) believes in:

i. Private assistance for economic development

ii. International law

6. Rebuilding Investment Climate

a. Chile settled with Kennecott (IPI DS-195) after Allende was overthrown
i. NOT going to let Anaconda and Kennecott back into Chile

b. Then Pinochet says he wants to attract foreign investment! (IPI DS-179)

i. NOTHING express about  expropriation

ii. Art. 33 Compensation – comes close to addressing EXPROPRIATION

iii. Chile’s message: despite whatever else we may do socially or politically as a military regime, we have a stable economic growth regime

iv. Decree Law is an attempt to attract investment that CANNOT be wholly successful

IV. ICSID, Dispute Settlement Tribunals, & MIGA

A. 3 developments at the end of the 20th C. (IEL 456)

1. World Bank launched a major effort to provide ground rules for international arbitration of investment disputes between foreign private investors and host states

2. Iran-U.S. Claims Tribunal established and heard hundreds of investor-state claims over a period of 15 years, contributing significantly to the corpus of international law

3. MIGA – dedicated to encouragement of international private investment as a way to advance economic growth in less developed countries, in part by providing for security of investments and agreement on basic principles of law

B. ICSID (IEL 456-61, IPI DS-297)

1. International Centre for Settlement of Investment Disputes within the World Bank

2. ICSID Convention says NOTHING directly about encouraging the flow of foreign investment to developing countries (v. MIGA)

3. Scheme:

a. Country of investor AND host country must have been parties to the Convention

b. Given investment dispute must be the subject of a consent to arbitrate under the auspices of ICSID

c. Normally, tribunal consists of three persons

i. Follows the pattern of commercial and state-to-state arbitration

4. The Convention

a. ~150 states had signed (BUT NOT necessarily ratified) ICSID Convention by the end of 2001

i. Brazil, Mexico, and Indian are notable exceptions

ii. It took about two decades for Latin American countries to sign on 

b. Makes NO provisions on substantive law

c. Art. 25 (IPI DS-304)

i. CONSENT

· May be given at:

· Undertaking of the project OR
· In ad hoc agreement after the dispute arises
· CANNOT be revoked once given (Art. 25(1))

ii. Avoiding problems with CALVO DOCTRINE (Art. 25(2))

· If CALVO DOCTRINE applies, foreigners would go to local courts for aid
· For purpose of Convention, in agreement where there is foreign control of an host country-incorporated enterprise, investor shall for these purposes be considered as a home country national

· Therefore party can incorporate in host country, BUT avail itself of ICSID

iii. Art. 25(4) – Host country can shield certain industries from ICSID jurisdiction.  

d. Art. 26 (IPI-DS 304)

i. Unless otherwise state, consent of the parties to arbitration under the Convention shall be exclusive to any other remedy

ii. Contracting State may require exhaustion of local administrative or judicial remedies as a condition of its consent to arbitration—NO state has made this requirement

e. Art. 27

i. NO diplomatic protection UNLESS Contracting State fails to abide by and comply with the award rendered in a dispute

f. Art. 42 

i. Applicable law:

· Agreed upon law

· Otherwise, the law of the Contracting State FIRST, then the results under that inquiry will be tested against “such rules of international law as may be applicable” (IEL 459)

· May result in NOT applying host state’s law, BUT NOT in confirmation or denial of host state’s law
· International law is hierarchically superior to national law
· ICSID tribunal will apply international law where:
· Parties have so agreed

· Law of the host state calls for application of international law, including CUSTOMARY INTERNATIONAL LAW

· Subject matter or issue is directly regulated by international law, for instance a treaty between the host state and the home state of the investor

· MOST useful category with all the BITs

· Law of the host state or action taken under that law violates international law—international law could operate as a corrective to national law

· Begs the Q—gives NO clue as to the content of international law

· At a minimum, it represented an understanding, widely subscribed, that international law did have something to say about the obligation of host states to foreign investors

· NOTE: “international law” NOT defined
· Could NOT go any further than this—NO agreement

· Is it a good model anyway?

· Does this have lawmaking function? 

· There can be NO judgment on non-opinion because international law is silent or obscure

5.  “investment disputes” NOT defined by the Convention—purposefully broad

6. 2 leaps:

a. Expanding traditional state-to-state view of international law to include investor-state relations

b. Adjudication through neutral arbitration is to be the norm

7. WTO state-to-state dispute resolution provides more bite

C. DISPUTE SETTLEMENT AND INTERNATIONAL INVESTMENT – discerning the customary law of international investment from the results of international adjudication and arbitration

1. International Law in National Courts (IEL 438-53)

a. The Classic English View:

i. A.M. Luther v. James Sagor and Co., (IEL 438) – After 1917 nationalization took place in Russia, Π (former lumber mill owner) tried to gain possession of plywood from his factory which the Soviet Union had sold and was now in England.  Π claimed that the nationalization of the wood was “in its nature so immoral, and so contrary to the principles of justice as recognized by this country, that the Courts of this country ought not to pay any attention to it.”  English courts rejected this appeal and the concept that English courts would not enforce a right otherwise duly acquired under the law of a foreign country where the enforcement of such right is inconsistent with English law or the moral value of English law.  
· “It appears a serious breach of international comity, if a state is recognized as a sovereign independent state, to postulate that its legislation is ‘contrary to essential principles of justice and morality.’”  

· “I cannot come to the conclusion that the legislation of a state recognized by my Sovereign as an independent sovereign state is so contrary to moral principles that the judges ought not to recognize it.”  

ii. Lowenfeld: what about customary international law?  Maybe we can’t force people to follow these restraints, but perhaps it is right to make sure they don’t do it cost-free.  

b. Anglo-Iranian Cases
i. Facts:  Anglo-Iranian Oil Company, after nationalization by Iranian government, undertook to file lawsuits seeking to repossess shipments of oil from Iran as they arrived in foreign ports on the ground that the nationalization had been confiscatory and in violation of international law.  

ii. Holdings:

· Aden (British Colony):  Court finds for Anglo-Iranian – expropriation without any compensation = confiscation & is violative of international law.  Limited holding of Luther to say that it only applied to government confiscation of the property of its own nationals. 
· Italy/Japan: Nationalization law was not against Italy’s public policy and therefore AIOC had no right to possess the oil in question.  The Nationalization Law did not exclude the payment of compensation, and provided some executive and legislative review of AIOC’s rights, this was enough to meet Italian concepts of public policy.  Court basically gives the foreign law benefit of the doubt.
c. ACT OF STATE DOCTRINE in the U.S. (IEL 444) – Courts in the United State will NOT review actions of foreign governments taken within their own territory

i. Rationale: part judicial restraint, part respect for foreign states, part separation of powers

ii. Banco Nacional de Cuba v. Sabbatino (U.S. 1964) – claim for conversion of documents of title by Cuban Government against former US shareholders of nationalized company.

· ACT OF STATE DOCTRINE

· U.S. appeared as amicus curiae in the SC to urge ACT OF STATE DOCTRINE BE APPLIED
·  “the less important the implications of an issue are for our foreign relations, the weaker the justification for exclusivity in the political branches”
·  “the greater the degree of codification or consensus concerning a particular area of international law, the more appropriate it is for the judiciary to render decisions regard it”

· C found NO consensus on EXPROPRIATION in international law 
·  “There are few if any issues in international law today on which opinion seems so divided as the limitations on a state’s power to expropriate the property of aliens.”

· Therefore, not appropriate for the judiciary to make a decision on this issue. 

· NOTE: AL: SC would NOT say this today

· “the act of state doctrine is applicable even if international law has been violated”

· HOLDING: “[R]ather than laying down or reaffirming an inflexible and all-encompassing rule in this case, we decide only that the Judicial Branch will NOT examine the validity of a taking of property within its own territory by a foreign sovereign government…in the absence of a treaty or other unambiguous agreement regarding controlling legal principles, even if the complain alleges that the taking violates CUSTOMARY INTERNATIONAL LAW.”

iii. LIMITING the ACT OF STATE DOCTRINE

· HICKENLOOPER AMENDMENT to Foreign Assistance Act of 1961 (IEL 448, IPI DS-273)

· NO U.S. court shall decline to make determinations on the merits giving effect to the principles of international law because of the act of state doctrine
· Requires President to suspend foreign assistance to any country that has nationalized or expropriated property owned by any U.S. citizen or 50% U.S.-owned corporation AND has NOT within six months taken appropriate steps to discharge its obligations under international law

· 2 EXCEPTIONS:

· Letters of credit are exempted

· President can invoke act of state doctrine if he determines it is required by the foreign policy interests of the U.S.

· Πs whose claims were NOT directly relate to property before the court would still be met with the act of state doctrine

· Executive branch might advise the court that it has no objection to adjudication

d. Indonesian Tobacco Cases (IEL 444)

i. Facts: Indonesia nationalizes all Dutch-owned companies including tobacco fields owned for ages by the Dutch (compensation TBD later). Indonesia starts a German company, and transports tobacco to Germany.  Former Dutch owners sue.

ii. Holdings: 

· Germany – claimants lose b/c:
· Dutch companies are no longer in possession of the plantations at the time of harvest, and as such did not have property rights

· Court had no jurisdiction to review the internal validity of Indonesian Nationalization Law.
· Even if the nationalization is contrary to int’l law, this does not mean that the Δ’s title from nationalization decree is invalid, but only that a claim for damages might be raised by the state of the investor against the nationalizing state (no principle of international law requires courts to rule here).  

· Netherlands – claimants win b/c 
· The court finds that the nationalization decree is manifestly discriminatory (action taken b/c Dutch government refused to hand over New Guinea) 

· Nationalization is a flagrant violation of international law.  

iii. AL: argues that this is not an example of different courts finding themselves only concerned with national interest, but that “the Indonesian Tobacco Cases… illustrate the disarray of the international law of international investment, the hazards of commingling international law and public policy, and the wisdom of the United States Supreme Court, despite strong pressure, to find a way to avoid the controversy…”

2. International Arbitral Tribunals

a. Background:

i. International arbitrators – Supposed to be scholars or judges not biased towards any particular government. 

ii. Arbitration agreements are easy to enter into. If you have any sort of dispute settlement agreement – license transactions, etc., or, in these cases, oil concessions – MNCs don’t want to agree to a forum or law of the host state, and host state isn’t going to want to agree to adjudication in the investment company’s national court. 

iii. Solution is arbitration, and usually it’s arbitration by two arbitrators, one by each side, and a third by agreement of those two, or some other neutral person.

b. Libyan Nationalization Cases (IEL 417-24)

i. MNCs operated in defined areas of Libya pursuant to concessions issued in accordance with the Libyan Petroleum Law

· Each concession contained: 

· STABILIZATION CLAUSES
·  “The contractual rights expressly created by this concession shall NOT be altered except by mutual consent of the parties.”

·  “Any amendment to or repeal of [the Regulations in force on the date of execution of the agreement]…shall NOT affect the rights of the Company without its consent.”

· ARBITRATION CLAUSES

· System for appoint arbitrators

· Applicable law: “This concession shall be governed by and interpreted in accordance with the principles of law of Libya common to the principles of international law and in the absence of such common principles then by and in accordance with the general principles of law, including such of those principles as may have been applied by international tribunals.”

ii. 3 MNCs initiated arbitration, claiming a breach of the concession agreement

· Lybia refused to participate; decisions made solely on the basis of submissions from companies.  
· 3 lengthy awards followed

· Each of the arbitrators concluded that the actions of the Lybian government constituted breach of its obligations to the claimants.  

iii. Most elaborate opinion cam from Professor Rene-Jean Dupuy in the TOPCO/CALASIATIC case (1977)

· Governing law clause called for analysis of both international and Libyan law

· Libyan law converged with international law maxim of pact sunt servanda (agreements must be kept)—therefore the Deeds of Concession had binding force

· On sovereignty…

· Right of a state to nationalize is unquestionable—“It results from INTERNATIONAL CUSTOMARY LAW, established as a result of general practices considered by the international community as being the law…”

·  “It is an essential prerogative of sovereignty for the constitutionally authorized authorities of the State to choose and build freely an economic and social system.”
· From an international point of view it is NOT possible to criticize:

· Nationalization measures affecting nationals

· Any measure affecting aliens, where the state has NOT made particular commitments to guarantee and maintain their position

· BUT a contract places the state “within the international legal order in order to guarantee vis-à-vis its foreign contracting party a certain legal and economic status over a certain period of time”

· Dupuy thought that U.N. Resolution 1803 reflected the state of the customary law of international investment (as opposed to the New International Economic Order proclamation)

· DAMAGES – restitution is the primary form of reparation

· Language from Chorzow Factory of wiping out “all the consequences of the illegal act” dismissed as dictum
· BUT “The fact remains that the principle was expressed in such general terms that it is difficult NOT to view it as a principle of reasoning having the value of a precedent.”

· Dupuy did NOT think restitution was impossible
iv. BP case (1974)

· Taking clearly violated public international laws, as it was made for purely extraneous political reasons and was arbitrary and discriminating in character

· Two years passing since nationalization without any offer of compensation indicates that the taking was also confiscatory

· DAMAGES – restitution NOT available as in Chorzow Factory

v. LIAMCO (1977)

· “[U.N.] Resolutions, if NOT a unanimous source of law, are evidence of the recent dominant trend of international opinion concerning the sovereign right of States over their natural resources, and that the said right is always subject to the respect for contractual agreements and to the obligation of compensation”

· Contract is the right of the parties under Libyan, Islamic, and international law

· NO discrimination because by the time of his award all Libyan concessions had been cancelled

· NO ruling on the legitimacy of the public purpose in nationalization—it is the prerogative of the state to judge for itself what it considers useful or necessary for the public good

· Simple set of propositions from both municipal and international law:

· Right of property, including the corporeal property of concession rights, is inviolable in principle, subject to the requirements of its social function and public well-being
· Contracts, including concession agreements, constitute the law of the parties, by which they are mutually bound

· Right of a State to nationalize its wealth and natural resources is sovereign, subject to the obligation of indemnification for premature termination of the concession agreement

· Nationalization of concession rights, if NOT discriminatory and NOT accompanied by a wrongful act or conduct, is NOT unlawful as such, and constitutes NOT a tort, but a source of liability to compensate the concessionaire for said premature termination of the concession agreement

· ONLY thing wrong with nationalization was failure to pay compensation

· DAMAGES…

· Re-establishment of the situation that would have been but for the challenged (restitution) is impossible because it would be “an intolerable interference in the internal sovereignty of States”

· COMPARE: Chorzow Factory – requirement of restitution or its equivalent is linked to an illegal act, which was NOT found in LIAMCO

· Awarded value of the nationalized physical plant and equipment

· As to loss of profits, it was “just and reasonable” to adopt the formula of equitable compensation , with the classical formula of “prior, adequate and effective compensation” remaining as a maximum and a practical guide for such assessment

c. AMINOIL v. Kuwait (1982)

i. 60-year concession to AMINOIL for Kuwait’s half of the “neutral zone” between Kuwait and Saudi Arabia terminated by a decree-law providing that all property should revert to the state

ii. By agreement to arbitrate neither side would be designated as claimant or defendant, AND claims would be limited to monetary compensation or damages, excluding the issue of restitution as in the Libyan Nationalization Cases

iii. Applicable law: different sources of law are NOT in contradiction with one another

iv. Kuwait’s defense: U.N. Resolutions had become an imperative rule of fundamental principles that CANNOT be set aside (as by treaty), prohibiting state from affording guarantees of any kind against the exercise of public authority in regard to all matters regarding natural resources

· Tribunal wholly REJECTED this contention

v. STABILIZATION CLAUSE (and modifications agreed to by AMINOIL over the years)

· IMPLICATION: If the stabilization clause had been violated, the nationalization decree would have been unlawful vis-à-vis the Concession Agreement, calling for higher level of compensation than if the nationalization had been lawful

· Straightforward reading of the clause prohibits nationalization, BUT the clause did NOT mention nationalization

· Tribunal:

· STABLIZATION CLAUSE is NOT all-encompassing, as AMINOIL urged
· Language is too general to include an contractual limitation on Kuwaits’ right to nationalize, which would have to be expressly stipulated for AND be within the law governing state contracts

· Legal right to compensation weighs against any presumption limiting the sovereign rights of the state from the STABILIZATION CLAUSE
· Clause still has value in impliedly requiring that nationalization shall NOT have any confiscatory character, reinforcing need for proper indemnification

· Series of changes “brought about a metamorphosis in the whole character of the Concession”
· Nationalization was NOT, in 1977, inconsistent with the concession contract or international law, PROVIDED that the nationalization did NOT possess any confiscatory character 

· STABILIZATION CLAUSES were really intended to protect against a confiscatory termination and take-over—if take-over was NOT confiscatory, it did NOT violate STABILIZATION CLAUSE

· Separate opinion by Judge Fitzmaurice:

· Monetary compensation does NOT remove the confiscatory element of a take-over—it’s like paying compensation to a man who has lost his leg; unfortunately, it does NOT restore the leg.

· Nationalizations may be lawful or unlawful, BUT the test can never be whether they are confiscatory or NOT because they are always confiscatory 
· Compensation: 

· AMINOIL sought an amount calculated on its anticipated revenues through 2008, BUT the tribunal rejected this approach as speculative AND inconsistent with AMINOIL’s history of a desire for a reasonable rate of return

· Kuwait wanted to pay AMINOIL based on what it had paid other MNCs to terminate their concessions, BUT the tribunal rejected this BOTH on facts and law

· FACTS – cash paid did NOT in many instances reflect real value 

· LAW – “somewhat rash” to accept the suggestion that negotiations had been inspired by juridical considerations

· Total award of $179M, with high rate of compound interest (possibly to induce Judge Fitzmaurice to concur in the award, rather than turning his disagreement into a dissent)

d. SUMMARY

i. APPLICABLE LAW (from Libyan Nationalization Cases, AMINOIL, and ICSID Art. 42) – the governing principles seem to be a blend of the law of (1) the host state, (2) traditional international law, and (3) general principles of law 

ii. STABILIZATION CLAUSES “turn out to give some protection, BUT NOT to overcome the truth that nothing is permanent except change”

iii. Emphasis on CONTRACT (as opposed with property)

3. International Court of Justice (IEL 431-38) Don’t think he talked about this in class
a. Modest role for the World Court in developing international law of international investment

i. World Court jurisdiction depends on consent

ii. Jurisdiction ONLY over state-to-state disputes—reflecting outmoded view that international law is applicable only to conduct of states vis-à-vis other states

· Jurisdiction of World Court in investment disputes depends on espousal by states of the claims of their nationals or corporations

iii. World Court has been reluctant to move beyond positive law, i.e., to set out norms of behavior in the absence of treaties or comparable evidence of universal consensus

iv. U.N. has never imposed sanctions against a country as a result of a World Court decision

b. 3 investment cases have come before the World Court

i. NOTES: 

· In each case the claim was dismissed

· In each case the World Court avoided pronouncing on the underlying Q of responsibility of the host state to the foreign investor

ii. Anglo-Iranian Case (1952)

· Iranian parliament adopted a law nationalizing the oil industry and terminating the concession of what would become BP

· Court held that the UK could NOT invoke MFN provisions of its earlier treaties with Iran, which formed the sole connection with other treaties in which Iran had undertaken to treat the nationals of Denmark and Turkey in accordance with the principles and practice of ordinary international laws

· Thus the Court concluded it lacked jurisdiction

iii. Barcelona Traction (1970)

· Barcelona Traction was involuntarily declared bankrupt, and new shares were issued of the Spanish subsidiaries, sold to a newly founded Spanish company

· On behalf of Belgian investors in the Canadian company, Belgium asserted jurisdiction over Spain on the basis of a 1927 treaty between the two countries

· Spain objected that Barcelona Traction was NOT a Belgian company AND Belgium could NOT exercise diplomatic protection on behalf of mere SHs

· Q: has a right of Belgium been violated because of its nationals having suffered infringements of their rights as SHs of a non-Belgian country?

· Company had NO rights, which Belgium could claim for its own; thus, if the SHs had NO rights independent from the company, then a state with links only to the SHs had NO rights of diplomatic protection, and therefore for NO standing before the Court

· NOTE: Canada could have exercised diplomatic protection

· “[I]n the present state of the law, the protection of SHs requires that recourse be had to treaty stipulations or special agreements directly concluded between the private investor and the State in which the investment is placed”—Belgium and Spain had NO BIT

· THAT MEANS: customary law would NOT be, or at least had NOT been, built from BITs 
iv. ELSI (1989) 

· Claim based on the alleged unlawfulness of the requisition of an American-owned plant in Italy was ultimately rejected after years had passed because the Court concluded that the U.S. had NOT proven that the ELSI plant had substantial value before the requisition or that SHs had been damaged

D. MIGA

1. Ibrahim F. Shihata – for creation of a new global agency to improve worldwide investment climate, particularly in developing countries, by providing insurance for MNC investing in developing countries 
a. Discontent with the role of the World Bank and ICSID as neutral parties in the role of foreign investment, especially during the 1980s decline in FDI

b. 5 Advantages of foreign equity investment v. borrowing (U1 4):

i. FDI provides more than funds

ii. NOT a debt-creating instrument

iii. Introduction of efficient and internationally competitive enterprises into the local economy

iv. FDI often works as a catalyst for associated lending for specific projects, increasing overall availability of external resources for productive purposes

v. Foreign investors often act as lobbyists in their home countries for the benefit of their projects in developing countries

c. Specific incentives for attracting FDI are not very useful and are even counterproductive:

i. Long-term costs of these incentives are too high, though there may be short-term benefits.
ii. Incentives that provide freedom from foreign competition are a bad idea for the local economy.  
iii. Temporary licensing monopolies often create distortions and inefficiencies.
d. Factors affecting INVESTMENT CLIMATE in developing countries(U1 7-13)

i. Institution, including policy, aspects:
· Political stability 
· Favorable (free market) economic policies, 
· Degree of sophistication of financial and administrative institutions and administrative procedures in host country

ii. Infrastructural aspects

· Physical infrastructure, human resources, and other components

iii. Legal aspects

· 2 sets of legal factors:

· Substantive law governing foreign investment
· Procedure for dispute resolution
· Codes are NOT enough—actual behavior is more important (frequent changes in legislation are bad.  
iv. Political Risk & Stability

e. Clausen Initiative and MIGA Outline (U1 28); Sought to balance:

i. Assuring its viability (MIGA is supposed to be self-financed) by protecting itself against loss or assuring recoupment from developing country governments (for expropriations, etc – expectation was that subrogation agreements would be signed) &
ii. Interest of developing countries in minimizing solutions which they might perceive as encroaching upon their sovereignty or as placing them in an adversarial position vis-à-vis the MIGA

f. Consistency with international law as the test of adequacy of the law and practice of the host country in the in absence of an applicable BIT (U1 30)

i. Ascertaining the status of CUSTOMARY INTERNATIONAL LAW

· TRADITIONAL VIEW

· Taking of a lawfully acquired and operated property of an alien by his host state is likely to be deemed unlawful under international law in certain circumstances:
· When it is obviously arbitrary of discriminatory

· When it is clearly NOT for a public purpose

· When it constitutes a breach by a state, for governmental rather than commercial reasons, of a specific obligation undertaken in relation to the property in question

· Western sources: whether lawful or NOT, taking must be accompanied by full compensation reflecting equivalent value of the property take, which must be promptly paid in convertible currency

· “FULL COMPENSATION” v. “JUST COMPENSATION”
· Just compensation says that “in the absence of exceptional circumstances,” compensation should be “an amount equivalent to the value of the property taken, paid at the time of taking, or within a reasonable time thereafter with interest from the date of taking and . . . in a form economically usable by the foreign national.”  
g. Initial MIGA guidelines for judging the adequacy of protections of domestic law (U1 33)

i. Does the domestic law and practice allow the host country to take the property of aliens in an arbitrary manner which discriminates against them for no justifiable reasons?

ii. Is it permissible to take the property of aliens for the private interest of a ruling individual or party or is the taking allowed only for a public purpose?

iii. When the taking occurs can it be done without compensation in each case or is such compensation required?

iv. Is the compensation payable based upon the value of the property or is it determined arbitrarily without due regard to the value of the property?

v. Does the alien have an opportunity to dispute the compensation before an independent tribunal?  

h. “Provisions of MIGA Convention do NOT include a list of the substantive and procedural standards which should apply to the investments of national of parties in the territories of other parties.  However, the Convention attaches great importance to the availability of standards which are both fair and stable to the adequacy of the legal protection accorded to foreign investors.” (U 34)

i. Maybe Shihata did NOT change CUSTOMARY INTERNATIONAL LAW, BUT he did change international investment climate

2. OBJECTIVE of MIGA (Art. 2) (U1 36): encouragement of investment flows among MIGA Convention members and in particular toward its developing members

a. MIGA is NOT neutral

3. STANDARDS REQUIREMENT (Art. 12(d)) (U1 36) for guaranteeing an investment should NOT be seen as an encroachment on the rights of host countries, BUT rather as a useful instrument in the stimulation of increased flow of foreign investment and in the general improvement of the investment conditions in host countries

a. Imposes conditions related to the investment upon the investor (U1 38) and the investment climate of the host country (U1 39)

b. Conditions That MIGA shall satisfy itself to as to the investment (12di-iii):

i. The economic soundness of the investment and its contribution to the development of the host country

ii. Compliance of the investment with the host country’s laws and regulations

iii. Consistency of the investment with the declared development objectives and priorities of the host country

c. Conditions That MIGA shall satisfy itself to as to the investment conditions in the host country (12div):

i. The investment conditions in the host country, including the availability of fair and equitable treatment and legal protection of investment.  

· Looks like this provision might give additional protections to international investors not available to domestic ones – it might go beyond the protections the Vth Amendment provides to American corporations.  
4. Rowat (U1 46) – Comparison of MIGA to national programs (OPIC, etc.)

a. The international agency can largely stay out of global politics in a way that national programs cannot.  

b. National agencies tend to promote their own corporations (do not offer guaranties to foreign corporations; place lots of procurement restrictions on the project).  
5. MIGA CONVENTION

a. SUMMARY (IEL 488-93)

b. Art. 11 Covered Risks (DU1 101) (Similar to OPIC; see DU1 23)
i. Currency Transfer

ii. Expropriation and Similar Measures

iii. Breach of Contract

iv. War and Civil Disturbance

c. Art. 12 Eligible investments (DU1 102)

i. Sets out the type of transactions that qualify as investments and some limitations (see discussion of 12d above)

d. Art. 13 Eligible investors (DU1 103)

i. Must be a national/have a ppb outside the host country (with small exceptions)

ii. Looks like Calvo doctrine is discredited by this provision – outside investors are treated differently than domestic ones.  

e. Art. 23 Investment Promotion (DU1 105)

i. Requires MIGA to encourage amicable settlement

ii. Requires MIGA to conclude agreements with countries that will give it “treatment at least as favorable as that agreed by the member concerned for the most favored investment guarantee agency”

f. Art. 39 – Voting Rights (DU1 109):
i. Gave equal voting rights to both “home” (capital exporting) and “host” (capital importing) countries

ii. During first 3 years (and beyond), each category of countries was entitled to additional votes to maintain a minimum 40% of the voting power (for each category – home or host)
iii. BOD decisions required 2/3 of total votes representing not less than 55% of capital subscriptions

iv. This gave developing countries incentive to join – they had power to influence decisions.  Decision required a majority of each side to agree.  
6. MIGA Operational Regulations (DU1 174)

a. RISK ASSESSMENT (DU1 197-98)

i. § 3.16 – BITs lower MIGA’s risk in granting investment guaranties 

· SO World Bank will support BITs even though it is a multilateral body

ii. THINK: MIGA guaranties might operate like investment ratings—if investors A, B, and C get guaranties in a particular country, maybe investor D does NOT even need one

· Are these provisions actually setting out conditions for getting insurance, or are they taking a step towards establishing an international standard?  

b. Compensation (DU1 210-211) 

i. Value of investment shall be determined as of time immediately before the loss

· Does NOT look to the future, BUT it does give guidance

· Reasonable argument can be made that this is NOW the INTERNATIONAL STANDARD

· NOTE: this is NOT HULL DOCTRINE compensation

· SUBROGATION: MIGA will hold the host country liable

7. MIGA Conditions of Guaranty

a. Art. 8 EXPROPRIATION (DU1 133-35) – broad definition

i. BUT breach of contract obligation is NOT itself expropriatory (BB 136)

b. Art. 11 Compensation (DU1 139)

8. MIGA-supported projects (U 77 for list) 

a. Premium rates differ depending on country.  

V. NAFTA:
A. History

1. Canada and the U.S. sign FTA w/ big investment component (U1 90-96)

a. Canada created a Foreign Investment Review Agency (FIRA) in the 1980s (introduces restrictive investment controls that responded to nationalist sentiment).
b. Canadian government replaced FIRA with Investment Canada Act
i. “Canada is open for business again”

c. Fearing that US was going to turn protectionist, Canada wanted to be inside of the barriers that the US might erect – it therefore pushed hard for a trade agreement (US didn’t really care much about trade, but wanted investment provisions).  

d. Canada-U.S. FTA is agreed to with important investment provisions (U1 97-104; UD1 260).  Includes provisions for:
i. National Treatment – “each Party shall accord to investors of the other Party treatment no less favorable than that accorded in like circumstances to its investors” with respect to certain measures.  
· Includes provincial governments under this requirement
· Excludes certain sectors of the economy (Canadian cultural industry – radio, publishing, film; airline industry.  

ii. Performance Requirements – “neither Party shall impose on an investor of the other Party” export requirements, local purchasing requirements, domestic content requirements, etc.  

iii. Expropriation – neither party should “directly or indirectly nationalize or expropriate an investment in its territory” except (provides guidelines for takings process)
iv. Dispute Settlement – no dispute settlement mechanism is created; there may be state-to-state discussion, but no investor-state resolutions.  Courts in Canada and the US were supposed to provide relief for aggrieved investors.  

2. Mexico wants a FTA with the U.S. like the one Canada had

a. From U.S. point of view, investment is at least as important as trade; they also wanted to create a N. American hemispheric bloc to place pressure on the EU to advance negotiations through the WTO.  
b. Mexico wanted access to US market

3. Background of the Agreement (U1 105)

4. Summary of NAFTA (U1 108)

B. NAFTA Agreement (DU1 323)

1. Art. 102 Objectives 

a. “Increase substantially investment opportunities”

2. Chapter 11 Investment

a. Section A Investment

i. Art. 1101 Scope and Coverage

· Nothing prevents the governments from providing a service like social welfare, law enforcement, public education, etc.  

ii. Art. 1102 National Treatment 
· Can’t treat foreign investors covered by agreement any less favorably than domestic ones

iii. Art. 1103 MFN Treatment

· Can’t treat foreign investors covered by agreement any less favorably than any other foreign investors not covered.  

iv. Art. 1104 Standard of Treatment

· If Art. 1102 & 1103 require different levels of treatment, the foreign investor covered by the agreement must be given the better option.  

v. Art. 1105 Minimum Standard of Treatment
· Requires that “each Party shall accord to investments of investors of another Party treatment in full accordance with international law, including fair and equitable treatment and full protection and security.”  

· COMPARE with standard U.S. BIT 
vi. Art. 1106 Performance Requirements – not allowed
vii. Art. 1110 EXPROPRIATION and Compensation

· Expropriation definition same as in US-Canada FTA (see above)

· Compensation is going to be “fair market value of the expropriated investment immediately before the expropriation took place and shall not reflect any change in value occurring because the intended expropriation had become known earlier.”  
· ONLY monetary damages or restitution of property is available under the NAFTA

viii. Art. 1114 Environmental Measures

b. Section B Dispute Settlement 

i. Art. 1115: Purpose 

· Section establishes a mechanism for the settlement of investment disputes 

ii. Art. 1116 & 1117 – Investor of a Party can make a claim on his own behalf or on behalf of an Enterprise

· This is an investor-state tribunal!

· Investor has 3 years to bring a claim.  

iii. Art. 1118 Settlement of a Claim through Consultation and Negotiation

· Parties are supposed to try and come to a negotiated agreement before a claim is filed. 

iv. Art. 1119 Notice of Intent to Submit a Claim to Arbitration

· Requires that an investor intending to file a claim do provide notice of such intention to the other party 90 days in advance.  Investor must provide:
· His identity

· Provisions of the Agreement that he alleges have been breached

· Issues and factual basis for the claim

· Relief sought and approximate amount of damages claimed.  

· Doing so waives all rights to initiate local remedy b/f an administrative tribunal.  

v. Art. 1120 Submission of a Claim to Arbitration

· After 6 months have elapsed since the events giving rise to a claim, investor may submit the claim to arbitration under:

· ICSID Convention (provided that both disputing Party and the Party of the investor are parties to the Convention)

· The Additional Facility Rules of ICSID, provided that either the disputing Party of the Party of he investor, but not both, is a party to the ICSID convention;

· The UNICTRAL Arbitration Rules

· PROBLEM:  Neither Mexico or Canada are members of ICSID.  As a result, the “Additional Facility Rules” are applied in most cases (basically ICSID arbitrates the proceedings for the parties even though they are note members of the convention). 
vi. Art. 1131 Governing Law 

· Requires tribunal to solve disputes before it in accordance with the Agreement and applicable international law. 

· Different than ICSID Art. 42—substantially more confidence in international law in 1993 than in 1965

vii. Art. 1135 Final Award

· Tribunal may award only monetary damages and applicable interest; restitution of property (in which case the Δ must pay monetary damages & interest in lieu of restitution)  

· Tribunal may award costs.

· Tribunal MAY NOT order specific performance or punitive damages.  

viii. Art. 1136 Finality and Enforcement of an Award 
· NO binding force except between the disputing parties and in respect of the particular case

· NOTE: Practically speaking, this might NOT mean much

· Review: 

· NO enforcement under ICSID or UNCITRAL of the award until…

· 120 have passed

· No further appeal

· Though there is no explicit provision for appeal, the right to make such appeal is assumed from the language of  Art. 1136(3)(a)(i)-(ii).  

3. Analysis of Investment provisions of NAFTA (U 173-90)

a. In arbitration proceedings, reviewing courts are not supposed to get into the merits of a case.  
i. ICSID rules can be enforced directly, but convention provides for three kinds of review (U1 123):
· Interpretation on the meaning of the award
· Revision on basis of the discovery of a previously unknown fact of decisive importance
· Annulment by an ad-hoc committee
· NOT SURE IF THESE APPLY – CLASS NOTES SAY ANNULMENT RULES DO NOT APPLY
ii. Additional Facility  or UNCITRAL rules must be enforced under the New York Convention (U1 124), which provides two grounds for not enforcing a NAFTA arbitral award:
· Arbitrator was under some incapacity
· Enforcement would offend public policy
iii. Metalclad suggests that reviewing an arbitration court’s decisions on issues of jurisdiction is allowable.  

iv. Lowenfeld – the traditional view of arbitration is that a reviewing court is not supposed to get into the merits, and is only supposed to look at arbitral misconduct.  

b. Under NAFTA there is NO review of findings of fact or interpretation of law
C. Cases
1. Ethyl Case (U1 127) – Canadian government, which was sued under NAFTA by US-based Ethyl Corporation, paid US $13 million to settle a lawsuit over Canada’s ban on importing the fuel additive MMT.  Canada had no scientific justification for the ban, and repealed the law.  
2. Metalclad (2000), NAFTA case, U1 194

a. Facts:

i. Metalclad (US) buys COTERIN (MX); it has a permit to build a landfill for hazardous waste from the federal and state government.  Metalclad began construction, but then the local (municipal) government ordered them to stop work (for a year).  They applied for a local permit (it is unclear whether one would be necessary) and completed the building the landfill.  This permit was eventually denied (13 months after application, without any opportunity for hearing) and the landfill was also prevented from opening through administrative and judicial actions by the municipality.  Metalclad claims that this amounts to a failure to accord fair & equitable treatment (Art. 1105); and expropriation (Art. 1110).  
b. Tribunal found: 

i. Failure to accord fair and equitable treatment (under NAFTA Art. 1105)

· Municipal permits are not required, and even if they are, in the hazardous waste area federal authority over permits is controlling.  Municipal government had no right to deny permit on environmental grounds.   
· Mexico failed to establish the necessary practice and procedure as to the handling of municipal construction permits; this amounts to a failure on the part of Mexico to ensure the transparency required by NAFTA.  

· “Mexico failed to ensure a transparent and predictable framework for Metalclad’s business planning and investment.  The totality of the circumstances demonstrates a lack of orderly process and timely disposition in relation to an investor of a Party acting in the expectation that it would be treated justly and fairly in accordance to NAFTA.”  (U1 154)
· THEREFORE: denial of permit w/out power to do so + lack of process = lack of fair & equitable treatment.  

ii. EXPROPRIATION (under NAFTA Art. 1110)

·  “EXPROPRIATION under NAFTA includes NOT only open, deliberate and acknowledged takings of property, such as outright seizure or formal or obligatory transfer of title in favor of the host State, but also covert or incidental interference with the use of property which has the effect of depriving the owner, in whole or in significant part, of the use or reasonably-to-be-expected economic benefit of property even if NOT necessarily to the obvious benefit of the host State.”

· “By permitting or tolerating the conduct of [the local authority] in relation to Metalclad which the Tribunal has already held amounts to unfair and inequitable treatment breaching Article 1105 and by thus participating or acquiescing in the denial to Metalclad of the right to operate the landfill, notwithstanding the fact that the project was fully approved and endorsed by the federal government, Mexico must be held to have taken a measure tantamount to EXPROPRIATION in violation of NAFTA Article 1110(1).” (U1 155)

· THEREFORE: misrepresentation + lack of process + lack of substantive reason for denial of permit = indirect expropriation.  

iii. COMPENSATION:

· Amount actually invested, less certain costs allocated by the investor in part to the waste disposal facility in question BUT disallowed by the Tribunal, plus interest at 6% compounded annually
· Compensation is the same under both NAFTA Articles violated

· NO award for future profits 

iv. APPEAL TO BC COURT: Award subsequently set aside in part by a court in British Columbia on the ground of excess of jurisdiction, after which the parties reached settlement (U1 166)

· AL: did NOT think the British Columbia court was very persuasive—don’t the objectives of NAFTA apply to all its sections?

· Judge distorts his power to review: recognizes that he is NOT supposed to review legal determinations, BUT then that is exactly what he does
· AL: Tribunal probably did NOT need Art. 102—Mexico’s actions were simply unfair—BUT it is unclear if Art. 1105 gives arbitrary independent authority to make a determination for what is “unfair.”  

· Judge holds that authority for what is “fair and equitable” must come from international law & since the arbitrators provided none, transparency rationale is void.  Therefore pre-ecological decree holdings are null and void.     

3. S.D. Myers 2000 (Substantive Decision), 2002 (Compensation) NAFTA case, (U1 177; 231)

a. Remember:  Weakens the value of Metalclad as precedent!  Holds that “fair and equitable treatment” is only violated if “an investor has been treated in such an unjust or arbitrary manner that the treatment rises to the level that is unacceptable from the international perspective . . . the determination must also take into accout any specific rules of international law that are applicable to the case.”  (U1 210).  Dispute between:
i. Mr. Chassion – breach of one provision does not mean breach of “fair and equitable treatment.”  There must be some international law that is breached for this provision to be breached.

ii. Mr. Mann – “fair and equitable” is “so general a provision and is likely to be almost sufficient to cover all conceivable cases, and it may well be that provisions of the Agreements affording substantive protection are not more than examples of specific instances of overriding duty.”  In other words, breach of one provision leads to breach of the f&e clause.  
b. Facts:  

i. Meyers (US) ran a business which performed PCB remediation.  It contacted Canadian PCB holders with the intention of using their US facilities in processing their PCBs.  In 1995, EPA issued an order allowing Meyers to import PCBs for processing.  Canadian PCB disposal industry began lobbying to close the border from its side.  Three weeks after the EPA allowed Meyers to import PCBs, the Canadian Minister of Environment closed the border (for 16 months, after which it reopened but was closed on the US side a few months later).  Record shows that export ban was put into place with the intent of protecting local PCB remediation business.  
c. Tribunal Found: 

i. Violation of national treatment (NAFTA Art. 1102).  Canada’s Orders had protectionist motive AND effect; by creating a disproportionate benefit for nationals over non-nationals, Art. 1102 is violated.  (U1 208)
ii. Violation of fair and equitable treatment (NAFTA Art. 1105) has taken place because “on the facts of this particular case the breach of Art. 1102 essentially establishes a breach of Art. 1105 as well.”  This is not true of all cases, court says Mr. Mann is incorrect.    
iii. NO EXPROPRIATION because it was (1) a regulation and (2) temporary

iv. NOT a performance requirements case
d. Rejected claim of EXPROPRIATION

i. Tribunal accepted that rights other than property rights may be expropriated AND international law makes it appropriate for tribunals to examine the purpose and effect of governmental measures
ii.  “The general body of precedent generally does NOT treat regulatory action as amounting to EXPROPRIATION.  Regulatory conduct by public authorities is unlikely to be the subject of legitimate complaint under Article 1110 of the NAFTA, although the Tribunal does NOT rule out that possibility.”

iii. Regulations v. EXPROPRIATION

· Regulations are a lesser interference than EXPROPRIATION, which tends to involve deprivation of ownership rights

· Distinction screens out most potential cases of complaints concerning economic intervention by a state 

· Distinction reduces the risk that governments will be subject to claims as they go about their business of managing public affairs

iv. “A tribunal should NOT be deterred by technical or facial considerations from reaching a conclusion that an EXPROPRIATION or conduct tantamount to an EXPROPRIATION has occurred.  It must look at the real interests involved and the purpose and effect of the government measure.”

v. “In common with the Pope & Talbot Tribunal, this Tribunal considers that the drafters of the NAFTA intended the word ‘tantamount’ to embrace the concept of so-called ‘creeping EXPROPRIATION,’ rather than to expand the internationally accepted scope of the term EXPROPRIATION.”

e. COMPENSATION (Problematic b/c NAFTA does not speak to how damages should be assessed outside Art. 1110 (Expropriation) context) (U1 231):

i. “By NOT identifying any particular methodology for assessment of compensation in cases NOT involving EXPROPRIATION, the Tribunal considers that the drafters of the NAFTA intended to leave it open to tribunals to determine a measure of compensation appropriate to the specific circumstances of the case . . .“

ii. Claimant has burden of proving:
· Quantum of losses.  

· Sufficient causal link with the specific NAFTA provision breached.  “Economic losses claimed must be proved to be those that have arisen from a breach of the NAFTA, and not from other causes.”  

iii. “Damages for breach of any one NAFTA provision can take into account any damages already awarded under a breach of another NAFTA provision.  There must be no ‘double recovery.’”
iv. “The Tribunal concludes that compensation should be awarded for the overall economic losses sustained by SDMI that are a proximate result of Canada’s measure, not only those that appear on the balance sheet of its investment.”  (U1 241). 
· In other words, damages must be “foreseeable,” but not in the contract context but rather “more akin to ascertaining damages for tort.  In K law, foreseeability may limit the range of recovery.  That is not the case in the law of tort.  Remoteness is key.”  (U1 248).  

4. Pope & Talbot, 2000, NAFTA case, (U1 300)

a. Facts:  Canadian government charges low fees for Canadian companies cutting down trees from government land.  American companies have to pay more for such cutting b/c they must purchase the right to do so on the private market.  Canada also limits lumber exports to the US (under Softwood Lumber Agreement), with limitations varying by province.  Americans claim NAFTA 1105, 1110, and 1102 violations.  
b. Tribunal found 

i. Breach of Art. 1105

· Rejected contention of Canadian Government (supported by US & Mexico) that would have made only “egregious” misconduct a violation of Art. 1105.  

· Chooses the Mann interpretation (see above).

· “The Tribunal interprets [§ 1105] as expressly adopting the additive character of the fairness elements.  Investors are entitled to those elements, no matter what else their entitlement under international law.  A logical corollary to this language is that compliance with the elements must be ascertained free of any threshold that might by applicable to the evaluation of measures under the minimum standard of international law.”  (U1 305).  
· Relies on the interpretation of BITs – they are additive and have very similar language.  

· Finds that there is no violation, except for the manner in which the government acted in conducting a “Verification Review.”  
ii. NO breach of Art. 1102

· Court states that “a violation of national treatment obligations can only be found if the measure in question disproportionately disadvantages the foreign owned investments or investors,” and rejects Canada’s proposed “disproportionate disadvantage” test, but concludes that there is no national treatment violation.    

iii. Damages: 

iv. Court grants Π the cost of the verification review (excluding executive time; they would have been working anyways).    
D. NAFTA FTC Commission Clarifications (U1 319):

1. Free Trade Commission interpretation of Art. 1105(1), issued in 2001 stated that:
a. Art. 1105(1) prescribes that customary international law minimum standard of treatment of aliens as the minimum standard of treatment to be afforded to investments of investors of another Party.  

i. How is limiting the sources to “customary international law” a limitation onb “international law”?  

· Lowenfeld: international law might include domestic law; customary international law does not.  

b. The concepts of “fair and equitable treatment” and “full protection and security” do not require treatment in addition to or beyond that which is required by the customary international law minimum standard of treatment of aliens.

c. Determination that there has been a breach of another provision of the NAFTA, or of a separate international agreement, does not establish a breach of Art. 1105(1).  
2. Response to the guidelines:

a. ICSID Tribunals have acknowledged the guidelines but find the same way.  They skirt the issue involved and move on (thus seeming to avoid paying any real attention to them).  
E. Scholarly Opinion on NAFTA Investor-state dispute resolution:

1. The Global Vth Amendment by Vicky Been:

a. Early interpretations by arbitral tribunals provide foreign investors with property protections that go beyond those afforded by the Vth Amendment and SCOTUS’s “regulatory takings jurisprudence.  

b. Potential costs of such expansion counsels for limiting international expropriation compensation.  The three major costs are:
i. Rules confer competitive advantage to foreign firms in domestic market.  

ii. Rules potentially deter beneficial domestic regulations

iii. Rules threaten to alter balance of power between federal and state regulators.  

c. Been’s Solution:

i. In the sphere of international investment agreements interpreted by arbitrators, the burden of proof should be on those advocating expansion of compensation requirements.  

ii. In the absence of compelling evidence either that the prospect of international expropriation claims does not deter efficient regulation, or that the overall benefits of having treaty-based compensation requirements both outweigh their costs and are appropriately distributed, adherence to status quo is the best course.  

iii. Limit the scope of treaty-based expropriation compensation to direct nationalization, physical invasion or seizure of property, and creeping expropriation.  

2. AL’s take on expropriations:

a. Three aspects of expropriation:

i. Regulations - certain regulatory measures (police powers) aught not to be subject to challenge at all; if they are challenged, that’s the price of doing business, and as an investor, they must be accepted.  

ii. Indirect expropriation - other regulatory measures that do not amount to expropriation but may come under the protection of NAFTA.  

iii. Actual expropriations – we have not seen many other than Metalclad.  

3. Indirect Expropriation in the Law of International Investment: I Know it When I See I, or Caveat Investor, by Fortier and Drymer.  

a. The meaning of indirect expropriation and the protection afforded to international investors against indirect expropriatory conduct is “clearly amibiguous.”  
b. Unfortunately, this means that investors cannot clearly tell when the government is acting improperly (though in some cases it will be clear).  
VI. BITs

A. Background to BITs:

1. ICSID – created by the Washington Convention in 1964-65.  Two provisions to remember that have application here:
a. Consent is not automatic – must be given by State at the beginning of a project or once a dispute has begun to unfold

b. Source of law is domestic and international law (unclear exactly what this international component would be).  

2. BITs have proliferated at an impressive rate since the 1970’s.  (U1 448) for a list of countries that have signed BITs.  

3. Two major impacts BITs have had:

a. Almost all modern BITs include provisions dealing with disputes between one of the parties and investors having the nationality of the other party.  

i. Most provide for ICSID arbitration.  

b. BITs contain a considerable body of law not in the ICSID convention.  For example most contain:

i. MFN provisions

ii. Expropriation provisions

iii. Provisions prohibiting/regulating host country use of performance requirements

iv. “Fair & equitable treatment” provisions

v. Transparency provisions

B. Cases:

1. CMS v. Argentina, ICSID, 2005 (U2 415)

i. Facts/Background:  Argentina, in the early ‘90s takes neoliberal policy stance.  It squelches inflation through currency board & convertibility requirement (one to one), it signs over 40 BITs, and it works to attract private capital for its privatizations.  Claimant argues that under the K, tariffs were calculated in $, converted to pesos, and tariffs adjusted to the US PPI every six months.  In the late 90’s however, an economic crisis occurred.  An emergency law was passed which removed the rights of public utilities to adjust tariffs according to PPI every six months and also removed their right to calculate tariffs in $.  Tariffs were redenominated in pesos at the rate of 1 to 1 (despite devaluation of peso).  
ii. Π claims this law caused him losses, and violates investment protections owed to CMS under treaty: 1) expropriation, 2) fair & equitable treatment, 3) arbitrary & discriminatory measures, 4) observance of umbrella obligations [“Each party shall observe any obligation it may have entered into with regard to investments.” US-Argentina BIT, DU1 453]. (U2 422, #88).  
iii. Argentina answers (U2 423-4): 1) Π was taking a risk; 2) national emergency brought about by the economic and social crisis are grounds for exemption of liability under international law and Treaty.  

b. Holding:
i. (U 428 # 124) – “the Tribunal concludes . . . that it does not have jurisdiction over measures of general economic policy adopted by the Republic of Argentina and cannot pass judgment on whether they are right and wrong.”  
· However, it also concludes that “it has the jurisdiction to examine whether specific measures affecting the Claimant’s investment or measures of general economic policy having direct bearing on such investment have been adopted in violation of legally binding commitments made to the investor in treaties, legislation, or contracts.”  

ii. Tribunal finds that Argentina did make legally binding commitments and obligations to the investor in its legislation, regulations and licenses, and that it did not keep those commitments.  (U 438 #252)
· Changing economic conditions are no defense here.  State of necessity/force majeure is not enough to justify infringing these rights (U 436 # 217; 227).  This is b/c the contract itself allows for a rebalancing of terms every 5 years (U 438 # 238).  
iii. Tribunal finds that there was nothing “tantamount to expropriation” here.  (U 439 # 264).  

iv. Tribunal states that “the standard of protection against arbitrariness and discrimination is related to that of fair and equitable treatment.  Any measure that might involve arbitrariness or discrimination is in itself contrary to fair and equitable treatment.”  #290.  Tribunal holds that arbitrariness and discrimination are not present here, nor is there at present a breach of fair & equitable treatment.  #295.
v. Tribunal finds that the umbrella clause has been breached. # 303.  
c. Compensation is granted to the Π on the basis of expert testimony.  

2. Gas Natural v. Argentina, ICSID, 2005 (U2 458) [Lowenfeld was arbitrator on this case]
a. Facts: Π is Spanish company claiming BIT violation (same reasons as in CMS case).  Δ claims that 1) these were measures of general economic policy (thus this is not a legal dispute subject to ICSID jurisdiction); 2) that it had not given consent to arbitration under ICSID b/c the BIT they have with Spain requires exhaustion of local remedy before brining a claim; 3) b/c they are not an investor under BIT (Standing).  With regards to 2), Π responds by saying that under the MFN clause, they should get the treatment accorded to US investors under US-Argentina BIT (no need to go to local courts).  
b. Holding: 
i. This is a legal dispute capable of being submitted to ICSID adjudication.  (U2 471, #22).
ii. International arbitration provides significant protection and incentives for foreign investors as compared to national courts.  Therefore, the provision in the US-Argentina BIT is more favorable than that in the US-Spain BIT.  Accordingly, Π is entitled to dispute settlement provisions of US-Argentina BIT.  (U 477, # 31)
iii. Π has standing to bring claim pursuant to ICSID rules and Spain-Argentinean BIT.  (U 479, #35).  
C. Change in BIT formulations:

1. “Fair and equitable”

a. U.S. 1991 BIT with Argentina (UD1 453)  

b. U.S. Model BIT 2004 (UD1 466)

2. MFN 

a. U.S. 1991 BIT with Argentina (UD1 452)  

b. U.S. Model BIT 2004 (UD1 466)

D. Andrew T. Guzman: Why LDCs Sign Treaties that Hurt Them (U2 371)

1. Guzman likens BITs to a race to the bottom

a. Disadvantages developing countries by causing them to compete over who can give the best terms to providers of FDI (in order to attract them).  

b. Argues that what would be better is a system of shifting bargaining power; developing countries should wait until an MNC is established, and then use this shift on power to extract rent from a foreign investor (maximizing gains to host country).  

c. Though there might be an overall increase in FDI, developing countries as group will gain less than they would if they extracted rent.  

2. Signing BITs (one or many) CANNOT be the basis for development of INTERNATIONAL CUSTOMARY LAW because it does NOT foster a sense of legal obligation in LDCs

a. Based on the view that a rule of CUSTOMARY INTERNATIONAL LAW requires both the general practice of states and state adherence to the rule based upon a belief that such adherence is legally required
i. Argues that BITs do not evidence a sense of legal obligation on the part of signatories b/c:

· “If countries have signed BITs out of economic motives, the treaties should not be interpreted as evidence of customary international law.  It is equally plausible that BITs represent a permissible derogation from the existing rules of customary international law and that countries have pursued the treaties b/c it is in their economic interest to do so.”  

· Many of these countries are opposed to the Hull Rule, and these treaties are the embodiment of such a rule.  

3. AL disagrees with Guzman (U1 400)
a. On a race to the bottom:

i. Attracting FDI is an advantage

ii. On the whole FDI is a path and in many ways the only path to growth of LDCs

iii. AL finds Shihata persuasive

b. On INTERNATIONAL CUSTOMARY LAW: absent declarations disavowing INTERNATIONAL CUSTOMARY LAW, AL would look to prevalence of similar provisions (of international law) in the countries’ treaties and BITs

i. In an international adjudication or arbitration, counsel and judges or arbitrators will take any source they can find for international law

ii. So many of these treaties have been ratified that we can now say that this practice of undertaking legal obligations has resulted in something like customary international law (even though traditional definitions requires that the practice “be taken out of a sense of legal obligation” in order to become customary international law).  
VII. Enron in India (Student Presentation):

A. Enron invested heavily in the Indian power sector, agreeing to build a power-generating facility in Maharashta (Indian State)
1. Enron received funding from many outside sources, including Indian lenders, foreign lenders, American companies (Bechtel, GE, had partial equity shares in project).  

2. Enron did however get “payment guarantees” for its output from the national government and a counter-guarantee from OPIC.  
B. Enron took a risk however by investing in a country that was just starting to privatize
1. They signed the K with Congress government

2. Unfortunately for them, BJP voted into of power right after construction started.
a. Many Indians perceived the deal as unfair – process was not transparent nor was it open to bidding.  

b. Was a campaign issue emphasized by the BJP.  

3. Enron immediately offers to renegotiate with BJP
C. Phase I of the project is completed in 1999 and plant starts producing power.  

1. By 2001 Maharashta realizes that they can’t afford the electricity; they claim that they were being overcharged.  

2. GOM stops payment.

3. Jurisdictional battles occur: 
a. GOM Regulatory Commission claims jurisdiction over the issue.  Supreme Court of India agrees.
b. Enron files for arbitration in London 

c. Enron goes bankrupt however, and GE & Bechtel get shares for the Dahbol Power Project in Bankruptcy restructuring.  

D. GE & Bechtel Act

1. File for claims to OPIC under guarantee

2. OPIC sues GOM under subrogation – there are 25 lawsuits going on at once at this time.  

E. Resolution:

1. All the claims are settled.

2. GE, Bechtel and the international lenders are paid off by Indian lenders.

3. New venture to complete Phase II is kicked off by:

a. State owned banks

b. Private companies

c. Indian lenders

d. Foreign lenders.  

4. Price of power is now subsidized by gov’t
International Monetary System

I. Introduction:
A. Balance of Payments:

1. Current Account: 

a. Private transactions (imports/exports; travel expenditures, services; remittances)

b. Government transactions (short term loans; misc. receipts)

2. Capital Account:

a. FDI

b. Private Long-term loans

c. Gov’t Bonds

i. Current account & Capital should usually balance out to 0 (at least in the LR).

3. Cash & Reserve Account:

a. Basically looks to changes in the foreign holdings/gold of the home country and changes in how much foreign countries hold in domestic currency.  

b. This attempts to reconcile the leftovers after Capital and Current Accounts are balanced out.  

B. The Gold Standard: 

1. Has only existed rarely, but useful for explaining some issues.  

2. Assumes that the supply of every national currency is linked to gold (1 ounce = X$), and that as such countries must trade their currency at a fixed rate to gold.  

3. In such a model, Hume argues that economic equilibrium can be reached:

a. If P exports more to X than it imports from X, gold will flow from X to P.  

b. Since the money supply in X depends on its store of gold:

i. X’s money supply would be reduced

ii. Prices and wages in X would also fall

iii. Imports to X would fall b/c foreign goods had become more expensive in comparison with domestic goods

iv. Exports from X would increase b/c its products had become less expensive as expressed in foreign currency.

v. The exact opposite would happen in P

4. Problem with Hume’s model:

a. Downward price and wage shift did not occur.  Wages are very difficult to reduce.  

b. Governments do not respond with a hands-off policy – they impose exchange controls, trade barriers and the like.  

5. Advantages of a Fixed Exchange Regime:

a. Fixed exchange rate model has the advantage of keeping governments out of currency transactions – governments often make mistakes that markets will not.  

b. Flexible exchange rates, on the other hand, turn every international transaction into a speculation b/c of potential currency fluctuations.  

C. The Bretton Woods Scheme:

1. Historical Background:

a. A year before WWII ended, the victorious powers gathered to negotiate and plan a post-war monetary system.   

b. Everyone but the Soviets, some of their Satellites, and China joined.  

c. Desire was to avoid the monetary practices of the inter-war period (thought was that some of the practices in this period partially fueled the outbreak of war).  
2. Basics of the System (IEL 12):

a. They decided on a multilateral regulatory system with fixed exchange rates pegged to the dollar.  The dollar (and only the dollar) was linked expressly to gold, and all the other currencies would define their exchange rate of their currency to the dollar.  

b. States were forbidden from changing the par value of their currency without IMF approval, with approval to be given only in cases of “fundamental disequilibrium.”  

c. If P held more of X’s currency than it chose to hold, X would be obliged to redeem its currency in return for P’s currency, dollars, or other currency acceptable to P.   If X did not have the resources, the IMF was supposed to help (with a promise from X that it would make policy choices designed to restore equilibrium).
d. Member states could not impose multiple exchange rates or discriminatory practices, and from imposing exchange controls (some exceptions existed).  

3. The Articles Agreement (IPI DS4):

a. Art. 1 – Purposes: 
i. Promote int’l monetary cooperation

ii. Facilitate balanced growth in int’l trade, and contribute thereby to promotion and maintenance of high levels of employment and real income

iii. Promote exchange stability, maintain orderly exchange arrangements among members, and avoid competitive exchange depreciation

iv. Help establish a multilateral system of payments in respect to current transactions between members and eliminate foreign exchange restrictions which harm growth of world trade.  

v. Give confidence to members by making the fund’s resources available to them under adequate safeguards (thus letting them restore balance w/out reverting to economically destructive practices) 

vi. Minimize disequilibrium
b. Art. 3 – Quotas & Subscriptions:  
i. Every member gets a quota

ii. Every must pay, in gold, at a minimum the smaller of the two:

· 25% of its quota

· 10% of its net official holdings of gold & $ (at time of notification)

iii. The balance of the quota shall be paid in the member’s own currency

c. Art. 4 – Par Values of Currencies:

i. All currencies will have a par value expressed in gold/$ 
ii. No member can buy/sell gold at anything but par value +/- IMF established margin
iii. The maximum and minimum rates for exchange transactions between the currencies of members taking place within their territories shall not differ from party

· By more than 1% in the case of spot transactions

· In other transactions, by a margin of any more than the IMF thinks reasonable
iv. Members vow to work with the fund to promote exchange stability, to maintain orderly exchange arrangements with other members, and to avoid exchange alteration.  They also undertake to make sure that exchange transactions within its territory are within the limits prescribed.  

v. A member shall not propose a change in par value except to correct a fundamental disequilibrium.

vi. A change in par value can be made only on the proposal of the member and after consultation with IMF.  Art. 4 gives further details on how IMF should act (first 10% won’t be challenged; after that Fund will act).  
vii. If a member makes unauthorized changes in par value despite objection by the fund, a member will be ineligible to use the resources of the Fund unless the fund otherwise determines.  
d. Art. 5 – Capital Transfers/Withdrawals from Fund:
i. Members may exercise controls as a necessary to regulate international capital movements, but may not exercise these controls in a manner which will restrict payments for current transactions.  

· AL – why the distinction?  

ii. Members are entitled to buy the currency of another member from the Fund in exchange for its own currency subject to some conditions:

· Purchaser of currency represents that it presently needs the currency to make payments consistent with the IMF Agreement
· Fund reserves are not scarce

· The proposed purchase would not reduce the purchasing member’s quota by more than 25% of its quota (within a 12 month period) nor exceed 200% of its quota (generally)

iii. IMF can, at its discretion, waive any of the conditions above.  
iv. BUT, whenever the Fund is of the opinion that any member is using the resources of the Fund in a manner contrary to the purposes of the Fund, it will present the member with a report; if no satisfactory reply is received, the Fund may limit the member’s access to funds or declare it ineligible to use the resources of the Fund.
e. Art. 14 & Art. 8 (countries could choose to enter as either): 

i. Art. 8 – General Obligations of Members:
· No member shall impose restrictions on the making of payments and transfers for current international transactions
· No discriminatory currency arrangements or multiple currency practices.  
· Furnish the IMF with information

ii. Countries can also enter under Art. 14 – Transitional Period:

· One of two possible ways to enter the fund.  Designed for post-war countries, allowing them some flexibility to introduce when necessary restrictions on payments and transfers for current int’l transactions.  

· Members, however, are supposed to take actions with regard to the purposes of the fund and take measures that facilitate international payments and maintenance of exchange stability.  

D. The Basics of Conditionality/Fund Withdrawals:
1. Textual basis for conditionality comes from Art. V, § 5.  If the fund is not convinced that a member is using Fund resources in “a manner contrary to the purposes of the Fund,” it may limit or stop withdrawals.  
a. This is a little contrary to Art. V, § 3, which intimates that members are “entitled” to buy the currency of another member if they need it to make currency payments consistent with the Agreement’s provisions. 
2. Under Art XII(8), the fund can communicate its position to its members informally, and can publish a report with the approval of 2/3 of its members. 

3. Conditionality has been the principal means by which the IMF has endeavored to impose discipline on member states with respect to their monetary/fiscal policies.  It is the basis for international monetary rule of law.  
4. The workings of conditionality:
a. Members can expect to be able to automatically withdraw 25% of its quota (“gold” or “reserve” tranche) from the IMF. (IEL 515)
i. What happens is not technically a “withdrawal” – the member gives the IMF $50 in its home currency and takes out $50 in reserve currency.  

b. Additional purchases of reserve currency would be subject to increasing scrutiny and possibly more stringent conditions.  The greater the demands in terms of the member’s quota, the greater the demands by the Fund in terms of commitments which are “adequate to overcome the problem.”  
c. Member can withdraw up to 200% of their quota.  

i. But, if another country draws upon the indebted member’s currency (in order to meet its balance of payments needs), it reduces the obligation of the indebted member to repurchase its own currency back from the fund.  (IEL 512). 
5. The Fund exists to help members  who need help, (IMS 30) but the attitude the fund takes toward each member should depend on:
a. Whether the problem is of a temporary nature

b. Whether the policies the member will pursue will be adequate to overcome the problem

6. Members may draw funds to:

a. Maintain par value of their currency (Art. IV(3)).

b. Clear deficits (Art. VII(4)).  

c. Sustain confidence.  

E. Stand-bys & Letters of Intent:
1. IMF Resources as Reserves?

a. Members were guaranteed access to their “reserve tranche,” but a drawing beyond this tranche depended on the member state undertaking policy satisfactory to the Fund.  

b. Fund would have to conduct an examination of relevant economic data – which took time.  There would be no assurance that if a member ran into balance of payments difficulties it would have effective access to Fund reserves.  

c. The use of conditionality therefore makes IMF funds less like reserves – they are not readily available.
2. To deal with these difficulties, access to reserves beyond the tranche was negotiated between the IMF and member states ahead of time through the use of stand-by arrangements and letters of intent.  
a. Stand-by – Document through which the Fund gives a formal commitment that to a member that, if that member should request a drawing from the Fund within a stated period of time, the request will be automatically and immediately approved (up to a certain amount).  
b. Letter of Intent – Letter from the member’s Minister of Finance, or Central Bank Governor detailing the undertakings that the country will take in consideration for the IMF’s approval of the stand-by.  Breach of commitments is not a breach of the Articles of Agreement – member won’t be expelled.  Includes provisions on:
i. Import restrictions

ii. Wages

iii. Bank loans

iv. Foreign borrowing

v. Clause stating that if some of these conditions are not met, the country will not invoke its rights under the stand-by.  

vi. Clause allowing IMF Managing Director to consult with Member.  

3. Reasoning behind these agreements:

a. IMF can ensure it gets paid back

b. IMF ensures member country has a stable economic environment 

c. Member gets automatic (so long as it does the things it promise to do) access to reserves.  

d. Members can implement necessary economic policies that could not be politically feasible otherwise 

4. Legality of Stand-bys & Letters of Intent:

a. IMF takes position that these are not legal obligations – they avoid contractual connotations in stand-by language.  

i. Remedy is that the fund may not give you money in the future (non-renewal of stand-by or limitations of future drawings)

ii. BUT change in government does not mean that letter of intent is no longer binding – the new government cannot repudiate its commitments and expect to draw funds.  
b. Member entering letters of intent take the position that these are NOT treaties & do not require consent of legislatures.
II. The Workings of The IMS in the Post-War Years:
A. The Devaluation of the Pound:
1. Background:
a. Britain was a net contributor of goods & services (current account surplus) in the immediate post-war period, but its position as such was steadily declining.  After 1962 it began running a current account deficit almost continuously.  

b. In 1949 the pound was devalued by 30.5%, and in the years following Britain pushed hard to maintain the value of the pound (crises such as Suez, Rhodesian independence, EC creation caused many individuals and private banks to sell), purchasing pounds at the par value rate in order to maintain convertibility.  To do so it relied on reserves, IMF, & bilateral agreements with the US.

i. Over time, these crises led to loss of confidence that the value of the pound would be indefinitely maintained.  

c. Labor government came to power in ’64 – did not want to devaluate b/c of campaign promises they had made.  
i. Instead, they implemented:
· Import restrictions.
· Export incentives
· Increased spending on social welfare (pensions, health care) 
· This was thought to be the wrong prescription (spending in times of crisis) ( caused holders of pounds to immediately sell their holdings. 

ii. To counteract the effects of the sell-off, gov’t then:

· Increased the discount rate at the central bank

· Averted the IMF that it intended to withdraw funds under its stand-by

· Acquired a pound-supporting infusion of funds from other central banks
· Large fear in the rest of the world that a devaluation would have negative effects on the $ and on the IMS as a whole.  
iii. Though this was successful in the short term, once Labor moved to reduce interest rate & import restrictions, pressure on the pound mounted once again.  International events and domestic strikes also led to runs on the pound.  
· Labor party resorted to “belt tightening” – freezes on wages; tax increases; abandonment of much of its statist platform.
· In early 1967, things looked good, and Britain was planning on repaying its IMF and national commitments.  

· Series of international events overtook the ability of Britain to deal however – trade deficit increased, DeGaulle rejected British entry into the common market, Suez crisis.  
· Credit lines from the US were not enough to keep propping up the pound

d.   1967 – British Chancellor of Exchequer announces devaluation.  
2. Benefits/Deficits of being a reserve currency:

a. Currency is more vulnerable to the fluctuations in the “spirits” of investors
i. Since there are lots of holders, once a run on the currency starts it is very easy to cause a greater loss of reserves than is justified by underlying economic conditions.  

b. BUT, by definition, other countries are more willing to hold reserve currencies
i. Means the country can run balance of payments deficits for longer (can buy more imports without paying for them immediately – foreigners are extending credit).  

3. 1967 Devaluation:
a. Announced on a Saturday (closed markets) – devalued the pound by 14.3 percent.  
i. NOTE:  Art. IV(5) requires prior notification of the fund in cases of “fundamental disequilibrium” which lead to changes in par value.  It does not seem like the IMF was informed here.  

b. Labor also immediately raised the discount rate, curtailed expenditures, proposed raising taxes, applied for an IMF stand-by and contacted other central banks for additional credits.  
4. Fund Response:

a. Found that change in par value was needed to deal with “fundamental disequilibrium” based upon heavy losses of reserves and the UK’s inability to defend the pound.  
b. Accepted par value and began negotiations with the UK over a new stand-by and letter of intent.  11 days later, a stand-by of $1.4 billion was approved through IMF’s General Agreements to Borrow.  
c. Letter of Intent (IMS 65) addressed many issues such as fiscal policy, trade, monetary policy, price and wage policy, etc. (which the Labor government promised to keep in line)  
d. Stand-by of the IMF ensured maintenance of these policies over time – disbursement of funds was to be over time and could be stopped if conditions were not met.  

5. International Response:
a. A few countries – Ireland, Spain, Cyprus, etc. also devalued their currency in response.  
b. Most major economies – US, Japan, EC did not, thus holding fast to the commitments made in Art. IV(4)(a) – members undertake to collaborate with the fund; and in Art. IV(5)(a) – no changes in par value bar fundamental disequilibrium.  

c. Provided additional credit to UK (on basis that they would reach agreement with the IMF).  
6. Results of Devaluation in the UK:
a. UK no longer has to support the currency at the more expensive level

b. In terms of imports/exports, UK produces have an advantage over their competitors – their exports are now cheaper abroad and imports are more expensive at home.  See IMS 76.  

i. This is not all beneficial – increase in costs to domestic consumers of imports that which do not have domestic substitutes (coffee, rubber, metals).  
ii. Generally speaking, net results in terms of trade depend on more than just the value of the currency – not clear that there was a pronounced shift. 
7. Take-away:  Commitments to maintaining par values weather the crisis – all countries continue to sell/buy their currency within the 1% band proscribed by the Agreement.  
B. The Creation of SDRs:
1. Was seen as a possible solution to the worldwide reduction in size of reserves as related to the size of the world economy.  
2. Idea was to create an asset usable only for the purpose of settling international accounts.  
3. How SDRs would work:

a. Members of the fund would each receive an allocation of SDRs (no need to repay).  Further allocations would be made periodically in proportion to fund quotas.  
b. A country in deficit could then use SDRs to settle its accounts by selling them to a country designated by the fund.  The country in deficit would receive convertible currency in exchange, and could use that currency to settle its balance of payments.  That country would then have to buy back the SDRs within 5 years.  
4. To the disappointment of the creators of SDRs, the assets have not become the principal reserve asset of the international monetary system, and this is no longer seen as a goal of the international monetary system.  
C. Aftermath of the Pound Crisis – The Demise of the Par Value System:
1. Background: 
a. France:

i. France maintained strict fiscal and monetary policy.  
· Goals were:
· To increase gold reserves

· Maintain a favorable balance of payments (trade surplus)

· Curb inflation.  
· As a side effect of this policy wages and government expenditure on education and welfare were much lower than in comparable countries.
ii. The tight fiscal policy fed unrest (’68), which led to some balance of payment difficulties (due to the increased spending necessary to appease protestors).  
· France began to draw upon IMF & international funds to try and shore up its currency.  

· French funds moved quickly into Germany (people were selling francs and buying marks).  

iii. International negotiations on the solution did not reach consensus, and France acted unilaterally:

· It decided to maintain parity & put together an austerity program.  

· The plan failed however, and in 1969, the franc was devalued by 11%. 

b. Germany:
i. Runs on the pound and franc led to inflow of capital into W. Germany.  Germans were pressed to revalue (upwards), but political pressure from farmers (who believed revaluation would result in reduced EEC subsidy payments) and fear of losing export markets prevented the government from doing so.  
ii. Rather, the Government decided to float the mark, with the central bank no longer intervening to keep the mark within the IMF-required 1% bank.  
· IMF responds with little more than a slap on the wrist.  (IMS 120)
iii. Shortly thereafter, the government announced a new par value 9.3% above its previous number. 

c. The US of A:

i. In 1971, there was a rush to sell dollars (and buy marcs, Swiss francs, guilders)
ii. After absorbing nearly $20 billion dollars, Germany and several other European Central Banks refused to continue supporting the $.  
· German Government permitted the mark to float within a limited range.  

· Guilder was permitted to float

· Swiss & Austrians raised the par value of their currency

· Japan, UK & France maintained par value

iii. US gold stocks declined (dollars were directly convertible to gold at 35$ an ounce), and while central banks were restrained in reclaiming dollars for gold, private investors were not. 
iv. On Aug. 15, 1971, Nixon announced that the US would no longer convert foreign-held dollars into gold or other reserve assets “except in amount and conditions determined to be in the interest of monetary stability and in the best interest of the US.”  He then moved to stabilize the value of the US dollar (to prevent its devaluation) by:
· Imposing a 10% ad valorem tariff on all dutiable import items (GATT Illegal)
· Announced a 90-day wag-price freeze

· Reducing the federal budget and federal employment 

· Cutting foreign aid by 10%

· Proposing tax incentives for investment by US industry

· Announced that US would no longer guarantee that the US dollar would be traded within 1% of its par value

v. The world reacted in shock – Nixon had not told anyone about this before his speech.  
d. The actions of all these nations seem to amount to breaches of the IMF Agreement (IMS 134-137):

i. US no longer maintains par value of for the world – breach of Art. IV(1).   

ii. Art. IV(3) is breached – US refuses to intervene to maintain par value.  

iii. Art. IV(4)(b) is breached – US will not sell gold at par value price. 

iv. Import surcharge is breach of GATT agreements

v. German free float & managed float violates Art. 4 1% deviation limit.  
2. Why did the IMF system fall apart?

a. Economies had expanded beyond the expectations of the planners at Bretton Woods.  Volume of economic activity was vastly larger

b. Concern was no longer about business cycles (main preoccupation of the people at Bretton Woods) and depression
c. Private transfers of capital have become a gigantic market force, and the Bretton Woods system was designed primarily with trade and current account payments in mind.  
3. Smithsonian Agreement – A Failed Attempt at Repair:
a. Agreement set a ratio between the major currencies which had to be maintained within a larger band.  
b. Dollar-Gold link was reestablished

c. Mark & Yen were revalued upwards & the fixed exchange system was restored. 
d. The agreement fell apart after six months – by 1973 all the major currencies were floating, and central banks were no longer intervening to maintain any fixed rate.  

i. Setting exchange rates in order to provide equilibrium involves predictions of trade & capital flows as well as fiscal & social policy – hard (if not impossible) to correctly account for all these factors. 

III. The IMF as Amended in the ‘70s:

A. The Debates:
1. Main question became: what do we want?  Answer:

a. Better system for exchange rates.

b. Improvements in the system for settlement of balances.

c. Ability to address the problem of accumulation of reserves.

d. Also, provisions for dealing with developing countries, which hadn’t played much role yet.

2. But how is this to be achieved?  Options:
a. Anther fixed exchange rate system (supported by business leaders & certain countries – France)

b. Flexible exchange rate regime – supported strongly by economists (markets were better than regulators)  
3. Committee of Twenty (“COT”) was established to “advise and report to the Board of Governors with respect to all aspects of reform of the international monetary system.”  
B. The Outline of Reform (IEL 531):

1. Produced by the COT

2. Based on the idea that discipline had to be imposed not only upon states in deficit (as was already done through conditionality), but also upon creditors (which had heretofore been unregulated).  The desire was to create a “symmetrical adjustment process” based upon “stable but adjustable” par values with floating in “particular situations.”  
a. While states in deficit had been pressed to reduce government spending, raise interest rates, tighten credit, or devalue, opposite “remedies were available for those in surplus.

b. They could be coerced into increasing imports, greater foreign assistance or long-term loans, lower domestic interest rates, or revaluation of currency.  

3. The Outline for Reform considered proposals designed to turn this idea of symmetry into positive law.  Report state that “countries will take prompt and adequate adjustment measures:”
a. If a state departed form equilibrium targets and declined to take corrective pressures, a series of graduated sanctions, would be imposed by the Fund (an IMF committee would be convened to determine if this was happening) – either automatically or upon affirmative vote by the fund.  

b. Pressures for over-collection of reserves could take the form of:

i. Charges on excessive reserve accumulation

ii. Requirement that excess reserves be deposited with the IMF without interest

iii. Suspension of entitlement to future allocations of SDRs

iv. Unfavorable reports by the IMF

v. Authorization for other states to apply discriminatory trade sanctions or currency restrictions.  

4. The Outline of Reform proposals were not adopted however.  1970’s OPEC embargo settles debate in favor of a more flexible regime – had the fixed system been in place, the increase in prices would have caused a global depression.  

C. Amending the Articles of Agreement (IEL 532-545):
1. Articles I (purposes of the IMF), Articles VIII and XIV (exchange restrictions) were not changed.  
2. Amended Article IV (IMS DS-86):

a. Art. IV(1) – Obligations on Members:

i. They must endeavor to direct economic and fiscal policies toward the objective of fostering orderly economic growth with reasonable price stability

ii. They must seek to promote stability by fostering orderly underlying economic and financial conditions and a monetary system that does not tend to produce erratic disruptions

iii. They must seek to avoid manipulating exchange rates in order to prevent effective balance of payments adjustments or to gain an unfair advantage over other members

b. Art. IV(2)(b) – allows nations to choose between (basically anything they want):
i. The maintenance by a member of a value for its currency in terms of SDRs or other denominators other than gold

ii. Cooperative arrangements by which members maintain the value of their currencies in relation to the values of the currency (or currency) of other members

iii. Other exchange arrangements of a member’s choice

· The member need only notify the IMF of any changes in exchange arrangements and of its original exchange arrangement.  
c. Art. IV (2)(c) – changes in voting power – 85% of the voting shares are needed in order to implement certain authorities contained in the articles of agreement.  Left veto for the EU and the US.  
d. Art. IV(3) – Creates Surveillance Responsibility for the IMF:
i. The fund “shall oversee the international monetary system” and “shall oversee the compliance of each member with its obligations under Art. IV(1).”  Art. IV(3)(a).  
ii. In order to fulfill the mandate above, the IMF “shall exercise firm surveillance over the exchange rate policies of members” and “shall adopt specific principles for the guidance of all members with regard to those policies.”  Art. IV(3)(b).  
· Power to adopt guidelines is little more than a power to suggest – the IMF does not have the ability to impose sanctions upon anyone for violating such guidelines.  

iii.  “Each member shall provide the IMF with the information necessary for such surveillance, and when requested by the Fund, shall consult with it on the member’s exchange rate policies.”  Art. IV(3)(b).  
iv. “These principles shall respect the domestic social and political policies of members, and in applying these principles the Fund shall pay due regard to the circumstances of members.”  

· AL’s take on Amended Art. IV:  “The basic monetary and fiscal policies of a member state are appropriate for inquiry and comment by the international community represented by the IMF, but detailed choices of policy come within the restriction state in the last sentence of Article IV(3).”  (IMS 540)
e. Art. IV(4) – Allows for return to par value system if 85% agreement can be reached.  

f. To sum: 
i. This is soft law – IMF can get data on and suggest policy choices to member countries on a large number of fields (exchange rates, interest rates, monetary policy, fiscal policy, trade policy and some social issues), and demand consultations with member countries but it cannot impose its views under Art. IV (but see Art. V). 
ii. Additional problems for the IMF recommendations:

· Distrust of IMF policy proscriptions

· Alternatives to IMF funding exist – private capital markets

iii. There is no mechanism (as exists within the WTO) that would allow the IMF to enforce the obligations that the Amended Agreements place upon members through Art. IV(1).  
3. Amended Art. V (IMS 545-49) – Conditionality Codified:
a. Art. V(3) – spells out the concept of conditionality which underlies stand-by agreements.  
i. Art. V(3)(b) – sets out the conditions for purchase from the Fund of currencies of other members in exchange of the members’ own currencies, which are understood to be applicable to stand-by agreements as well.  In order to make a drawing, the member state must meet the following four conditions:
· The purpose for which it intends to use the resources of the Fund must be in accordance with the Articles of Agreement and the IMF’s policies.
· The member must represent that it has a need to make the purchase because of its balance of payments or reserve position or development in its reserves

· The proposed purchase is a reserved tranche purchase or would not cause the IMF’s holding of the member’s currency above 200% of its quota
· The IMF has not previously declared . . . that the member desiring to purchase is ineligible to use the general resources of the IMF.

b. Art V(4) – provides that the latter two conditions can be waived

i. The IMF cannot waive the first two conditions, and except for drawing under the reserve tranche, the IMF “shall examine a request for a purchase to determine whether it would b consistent with the provisions of the Fund Agreement and the policies adopted under them.”  

c. Conditionality Guidelines –(DU2 6a-q):
i. Π2 – provides weak link between conditionality and surveillance.  The fund “encourages” member to adopt sound economic and financial policies against “the emergence of balance of payments difficulties.”  

ii. Π3 – “national ownership” is crucial for successful implementation of IMF programs.  “The member has primary responsibility for the selection, design, and implementation of its economic and fiscal policies.”  
iii. Π4 & Π5 provide somewhat contradictory principles:

· Π4 – in helping members devise economic and financial plans, the IMF will be attentive to “domestic social and political objectives” and plans will reflect the “member’s circumstances.”  

· Π5 – the fund will ensure “consistency in the application of its principles” and maintain “uniform treatment of members.”  

iv. Π7 – “conditions will be established only on the basis of those variables or measures that are reasonably within the member’s direct or indirect control” and are of “critical importance for achieving the goals of the member’s program” or “necessary for the implementation of specific provisions of the Articles.”  
· Conditions “normally consist of macroeconomic variables and structural measures that are within the IMF’s core areas of responsibility.”  Variables that are outside the IMF’s core responsibility “may also be established as conditions, but may require more detailed explanation of their critical importance.”  

· Core responsibilities: macroeconomic stabilization; monetary, fiscal, and exchange rate policies; financial system issues.  
v. Program-related conditions may contemplate the member meeting “particular targets or objectives (outcome-based conditionality), or taking (or refraining from taking) particular actions (actions-based conditionality).  
vi. Π8 – There will be no “cross-conditionality” under which the use of the Fund’s resources would be directly subjected to the rules and decisions of other organizations (like the WB).  

vii. Π11(c)(ii) – Fund will use “financial assurance reviews” to make sure its funds are not joust going to be used to pay back other public or private creditors.  
viii. IMF cannot place political conditions on a country (Class – not sure which provision this is based upon).  

4. The IMF under the Amended Articles of Agreement would not do much but for the problems being experience by developing countries.  
a. Developed economies have not drawn on the IMF since the late ‘70s.  Most do not even enter into stand-by agreements anymore.  

b. But, developing countries have extensively used the IMF.  they can:
i. Gain access to economic/financial data that developing countries would probably never release to other sovereign powers.

ii. Leverage developing countries into adopting pro-growth/pro-macroeconomic stability policies.  Countries/Private lenders can condition their release of funds on the ability of the country to gain an IMF Stand-by. 
IV. Debt and Developing Countries – Latin America:
A. Historical Background:
1. 1970’s oil disruptions (OPEC embargo) led to large increases in wealth of Middle Eastern nations.  
2. Middle Easterners invested petrodollars into Western Banks.  Western banks, in order to compete for the funds offered high interest rates (and thus looked to lend to high-interest borrowers).  As a result, developing countries borrowed large amounts of funds from Western private banks.  
a. This allowed the developing countries to avoid conditionality imposed by IMF 

b. Private banks did not have the power to impose fiscal discipline or interfere with the sovereign decisionmaking of these governments

3. The Iranian Revolution however led to another oil-shock and caused a prolonged recession in developed countries.  This decreased export earnings of developing countries, and while debt remained high, new capital was scarce.  Debt-service ratios (percent of export earnings that would be needed to fund debt) of developing countries increased dramatically, and in L. America reached 53.2% in 1982.  
B. Mexico – Early 1980s Crisis (IEL 565-74):

1. The situation pre-1982 Mexico:
a. Mexico makes oil discoveries in ‘70s – decides it wants to be part of “the big leagues”

b. Spurns IMF involvement – despite recommendations from the US that it apply for a stand-by.  
c. IMF was therefore unable to influence either the internal or external policies of the borrowing states.  

2. Mexico in 1982:
a. Inflation was high, current account deficit was high, and price and demand for oil were falling.  

b. Foreign debt stood at $70 billion, with $18 billion due to be repaid in 1982 unless it could be rescheduled or refinanced.  

c. Mexico pegged its currency to the dollar.  As inflation in MX exceeded US inflation, and it became clear that the peso was overvalued, capital flight took place on a massive scale (MX had no exchange controls).  

d. Bank of MX stopped supporting the peso in Feb. 1982, and peso dropped 40%; policies they tried to implement in order to stem the crisis failed to prevent capital flight, and on Aug. 5, the government imposed exchange controls.  

e. On Aug. 12, MX ordered all dollar-denominated deposits to be converted to pesos at 20% below market rate.  

f. On Aug. 13, MX announced it would not be able to meet the payments on its debt due Aug. 15.  

3. International Response (Short Term):

a. Fund would not permit drawing without a stand-by, and negotiating such a stand-by would take time.  
b. US, by Aug. 15 agreed to: 

i. Make a $1 billion advance purchase of MX oil for the Strategic Petroleum Reserve

ii. Provide a $1 billion line of credit form the Commodity Corporation for purchases by MX of agricultural products form the US

iii. Provide $700 million under an existing swap arrangement with the Federal Reserve Bank of NY
c. Bank for International Settlements put together a bridge loan for $1.85 billion designed to be repaid when credit from the IMF became available.  
d. MX Sec. of Treasury met in NYC with representatives of 100 of MX’s commercial creditors to ask for “standstill” on debts coming due for at least 90 days.   They had little choice but to acquiesce.  
e. Result:  No MX loans were charged off on the balance sheets of commercial banks, no banks became insolvent, and ex-im transactions between MX & the world continued.  

4. International Response (Medium Term):

a. MX had no alternative but to go to the IMF – quick fixes and agreement were based upon an implicit agreement that they would do so.  Neither developed countries nor commercial banks would proceed beyond this short-term fix without a disciplined economic plan that only the IMF could impose.  
b. On its part, the IMF made clear that it would not grant a stand-by unless commercial banks and central banks would provide funds of their own.  
c. The IMF strategy had two prongs:

i. Adjustment by debtors

ii. Financing by creditors

iii. IMF would closely monitor the debtor countries’ performance under the criteria set out by the stand-by agreement and make info available to creditor banks as they restructured developing country debt.  

d. IMF pressed MX for:

i. Reduced public spending & reduction in budget deficit
· MX annual budge deficit was running at an annual rate of 17%

· LOI set target rage to 8.5% in 1983; 5.5% in 1984; 3.5% in 1985

ii. Devaluation of peso and gradual elimination of exchange controls

iii. Reduced external borrowing

iv. Reduction of inflation 

e. In exchange, MX was able to draw $4 billion in SDR (450% of MX quota), to be disbursed over 3 years.  IMF also procured the following on behalf of MX:
i. $5 billion in commercial bank loans

ii. $2 billion in official loans, mostly from US

f. Result:  no melt-down in MX; no chain reaction of failure of commercial banks; set a precedent for the initial phases of a rescue operation.  On the whole, according to AL, the IMF plan was a success: inflation slowed; current account deficit became more balanced; wages however did not rise as fast as prices did.  Overall it was a success, but it did to less imports (and correspondingly less consumption in MX).  
5. Additional Issues:

a. Why were the banks willing to throw good money after bad?

i. Preserved the solidity of their balance sheets.  Under accounting practices, when the banks lend additional money, they get to increase the assets column of the ledger because of the increase in “expected interest.”  
ii. While this increases the exposure of the bank, it also makes the bank look like it is financially healthy in its balance sheets.  

b. LOI – was not made public.  When it leaked, it almost caused rioting in MX.  
C. Brazil – Early 1980s Crisis (IEL 575-78)

1. Brazil pre-1982:
a. BZ was a large importer of oil & had been experiencing inflation of 50% for 20 years.
b. BZ was governed by a military junta since 1964, and was just transitioning to democracy

c. BZ had broken off relations with the IMF in 1954, and had relied mostly on private credits.  It has many large para-statal enterprises which produce its industrial and energy products.  
2. Brazil in 1982:

a. External debt stood at around $90 billion, ¼ of its GDP
b. Debt service obligations came to $10 billion per year, equal to 90% of its foreign exchange earnings on goods and services.  

c. Had just had its first democratic elections in two decades.  

3. International Response (Short Term):

a. US Response:

i. NY commercial banks provided $600 million in credit
ii. Exchange Stabilization Fund at the US Treasury provided $1.23 billion

iii. Federal Reserve provided $400 million

b. Once BZ made it clear that they would apply for an IMF stand-by:

i. BIS offered a bridge credit of $1.2 billion

ii. Saudi Arabia provided $1.45 billion

4. International Response (Medium Term):

a. IMF negotiated with BZ, but again made approval of a stand-by on the participation of private creditors.  
b. BZ LOI:

i. Halving of the financing requirement of the public sector from 1982 to 1983 and a further halving by 1985
ii. Reduction in current account deficit from 4.5% of GDP to 2% in 1983 and 1% in 1985

iii. Reduction of inflation from 100% to 87% in 1983, 40% in 1984, and 20% in 1985 (to be accomplished by interrupting cycled of BZ’s practice of price indexation – this issue became a problem in negotiations below).  
c. BZ, in return received SDR 4.95 billion (450% of its quota); $4.4 billion in private loans.  
5. Responding to Non-Compliance:

a. When figures for the 1st quarter of 1983 came out, it was clear BZ was not in compliance with its LOI.
b. Fund sent another mission down, and made it clear that it would not disburse the second tranche of the agreement as scheduled.  Commercial banks also announced a delay in the installment.  

i. BIS hedged and did not formally declare default and did not invoke guarantees of supporting central banks.  

c. After months of negotiations, agreement was reached and disbursements continued.  In the final package:

i. Private creditors agreed to $6.5 billion in new funds.  

ii. Foreign governments postponed Paris Club debt worth $2 billion, and agreed to extend export credits worth $2 billion.  
D. Rescheduling, Restructuring and the Brady & Baker Plans (IEL 579):

1. Overview:
a. From 1982 to 1985 IMF provided $34 billion in balance of payments financing to developing countries

b. From 1983 to mid-1986, commercial banks provided about $27 billion in new money through IMF-sponsored (involuntary) lending to indebted countries.  

c. This was crisis management however, and it became clear that the debt problem remained: 

i. Rescheduling of debt did not mean reductions of debt

ii. Voluntary lending and direct investment to developing countries virtually ceased

2. Baker Initiative (three related elements):
a. Principal debtor countries were to adopt comprehensive macroeconomic policies designed to promote growth and balance of payments adjustment, reduce inflation, and generally emphasize the role of the private sector.  Under this umbrella was included:
i. Better mobilization of domestic savings through tax reform

ii. Labor market reform

iii. Development of financial markets

iv. Encouragement of foreign investment

v. Liberalization of trade

vi. Engagement by IFIs – WB & IMF

b. Central role for the IMF, in conjunction with increased and more effective structural adjustment lending by the WB and regional development banks.  
c. Increased lending by commercial banks in support of the adoption of debtor countries of the reform proposals.  

i. AL: Baker initiative fell short – private lenders were not willing to lend more money, and were not being coerced into it by the plan.  

3. Brady Initiative:
a. Two major changes from Baker Initiative:
i. Decoupled approval of IMF stand-by and private creditor arrangements.  IMF could approve a stand-by before conclusion of a financing package where negotiations with the banks have begun and where it is expected that an appropriate financing package will be concluded in a reasonable amount of time.  

ii. Got rid of the idea that the value of the loan to the creditor was to be measured solely by the K; came up with a property-based, market-oriented approach based on the secondary market that had developed in developing country debt.  
b. Plan was first tried in MX.  Brady Initiative used no coercion on private creditors but did place pressure on them to restructure debt, and provided assurance and support from IFIs and the Paris Club acting together.  Private creditors could exercise one of the three options under the Brady Initiative:
i. A bank could exchange its existing debt for 30-year Debt Reduction Bonds, having a face value of 65% of the debt being exchanged and with interest at the existing rate (around 10%).  
ii. A bank could exchange its existing debt for 30-year Debt Service Reduction Bonds, in the same face value as the existing debt but with a fixed interest rate of 6.5%. 

iii. A bank could keep its debt under the original terms without conversion into bonds on condition that it provided new credits equal to 25% of its existing exposure, repayable at market interest rates over 15 years, including 7 year’s grace.  

c. Repayment of the principal on the 30-year ‘Brady Bonds’ was secured by 30-year zero coupon bonds provided by the US Treasury.  MX also established an 18-month interest guarantee account at the Federal Reserve Bank of NY (the collaterals were financed by the IMF, WB, and Ex-Im of Japan).  In MX:
i. 41% chose option 1.

ii. 49% chose option 2.

iii. 10% chose option 3.  

d. Result:  
i. Produced a reduction of 30% of bank debt and 15% reduction in outstanding total debt for MX.  

ii. Signaled to the world that MX was now a safe place for investors.  
E. Second Mexican Crisis (IEL 585-91):
1. Mexico in 1994:
a. MX recovered well from its crisis in the early 1980s:

i. They joined the OECD, and the GATT and entered into NAFTA

ii. They had no exchange controls, low inflation, a balanced budget, a stable exchange rate, and a more diversified economy

iii. Their current account deficit was down to 5.4% (very manageable)

iv. IMF praised MX’s economic transformation

b. Some problems remained however, and negative events overwhelmed the government all at once:
i. Though budget was balanced, lots of off-budget expenditures existed (esp. loans by state-owned banks)

ii. Mexico was taking on short-term debt (Tesobonos) to pay long-term debt

iii. Uprising among Indians in the Chiapas took place in early 1994 – government was unable to cope fully with this problem
iv. Presidential candidate of ruling party – PRI – was assassinated two months later, and so was the Secretary General of the PRI in Sept. 1994
v. As a result, investors reduced capital inflows and MXs began moving their capital to the US for safety
c. Crisis germinates:

i. Government allowed the peso to fall on Dec. 20th; 

ii. The stock market plunged

iii. MX spends $ 5 billion to try and support the new rate, but then announced that it would stop supporting the peso

iv. Peso floated freely, falling a total of 50% since Dec. 20th.  
2. Response of the International Community:
a. Initial short-term measures:

i. $18 billion was furnished – half by the US; half by European central banks acting through the BIS, plus Canada, and a group of commercial banks led by Citibank and JP Morgan.
ii. President Zedillo announced a formal austerity plan with agreement from labor unions
· These measures proved insufficient to calm the market 

b. Second set of measures:
i. IMF applied for a new stand-by credit – IMF approved $7.8 billion (largest loan ever at that point)
ii. President Clinton announced the US would offer $40 billion in loan guarantees, on the assumption that, with the ff&c of the US, MX could borrow to keep from defaulting (he also hoped that Congress would approve once IMF stand-by would be granted)
· Clinton tries to get commitments from Zedillo on narcotrafficing and illegal immigration in order to try and sell the plan in Congress.  

· Congress balks – no vote takes place, but the mood in the county is obviously against such a plan.  
c. Third Time’s a Charm – Clinton, IMF & Central Banks to the Rescue:
i. Clinton withdraws the request for loan guarantees from Congress
ii. Announces that the executive branch would put into place a $20 billion program to support the MX economy using the US Exchange Stabilization Fund.  
· The USESF was created in the 1930s in order to be used in order to stabilize the value of the US dollar abroad.  
· USDOT wrote an opinion stating that the use of the USESF in this particular situation is within the statutory limits.  (DU2 92e)  Letter basically says that President has authority b/c Congress failed to limit the authority in the past.  
· AL – statutory authority in this situation is doubtful under the language of the Statute.  
· Congress did challenge the use of the fund.  

iii. IMF agreed to an additional 18-month, $10 billion stand-by credit (on top of the $7.8 billion approved a few days earlier)
iv. Central banks, acting through the BIS, agreed to issue short-term credits for another $10 billion.

v. Commercial banks do not participate.  They are probably already overexposed; also, the investors in these bonds are no longer just major banks – now include insurance companies, pension funds, etc. – they cannot be coordinated as easily as they were in the 1980s.  

d. The IMF (and US) role:
i. Coordinated response to the MX crisis could not have been achieved without IMF approval of the MX structural readjustment program
· Without large-scale financial assistance from the US and coordination (conditionality) by the IMF, MX would have been forced to violate Articles of Agreement in order to solve its current account deficit by resorting to “measures destructive of national and international prosperity,” such as exchange controls, trade restrictions, moratorium on foreign debt – measures which would have the major risk of spreading to other countries.  
ii. US Agreement with Mexico, imposed its own conditions in granting MX these loan guarantees separate from IMF conditions (UD2 7-19):
· Agreement had purpose of “assisting MX in stabilizing its exchange and financial markets.”

· MX had to give US a “comprehensive and detailed” financial plan, updated annually as long as loan funds were outstanding, and which described how the resources furnished by the US would be used.  Art. V; 
· MX had to furnish detailed info to US Treasury upon the latter’s request and had to provide confirmation of its accounts by private auditors.  Art. IV; Art. IX.  

· Agreement contained default and acceleration clauses (never found in IMF agreements).  Art. VII
· Agreement was to be governed by the law of New York; MX agreed to exclusive jurisdiction of SDNY.  Art. XV.  
· MX was required to deposit receipts of virtually all export sales of petroleum into an account maintained at the NY Fed, which could be used to pay the US Treasury all amounts due and payable under loan agreement.  Art. IV; Annex A.  How it will work:
· Purchasers of PEMEX oil pay to proceeds to a Swiss Bank.  
· PEMEX will instruct SBC to create an account at the NY Fed; Payments by letter of credit – PEMEX instructs bank extending letter of credit to make payments to SBC
· No leans or pledges allowed on the money by PEMEX in Fed

· Banco de Mexico instructs the US Fed to pay all amounts due to US under the financing arrangement 
· If the NY Fed receives a telecommunication of US Treasury, telling them that Mexico has failed to make payments, then the agreement authorizes the Fed to debit the account of Banco de Mexico to pay the debt.  Government of Mexico authorizes this automatic liquidation.

· US-MX agreement was linked to IMF compliance – US can determine on its own if MX is meeting its IMF conditionality demands.  No compliance = no funds.  Art. VI.  
e. Resolution/Overview of the MX crisis:
i. Immediate Aftermath:

· MX drew upon $13.5 billion in US funds, and repaid the full amount by the end of 1996.
· MX drew $13 billion from the IMF and also made full repayment in advance

· MX’s trade balance turned positive in 1995 as imports declined sharply; 

· MX’s GDP declined 7% in 1995, but grew again in 1996

· Peso devalued

ii. Assessing the results:
· From a financial point of view, this was a success – by 2000 FDI into MX had tripled

· Created hardship for Mexican people – wages declined and prices increased

iii. IMF View on the MX Crisis (U3 19):
· One major reason this crisis occurred is economic progress – MX is now integrated in international economy, something that provides great benefits (increased access to capital; more effective allocation of capital) but also exposes the economy to adverse market risks (shifts in capital due to drop in confidence about economic fundamentals that often happen quickly and on a large scale)
· Confidence after 1994 crisis was not restored until two components were in place:

· Stringent adjustment program designed in close collaboration with IMF
· Large-scale international financial rescue package
· If the international community had not acted, it seems likely that all the emerging markets would have suffered.  Crisis of confidence, unwarranted by underlying economic numbers, looked like would spread to other countries in LA and even Asia.  
· IMF program focused on financial austerity and a strategy of privatization and liberalization as well as a set of measure designed to protect the poor.  

· Lessons from the Crisis:
· Closed economy is not the answer

· Openness to international financial markets imposes an unfailing discipline on economic policy – governments cannot afford to make the mistakes they could with a closed economy

· Large external current account deficits are dangerous, especially when used to support domestic consumption and financed by short-term capital flows
· It is difficult to adjust a pegged exchange rate; when such a change is made, in order for it to be credible, it must be accompanied by structural reforms

· Transparency is important – part of what caused the size of the crisis to be so large was the lack economic information from MX (until it was too late)
· Lessons for the IMF:
· Stricter data requirements need to be applied

· More continuous policy dialogue between IMF & members

· Focused surveillance (even more strict) on countries at risk

· Honesty – IMF must be willing to be critical.  

V. Debt and Developing Countries – Southeast Asia:

A. Background:
1. The Question of Moral Hazard (U3 46):
a. Moral hazard – occurs whenever economic actors covered by some form of insurance pursue riskier behavior as a consequence.  

i. If insurers cannot regulate their clients’ behavior (through penalties for risky behavior) and mitigate moral hazard, insurance markets in certain areas disappear completely.  

b. Schultz & Friedman – IMF bailout of MX set stage for EA crisis.
i. Created the impression in the minds of investors that, if anything went wrong, they would be bailed out
ii. This encouraged individuals and financial institutions to invest in EA, knowing that they would be sheltered from the consequences of their unwise investments
iii. This led to overinvestment into EA, as well as less careful monitoring of the strength of such investments.  

c. Camdessus (U3 69) – does not believe that providing assistance will encourage more reckless behavior on the part of borrowers and lenders in the future.  This is not the case b/c:
i. IMF programs won’t make countries act recklessly – no country would deliberately court a crisis even if it though international assistance would be forthcoming.  Costs – economic, social, political – are just too great.  
ii. Foreign investors, despite the bailouts are losing big in these countries.  Many domestic firms and lenders will go bankrupt, and foreign and domestic lenders will share in the losses.  
iii. Even if there is some moral hazard, the cost of doing nothing (suffering for those in the region) far outstrips the benefit of teaching international lenders a lesson.  Global interest lies with stopping crises and stopping them from spreading.  
2. New IMF Institutions Created as a Result of Mexican Crisis – Did They Encourage Moral Hazard?
a. The Mexican crisis was followed by the creation of a new facility through operative resolution: Emergency Financing Facilities. 

b. These facilities were designed to provide for exceptional procedures to facilitate rapid approval of Fund support during crises while assuring conditionality necessary to warrant such support (funds are dispersed b/f the review of data and policy required for a stand-by agreement is conducted). 

c. In addition to rapid response, Fund thought it may need to provide large and front-loaded assistance. “Not only insurance, but also the fire department,” says AL.

i. Through these facilities, the Executive Board was prepared to consider request for arrangement in as little as 48 hours (it used to take 4 months)

ii. There would be an understanding rather than a legal obligation for repurchase of resources available, provided the member overcame its crisis quickly.

d. Within a couple of years, it turns out that five countries at once draw on this facility.

e. So again, the question of what leads to what? Were they wise, after Mexico, to get ready?
B. The Falling Dominoes (IEL 592; U3 25-37):
1. Crisis Begins in Thailand:

a. Thai baht was pegged to a basket of currencies heavily weighted to the dollar.  
b. Economy was growing at 6.7%, but down from 8.5%; exports had decreased and budget deficit existed.  

c. After spending half a year (and 15% of its reserves) trying to maintain the peg from attacks by currency traders, the country decided to allow the baht to float on July 2, 1997.  The central bank also raised interest rates.  
d. The baht quickly dropped in value, as much as 20% in the first day.  
i. Thai exports became more competitive

ii. Imports into Thailand became more expensive

iii. Pressure on firms with debts denominated in foreign currency was increased (there were $70 billion in foreign-denominated debt)
e. IMF had an idea the Thais would be in trouble – IMF knew they were borrowing in foreign currency and relending in baht – find if you have a stable currency, but when that breaks down, you are in trouble.  Thais however did not want IMF involvement.  

2. The Surrounding Countries Follow:
a. Philippines:

i. On July 11, 1997 moved from a currency peg to a free float.  It had been defending it.
ii. The peso devalued by 11%
b. Indonesia:

i. On July 11, Indonesia widened the rupiah’s trading band, but was unable to maintain the value of the currency within that band.  

ii. On Aug. 14, Indonesia allowed its pegged currency to float.
iii. The rupiah devalued by 30% by October.  
c. Malaysia – same thing happens.  
d. Korea:

i. Did not have a pegged currency, but the value of its currency steadily slid throughout the summer of 1997
ii. GDP declined

iii. Economy had large debts to foreign lenders

e. These are countries that are in many ways dissimilar. But the discussion uses the word “contagion” – if you’re Bank of America and you see what happened in Indonesia and you’re exposed to loan in the Philippines, you say, “I’d better get out as fast as possible.” That’s capital flight. Could be the bank, or someone with assets in the Philippines; process seems to feed on itself.

C. What Caused the Crisis?
1. Economic Report of the President, 1999 (U3 38-41):

a. Experience here is different from that of LA; there were no large budget deficits, hyperinflated currencies, there was no lack of economic growth, and there was plenty of saving and investment domestically.  
b. Therefore, the Asian crisis was likely not a result of problems with economic fundamentals.  Other factors must have fed the capital flight that occurred:
i. Connected lending and corrupt credit practices likely caused the financial sectors to be fragile
ii. Banking regulation was weak & moral hazard problems existed b/c of government guarantees 

iii. Poor corporate governance and corrupt lending practices contributed

iv. Exchange regimes were not sustainable as other foreign currencies fluctuated
v. Chinese competition

c. When the bubble burst in 97, investors overreacted and funds flowed out at dramatic rates.  

D. IMF Responds – Financial Packages Secured for Four Countries:

1. Philippines:
a. Resorting to the Emergency Financing Mechanism, the IMF approved the extension of an existing $652 million in credit and provided additional credit of $435 million – all within one week.  
b. Included structural reform package

2. Thailand:
a. Approached the IMF at the end of July
b. US & Europe did not participate – saw it as a regional problem

c. Aug. 11 – put together a rescue package of $16 billion:

i. $4 billion from IMF

ii. $4 billion from Japan

iii. $8 billion from AU, HK, SI, IN, SK, ADB, & WB

3. Indonesia:
a. US provided $3 billion – US changes mind and sees the risks to worldwide markets as growing ( intervention needed
b. Using Emergency Financing Mechanism, the Fund approved a $10 billion stand-by
c. This was supplemented by another $8 billion from the ADB and WB

d. Included structural reform package – focus was on anti-nepotism and crony capitalism.  
4. South Korea:

a. Turned to IMF in November – by Dec., the Fund approved a package of $21 billion for Korea
b. Included structural reform package (see below)
5. Malaysia:

a. Only country that did not turn to IMF

i. Made lots of offensive statements about how this was the fault of Jewish people

ii. Made statements about some sort of “colonialist plot.”

b. Announced its own program of austerity, modeled upon Fund-designed programs, but without intervention from fund or external lenders.

E. Structure of IMF Reforms in SE Asia (Focus on Korea):

1. Whereas previously the IMF had focused upon macroeconomic targets – balance of payments, rate of inflation, fiscal deficit or surplus gain or loss of reserves – these inquiries were much more detailed and focused upon the particular aspects of each country’s economic activity.  

a.  “The centerpiece of each program is not a set of austerity measures to restore macroeconomic balance, but a set of forceful, far-reaching, structural reforms to strengthen financial systems, increase transparency, open markets, and in so doing, restore market confidence.”  IMF Managing Director (IEL 594).

2. LOIs were made public and posted on the internet for the first time.  
3. Korea LOI (IEL; U3 60):
a. Addressed not only the traditional macroeconomic factors, but contained commitments about:
i. Regulation of merchant banks, indicating criteria regarding liquidity, asset quality, and management capability, and a statement that those banks that had not yet closed would be promptly shut down if they did not pass a second evaluation.  

ii. Banks were required to maintain capital adequacy standards consistent with the recommendations of the Basle Committee, and to adopt internationally accepted accounting standards

iii. Korea was required to eliminate restrictions on foreign ownership of domestic corporations

iv. Korea was required to allow foreign banks and brokerage houses to establish subsidiaries in the country

v. Korea was required to eliminate a variety of quotas, subsidies, import certification requirements, and practices inconsistent with GATT/WTO

vi. Restrictions of employee lay-offs were to be clarified (and liberalized) and unemployment benefits expanded

vii. Corporate governance reforms were required (outside directors, use of independent auditors, rights for minority shareholders, acceptance of foreign ownership of majority/minority shares)
viii. Bank of Korea was to be made independent and to make “price stability” as one of its goals

b. Demands made here were very detailed (see LOI - DU2 117) and are new territory for the IMF:
i. Labor market reforms – but what does the IMF know about that? (DU2 117)
ii. Fiscal policy – tax increase of 1.2% - to be achieved through things like “cuts in government salaries; cuts in defense expenditure” (DU2 119)
iii. Program for recapitalization of state-owned banks (DU2 120)
iv. Allow foreign financial service providers and foreign subsidiaries (DU2 121-22)

v. Accounting Reform; shareholder rights (DU2 123)
4. Thailand & Indonesia LOI:
a. Similar (but not identical) commitments were placed upon these countries.  
b. Indonesia Strategy (U3 34); focus is on emphasizing:

i. Strong monetary and fiscal policies designed to restore confidence
ii. Major restructuring of the financial sector

iii. Significant deregulation measures and trade reforms

iv. Promotion of transparency and openness

c. Commitments covered in both:

i. Accounting standards
ii. Bankruptcy codes

iii. Transparent laws on foreign investment

iv. Improved medical and maternity benefits

v. HIV/AIDS facilities
F. Critique of the IMF:

1. Feldstein (U3 54):

a. Makes two points:

i. Criticizes the merits of the IMF’s policy prescriptions – it is not clear that the proscriptions the IMF made to Korea were appropriate – the consensus that these were the right policies is not there.  These countries didn’t need all of these structural reforms, and the IMF should have stuck to coordinated action by banks to restructure short term debts.
ii. Says IMF should ask three questions in deciding whether to implement any particular reform, and only implement it if the answer to all three questions is “yes”:

· Is this reform really needed to restore the country’s access to international capital markets?

· Is this a technical matter that does not interfere unnecessarily with the proper jurisdiction of a sovereign government?

· If the policies to be changed are also practiced in the major industrial economies of Europe, would the IMF think it appropriate to force similar changes in those countries if they were subject to a Fund program?

2. Fischer (U3 72):

a. Would answer all three of the above questions with an affirmative “yes” in the case of the reforms performed in SEA.  
i. Thinks structural reforms were needed to restore access to capital markets.
ii. Thinks the answer is complicated, b/c there is no definition of what is “technical” and what is “improper interference.”  It is hard to see how banking sector reform is any less “technical” than budget deficit evaluations; also hard to see how banking sector reform is any more “improper interference” than trade liberalization.  
iii. Thinks the answer is certainly “yes.”  In its reviews of these economies, it always makes similar proscriptions.  IMF has bitched about labor market reform in Europe for a long time.  
b. Thinks Feldstein’s criteria do not address the most important question: “does the IMF program address the underlying causes of the crisis?”  Argues that Feldstein’s approach would merely provide band-aids for the problem rather than actually solving them.  
3. Camdessus (U3 68):

a. Challenges Feldstein on argument that these were not the right proscriptions.  Says Fund wanted a high interest rate and to keep the currency more or less at a target rate. “Companies with substantial foreign currency debts are likely to suffer far more from a long, steep slide in the value of their domestic currency than from a temporary rise in domestic interest rates . . . the best approach is to effect a sharp, but temporary, increase in interest rates to stem the outflow of capital, while making a decisive start on the longer-term tasks of restructuring the financial sector…

4. AL – Feldstein can’t win debate on the merits of these policies.  The debate therefore turns on issues of jurisdiction of the IMF, and the IMF argues that in response that it is merely attempting to address the underlying problems that cause these crises.  AL thinks this signals a new era for the IMF – they will look not only to budgetary and fiscal policies, but also to the details of how your economy is actually organized. 
G. Assessing the Results:
1. Economist Article (U3 87) – growth has returned to the region & debt has be restructured.  

2. Korea was able to implement reforms that few governments could have enacted without major political costs.  The reforms have been internalized, especially financial sector reforms.    
3. AL – Problem however is the lack of a limiting principle.  Where does the IMF jurisdiction stop and domestic sovereignty begin?  If the IMF can proscribe banking laws and labor laws, can’t it also proscribe human rights laws?  

a. US law requires the Executive Director at the IMF/WB to use his “voice and vote” to deny assistance to countries that “engage in a pattern of gross violations of internationally recognized human rights.”  
b. IMF would respond that this kind of stuff is not their business, but given the expansion of jurisdiction in the SEA crisis, why not?  

VI. Debt and Developing Countries – Russia (IEL 597-616):

A. Background – The Soviet Union Collapses:
1. Soviet Union was at Bretton Woods, but they did not join the IMF
2. Communism collapses in 1989-1992 – huge problem develops: how do you change a whole economic system?  
a. Special consideration – unlike the rest of the Soviet block, it has to be remembered that Russia was a great power and had nuclear weapons.  The World did not think they could afford to see it fail.  

b. Additionally, no one had transformed such a large economy before.  To add to that, no one inside Russia had much of a clue about how markets work, much less about how to deal with interest rates, and modern banking.  

3. In 1991 Gorbachev announced that the Soviet Union was interested in joining the IMF and the other IFIs.  

a. Fund responded by creating a special category: “associate membership.”  As an associate member they were required to provide the same kind of information as required of regular member states in connection with surveillance, they could benefit from the IMF’s technical assistance and advice, but they could not draw upon the IMF’s resources.  
4. During and immediately after the break-up of the Soviet Union:

a. Foreign debt payments were suspended
b. GDP declines 15-20%

c. Inflation skyrockets

d. Tax collection is incredibly weak

B. Background – Russia Joins the IMF:

1. Even before Russia joined the IMF, the latter set up a “shadow program” for them.  They advised (with implicit incentive that following such a plan will lead to Russia’s entrance into the IMF):
a. Removing price controls
b. Reducing state subsidies

c. Privatizing state-run enterprises

d. Removing import quotas and tariffs
e. Improving tax collection

2. In March of 1992, IMF invited Russia to join; G-7 simultaneously offered a $24 billion assistance package (subject to the IMF reaching an agreement with Russia).  
3. Russia became a member in May 1992, together with the other members of the CIS.  
4. Negotiations for a stand-by agreement were very tumultuous and difficult however – agreement deadlines were delayed several times. 

5.  There was finally agreement in August on a “first stage of a phased process.”  This agreement limited Russian access to funds, but also only dealt with issues of budget deficit and inflation.  Issues of debt servicing, energy prices and stabilization of the ruble were to be discussed in the second and third stages of the process.  
6. With this agreement, Paris Club also agreed to postpone debt worth $2.5 billion.  

7. It turns out however that, for several reasons, Russia had a really hard time meeting these conditionality requirements – inflation, deficit targets were not being met; negotiations on further phases of conditionality kept being postponed.  
C. Modifying Conditionality – The Systemic Transformation Facility (IEL 604):
1. US wanted to aid Russia through its transition, but the rest of the G-7 refuses to back a plan without IMF approval.  
2. In response IMF creates a “Systemic Transformation Facility” designed to look beyond performance on Russia’s previous commitments and without creating a precedent that could be invoked by every other country straining under stand-bys.  

a. Under this facility, IMF therefore announced that it would provide financial assistance to member experiencing balance of payments difficulties as a result of severe disruptions of trade and payments that are manifested by:

i. A sharp fall of total export receipts due to a shift from significant reliance on trading at non-market prices to multilateral, market-based trade
ii. A substantial and permanent increase in net import costs, due to a shift from significant reliance on trading at non-market prices toward world market pricing, particularly for energy products, or

iii. A combination of both.  

b. The Facility was therefore specifically designed for Russia.  Whereas drawings subject to stand-bys were supposed to be repaid in the period of time necessary to implement the adjustment program on which the drawing was based, drawing under the STF required only that the Fund was satisfied that the member would cooperate with the Fund, on the basis of a declaration of its intentions to reach understandings with the Fund as soon as possible on a comprehensive agreement.  
c. Thus, drawings under STF would be available before conditions for a regular stand-by were met.  

3. Once the STF was put into place, the IMF allowed Russia to draw $1.25 billion (equal to 25% of Russia’s quota).  The agreement provided that further disbursement would be made “provided that progress continues to be made in the implementation of the policy program.”  
a. Once this program was in place, G-7 leaders agreed to a $3 billion package of other credits for Russia (from WB, EBRD, individual members).  
b. As Russia did not implement commitments under the first STF drawing, the second tranche under the STF however was not released on time ( after negotiations the IMF gave in and released further funds.  
4. In 1995, the IMF approved a stand-by credit of $6.6 billion on the basis of a plan to reduce inflation, cut budget deficit, liberalize the trade regime, and provided for monthly consultations in advance of drawings under the stand-by.  
5. In 1996, the IMF provided another $10 billion in credits (at the behest of western countries, who did not want Yeltsin to lose the election) and despite failure to meet budgetary goals.  Right after the election, the IMF held up disbursement of the latter credit on the ground that tax collection did not meet agreed targets.  
D. Conditionality, Crisis, and Corruption (IEL 609):

1. Though in 1997, it seemed like Russia was making progress, and the $10 billion credit was extended, by 1998 the ruble once again came under pressure, and Russia once again sought IMF help.  
2. Though the IMF released the monthly tranche under the $10 billion, concerns started to be voiced with regard to moral hazard that might be created, and initially the IMF refused to create another stabilization loan.  A month later it suspended payment of the next tranche.  
3. Around this same time, it was reported that Central Bank funds (possibly ones the IMF provided) were flowing out of Russia and into a series of offshore havens like the Caymans.  Despite this development, the IMF released further funds $11 billion from the GAB, in conjunction with other payments from WB & Japan.
4. After four chaotic weeks in Russia, investors started withdrawing “hot money.”  On Aug 17, 1998, Russia declared a 90-day moratorium on foreign commercial debt and a unilateral restructuring of its commercial debt.  IMF approval was neither sought nor given.  Russia lost all access to international capital markets, the Russian banking sector collapsed.  IMF refused to release the next tranche (if it had done so it would have lost all semblance of credibility) & western governments refused to release further funds for the time being.  
5. IMF, 11 months later granted Russia another stand-by credit (which could only be used to pay its IMF debt), and opening the way for Western governments to help Russia directly.  It also humiliates Russia in its LOI a little bit – they have to admit that the 1998 crisis is at least partly due to Russian failure to implement economic reforms.  
E. Take-away from Russian experience:

1. AL – nothing really terrible happened – no nuclear war, no famine, no war at all.  

2. Fund’s conditionality restrictions were lowered for Russia.

3. Russia could not live under IMF rules, and IMF could not enforce its rules on Russia – but neither could really get along without the other.  

4. 2003 – after 4 years, Russian stock is investment grade. 

F. sd
VII. The European Monetary System (IEL 638-63): 
A. Background:
1. EU started as a customs union to promote trade within 6 original countries – France, Germany, Benelux, Italy, etc.  

2. EC was seen as a way to integrate Germany into the West and to promote economic benefits.  

a. Created a single market.  There is a general tariff barriers to the outside world & no internal barriers

b. There is also common anti-trust law & the free movement of persons.  

c. There was a standardization of a variety of health measures & safety criteria (these things can be used for protectionism).  

d. Then there was a move towards of freedom of capital.  
3. However, it takes 20 years to get to the point where there can be a continent with one currency, interest rate, and monetary policy.  

B. The Exchange Rate Mechanism:
1. ERM was preceded by the “Snake” – an arrangement under which each participating member’s currency was assigned a bilateral central rate with each other participating member’s currency, and the linked currencies were supposed to move together against the dollar and other non-participating currencies.  
a. Was a total failure – Britain left the system after a few weeks, France joined and dropped out twice.  

b. If it turned out that the snake went out of equilibrium, governments were supposed to step in order to increase/decrease the value of their currencies.  It did not work very well because the states did not coordinate or consult on underlying policies.  There were 8 or 9 realignments within a few years after formation.  
2. ERM was created in 1978, and entered into force in 1979.  All member states participated (eventually).  Based upon the following principles:
a. Exchange rate management was to be at least as strict as the Snake
b. Obligation to intervene was symmetrical – applied to both surplus and deficit countries

c. Reserve asset would be created for use in financing intervention and settlement of accounts

d. Member states would be expected coordinate policy vis-à-vis third countries  

3. ERM operated like a mini-Bretton Woods par value system:  

a. Each participant was required to establish a central rate for its currency, denominated in terms of an ECU (European Currency Unit)

i. ECU was based on a basket of currencies – pound, mark, franc; problem is that the mark dominated, giving a lot of control over to the German central bank – a central bank focused mostly on keeping inflation under control.  
b. In collaboration with other participating states, each participant was obligated to maintain that rate within a prescribed margin.  

c. When a floor/ceiling was reached, the issuing country was required to intervene 

d. The European Monetary Cooperation Fund would provide intervention funding on a short-term basis (all states had to contribute).  

4. Thought several realignments were necessary, the ERM was decently successful, and paved the way for the creation of and Economic and Monetary Union through the Treaty of Maastricht in 1992.  
C. The Treaty of Maastricht (DU2 176-209):

1. Meant to create a European Union with a single currency, a single central bank, and a single monetary policy.  This aim was set out to be achieved in stages:

a. Stage 1: states should pass internal legislation necessary to implement the subsequent stages, including the removal of the national central bank obligation to report to or take instructions from the national government.  

b. Stage 2: beginning in 1994, member states were obligated to regard their economic policies as a matter of “common concern” to be coordinated with the European Council, with a view of achievement of the objectives of the Community, and subject to surveillance (see Art. 104c provisions below for the subject of surveillance) by the European Commission.  Only members that complied with 104c (proving a commitment to stability) and with 109j (DU2 197) could advance to Stage 3.  
c. Stage 3: Stage was supposed to be reached by the end of 1997, but no later than Jan. 1 1999.  Once Stage 3 was reached:
i. The European Central Bank as well was the European System of Central Banks were to come into being, and preside over a single monetary.

ii. The Euro was to become the currency of the EMU 
iii. Conversion rates between currencies of participating states and the euro were to be locked in place irrevocably
iv. Criteria for avoiding excessive budge deficits were to become mandatory, including provisions for sanctions.  
2. The goals of the treaty:
a. “To promote economic and social progress . . . through the strengthening of economic and social cohesion and through the establishment of economic and monetary union, ultimately including a single currency.  Article B (DU2 177).
b. “The irrevocable fixing of exchange rates leading to the introduction of a single currency, the ecu, and the definition and conduct of a single monetary policy and exchange-rate policy the primary objective of both of which shall be to maintain price stability” 

i. Seems like German central bank has won out here – focus in on stability, with no mention of employment or economic growth.  

3. States must comply with provisions unless:
a. A member state is in difficulties or is seriously threatened with severe difficulties caused by “exceptional occurrences beyond its control,” and the Council may unanimously grant financial “Community assistance to a member state concerned.”  Art. 103a2 (DU2 184).
b. The severe difficulties are caused by natural disasters, and the Council acts by a “qualified majority.”  Art. 103a2 (DU2 184).
4. Requires Member States to avoid excessive government deficits.  Art. 104c (DU 185).  “Excessive deficits” is defined in terms of two criteria:
a. Ratio of planned or actual government deficit to GDP

i. Level is defined in Protocol (DU2 202) – ratio above 3% is in violation of Maastricht.  

b. Ratio of government debt to GDP

i. Level is defined in Protocol (DU2 202) – ratio above 60% is in violation of Maastricht.  

5. If a member state does not fulfill one of the two requirements above, the Commission shall prepare a report giving its opinion (it may also prepare a report if “it is of the opinion that there is a risk of an excessive deficit in a member state”).  Art. 104c (DU2 185).  

a. Report is then submitted to the Council, which by qualified majority will decide after an overall assessment whether an excessive deficit exists.  Art. 104c Π6 (DU2 186).  
b. Council, if it finds “excessive deficit,” Council will make recommendations to the member state with regards to how it could bring violation to an end within  a give period.  Art. 104c Π7 (DU2 187).     

c. If member state fails to act, Council may:

i. Make its recommendations public.  Art. 104c Π8 (DU2 186).  

ii. Tell the member state to put into place, within a certain period of time, measures for deficit reduction which the Council judges necessary to remedy the situation.  Art. 104c Π9 (DU2 186).  

iii. If the member state still fails to comply, Council may decide to apply the following sanctions [Art. 104c Π6 (DU2 186)]:  

· It may require the member to publish additional information, to be specified by the council, before issuing bonds and securities.
· It may invite the European Investment Bank to reconsider its lending policy towards the member state

· It may require the member state to make non-interest-bearing deposits of an appropriate size with the community until the excessive deficit has been corrected

· It may impose fines of an appropriate size
6. Art. 109j (DU2 197) – provided for monitoring during transition period into stage 3.  Reports were to be made on each member state’s achievement of “a high degree of sustainable convergence” based on four convergence criteria set out in the Protocol:
a. High degree of price stability (rate of inflation that does not exceed by more than 1.5% the rate of inflation of the three best performing member states)

b. Sustainability of government financial positions (as measured by the ratios of debt/deficit described above)

c. Observance of the normal fluctuation margins of the EMS, with no devaluations for at least two years.

d. An average long-term interest rate that does not exceed by more than 2% the interest rate of the 3 best-performing states.  
7. To sum:
a. Monetary policy is no longer in the hands of national governments

b. Fiscal policy still is, but it is governed by the strictures of the Protocol and the Stability and Growth Pact (see below).  

D. Stability and Growth Pact (DU 213; IEL 653-54):

1. SGP is a combination of Council regulations and resolutions – intended to reinforce the prevention and deterrence aspects of the rules concerning governmental deficits in excess of Maastricht criteria by making the sanction provisions credible.  
2. The SGP:
a. Limits the use of “escape valve” under Art. 104c

b. Repeats sanctions under Art. 104c.  
c. Puts an early warning system into place

d. Requires states to present a yearly Stability and Convergence Program (how the gov’t will in the medium term achieve debt/deficit ratio goals.  

3. Why the focus on financial convergence?

a. Monetary union without binding fiscal rules will remove incentive for countries to pursue prudent fiscal policies.  Countries would be tempted to run budget deficits which would increase interest rates for the euro area as a whole, and make it impossible to control inflation. 
4. Hast the SGP worked?
a. In 2002, the “early warning system” was not implemented against Germany & Portugal (even though they had violated provisions therein).  
b. Romano Prodi, president of the European Commission calls the SGP “stupid” because of its rigidity

c. France and Italy broke the 3% budge deficit limit in 2004. 

d. Commission has been unable to discipline its larger members (though it has imposed some discipline on Portugal).  

VIII. The IMF & Argentina:
A. Background:

1. Argentina is a country that never got government right over the past 200 years – it has been in constant flux between republican and autocratic government
a. Surprising because it does not have the same problems as many of its neighbors – little indigenous population and racial tension.  

2. 1980’s – great hyperinflation.  Carlos Menem gets elected in 1989, and pegs dollar to the peso 1 to 1 (money supply is limited to supply of hard currency) to combat inflation.  (U4 138)
a. Peso is directly convertible to dollar.  

i. As a result, 60% of bank deposits came to be denominated in dollars; all long-term contracts such as mortgages or leases were denominated in dollars; 90% of government debt and 80% of firm debt was in foreign currency.  

b. Monetary policy is set by the Fed – Argentina’s inflation level is that of the US.  
i. Downside to this – if the US dollar gains in value, so does the peso, making Argentine merchandise more expensive than that produced in competing economies.  
ii. Argentina cannot devalue to gain competitiveness – if it wants to improve its economic position it can do so only by implementing fiscal austerity and structural reforms.  

3. Argentina also sings lots of BITs, and privatizes lots of government enterprises.  In combination with the currency peg, this brings in lots of foreign capital and the economy booms.  
4. Important things to note about Argentina:

a. Poor capability to collect taxes – informal economy is large

b. Provinces have lots of spending power & central government has to share its revenues with provinces.  

B. Argentina in 1999:

1. In 1998 the country begins to go into recession – 3.5% contraction in 1999; unemployment of 14.5% (causes range from Russian crisis, deterioration in terms of trade due to Brazilian devaluation and plunge in commodity prices).  

2. Elections in 1999 put Fernando de la Rua into power – he promised commitment to convertibility and fiscal austerity policy put into place by Menem.   

3. Argentinean debt rises to unsustainable levels b/c of heavy borrowing in the 90s and b/c the economy stops growing.  They also have to spend lots of their reserves defending their currency peg.  

4. US view – Administration thought there was little risk of contagion b/c Argentina’s situation was so unique; did not think this was anything out of the ordinary for Argentina – they’ve been unstable for their entire history.  Throughout the crisis, the Bush administration remained for the large part uninvolved with the IMF’s efforts in Argentina.  
5. IMF Stand-bys:

a. IMF approved a $7.2 billion stand-by credit for Argentina on March 10, 2000, and approved an augmentation to their stand-by credits to $14 billion on January 12, 2001.  Both stand-bys said Argentina needs to focus on:

i. Expenditure restraint & additional tax effort and measures to strengthen tax administration and reduce public deficit, shifting it into a surplus

ii. Structural reforms such as labor market legislation, social security system reforms, promotion of competition in sectors that enjoy quasi-monopolies

iii. Expansion of some social assistance programs

b. IMF, though it does not normally approve of fixed exchange regimes, it was not critical of Argentina’s peg.  

c. Why didn’t the IMF recommend a devaluation?  

i. Fear of return of 1980s level inflation

ii. Argentine households and businesses held lots of dollar-denominated debt and devaluation would have caused widespread bankruptcies and defaults

iii. Hope was that the situation would improve over time – dollar might decline against the euro, making Argentinean products more competitive.    
C. Cavallo Attempts to Stabilize the Situation:

1. Cavallo becomes minister (again) in 2001 and first attempts to solve Argentina’s problems through deregulation, promotion of competition, and structural reforms.  These efforts are unsuccessful in calming the markets

2. He then promises to eliminate the government deficit in order to reduce Argentina’s dependence on loans by increasing tax collection and cutting spending.   He manages to balance the budget for the third quarter of 2001 despite drop in collections of taxes.  
3. IMF, after negotiating with Argentina, agrees to provide more funding in Aug. 2001, increasing its stand-by credit by $5 billion.  At this point however, Argentina’s outstanding debt is $128 billion – investors are reluctant to lend more cash.  
D. The Crisis Erupts:

1. On December 1 2001, hints of a coming crisis became apparent.  Argentines, fearing a bank freeze began withdrawing savings from Banks.  
2. By December 3, 2001, the government ordered bank account withdrawals to be limited to $250 a week for 90 days.  Payments could still be made by credit and debit card.  

3. On December 5, 2001, the IMF recalls team from Argentina, and says it could not complete the review necessary to dispense further funds.  
E. Chaos, Default, and Devaluation:

1. On December 19, 2001 food riots and looting broke out across Argentina (several strikes had taken place earlier in the week to protest the austere budget proposals).   

2. President De la Rua ordered a “state of siege” a type of emergency which gives the president broad powers to suspend constitutional guarantees including freedom to travel, press, property, association, labor organizing, and property rights.  

3. De La Rua resigns.  Line of leaders follows:

a. Ramon Puerta, Senator – interim president for two days

b. Adolfo Rodrigo Saa – declares default on public debt ($132 billion); resigns after one week
c. Eduardo Caamano – yet another interim president for two days.

d. Eduardo Duhalde – becomes president on Jan. 1, 2002.
4. IMF Suffers Criticism:

a. Some criticize IMF for being “callous” in not granting further aid to Argentina in December as it was trying to implement its austerity program.  
b. Others criticized the IMF for not having cut them off sooner despite indications that the country’s policies had become unworkable – that they merely delayed the day of reckoning, actually making the situation worse by doing so.  
F. Coping with the Crisis:

1. Duhalde takes control and begins to try to get out of the economic crisis.
2. Argentina passes Public Emergency Law (U4 187) which provides that:

a. Devaluation – the convertibility law is repealed; government has the power to set the exchange rate between the peso and foreign currencies (government tries to do so, but these attempts do not last long – they then allow the exchange rate to float freely)
b. Asymmetric Pesification – obligations that existed b/f Jan. 6, 2002 denominated in any currency other than Argentine pesos are to be converted to peso obligations.  Not dollars are converted at an equivalent rate however:
i. Foreign-denominated deposits held in financial institutions were converted at the rate of $1 to 1.4 pesos (thus Argentines got 1.4 pesos for every dollar in their bank accounts).  
ii. Foreign-denominated debts to financial institutions were converted at a rate of $1 to 1 peso (thus the debts Argentines had to banks were converted at a lower rate – their debts would be lower than their deposits).  

iii. All currency outside the financial system were converted at a rate of $1 to 1 peso.  

c. Rescheduling of Deposits – government rescheduled all bank term deposits above $10K, delaying the ability of depositors to immediately take out their money, and only allowing them to do so over time.  
d. Suspension of Foreclosures and Other Judicial Remedies – gov’t suspended all bankruptcy and other proceedings involving the execution of assets of debtors (including mortgage foreclosures); it also suspended provisional remedies (attachment, injunctions) against debtor’s single dwelling or debtor’s ordinary assets necessary for ordinary business.  
3. Government defense of the peso at the 1.4 to $1 rate did not hold – by Jan. 17, it fell to 1.95 to the $1.  
4. On Feb. 2, 2002 the Argentinean Supreme Court ruled that a freeze on bank withdrawals (imposed by Del Rua) was unconstitutional.  In response, the government eases (but does not remove) some of the restrictions on the withdrawal of funds; allows currency to float; imposes a six-month ban on all legal challenges. 
G. The IMF, the United States, and Argentina (2002):

1. Duhalde, despite some set backs, manages to put an end to the protests that were ravaging the country.  
2. US takes a hands-off approach to Argentina:

a. “Tough love” approach – no bailouts – is meant to reverse the expectation in capitals around the world that if you are big enough, strategically important enough, Washington will always find a way to prevent your fiscal and political collapse.
b. Resists telling developing countries what to do (opposite of Clintonite conditionality approach) – “Argentina has to come up with what works for them, and if we can support it, we will.”  

3. Duhalde begins attempts to acquire further funds from the IMF: 
a. Initial attempts are not successful – IMF does not think that Argentina has gone far enough in its reform efforts, and that first it must improve its credibility.  

i. Argentina hires lobbyists in Washington to try and place pressure on Treasury and IMF.  

ii. He defaults on a WB loan, saying that he will pay once an agreement is reached with the IMF

iii. In December 2002, the bank freeze (which the IMF despised) is lifted

b. IMF relents in January 2003:
i. Argentina is allowed to draw 2.1 billion in SDRs for the period through Aug. 2003 (in order to pay its debts to the IMF).  Fund saves face and avoids default – and basically gives Argentina a six month reprieve.  
ii. Argentina agrees to follow a series of IMF policy proscriptions – see LOI (DU2  311):
· Structural measures to strengthen fiscal position; primary surplus requirement
· Debt restructuring

· Health of banking system

· Corporate restructuring

· Legal reform 
· Repeal of economic subversion law

· Promise not to renew ban on mortgage foreclosure actions

· Exchange controls are eliminated

· VAT proscriptions
H. The IMF and Kirchner:
1. Kirchner is elected President of Argentina, and takes office on May 25, 2003.

2. Kirchner is not very friendly to the IMF – he flies around the world to meet with world leaders to press his case (rather than negotiating with the IMF).
3. On September 10, 2003 Kirchner defaults on a $3 billion loan payment to the IMF, and refuses to make concessions to seal a three-year aid package from the IMF that would allow $12.5 billion in multilateral debt to be rolled over.  

4. On September 11, 2003, IMF agreed to roll over $12.3 billion in debt, despite Argentina’s refusal to change utility prices, compensate banks, and produce an austerity program that was as tight (lower primary surplus) as the IMF wanted.  

5. Argentina’s LOI (UD2 329) extends over three years and focuses on:
a. Fiscal policy

i. Federal primary spending – 17.9% of GDP
b. Restructuring of public debt.  

c. Structural and fiscal reforms; institutional frameworks, transparency, accountability; supervision by an international accounting firm.  Anti-money laundering.  
6. IMF’s 2004 Review (U4 234):
a. Declare Argentina to be on track and allows further disbursement of IMF funds.  
b. Argentina had not done much about banking reform, repaying foreign creditors or with regards to its utility pricing agreements

c. Argentina did achieve its primary surplus goals; economic growth is good; inflation is low; federal-state restructuring has taken place
7. IMF 2005 Review (U4 239) – generally positive

8. Argentina pays off all existing IMF loans in December 2005.  IMF claims to be happy to have been paid off.  
I. Contrasting Argentina & Turkey:
1. Turkey was having many economic problems (similarly to Argentina) at the same time.  The IMF however, did not shut of aid to Turkey and was a lot more lenient with its funding.
2. One explanation: Turkey is a key US ally. US support existed for Turkey’s bailout all along (and was needed if US was going to invade Iraq across Turkish borders).  
3. Other possibilities: Turkey was not in as bad a shape – its foreign private debt load was minimal.  

IX. Restructuring Foreign Debt:

A. Background:

1. Issue here is how to best restructure credit extended to sovereign governments by private creditors where the government has defaulted on its obligations.  

2. Why the need to restructure?

a. Allows the country to gain renewed access to global capital markets 
i. Argentina, once it defaulted, became completely shut of these markets

b. To treat all creditors equally/proportionally
c. To prevent breakdown of international legal/credit system – if countries could just walk away entirely from their debts, no rule of law could be maintained and no private lenders would dare lend to them

3. Major barrier to debt restructuring: collective action.  
a. For debt restructuring to be effective, all creditors must agree to accept the deal.
b. Problematic b/c there is an incentive to hold out, and negotiate a separate (and preferential) deal once most creditors have acquiesced.  Therefore all creditors try to hold out

c. In today’s capital markets – were there are literally hundreds of thousands of creditors (700,000 estimated creditors in the case of Argentina); they are numerous, anonymous, and obviously, it is difficult to coordinate with all of them

4. The collective action problem exemplified: Elliot Associates & Vulture Funds (U4 254):
a. In 1995, Peru announced an arrangement under the Brady Plan to restructure loans extended to two Peruvian Banks that had been guaranteed by the government.  In 1996 180 creditors agreed to the restructuring.  
b. Elliot Associates, an investment fund specializing in the purchase of securities of distressed debtors bought Peruvian bank loans with a face value of $20.7 million for $11.f million.  Elliot filed suit in NYSC seeking payment, and did not participate in Brady exchange, becoming a “holdout creditor.”  

i. Suit was dismissed under doctrine of “champerty” – a doctrine which bars a Π from maintaining a suit primarily for his financial interest in the outcome.  

ii. 2nd Cir. overturns, citing fear that such a decision would make it easier for sovereigns to default on their debt (thus potentially causing creditors to curtail lending and charge higher interest).  Elliot is awarded judgment of $55.7 million (principal + past due interest),
c. To enforce, Elliot sued to attach the cupon payment to be made to creditors that had participated in the Brady exchange.  Elliot obtained a restraining order to prevent the NY fiscal agent from making the cupon payment (and also one in Belgium).  
d. Peru, rather than default on its Brady bonds as a result of the injunction, paid Elliot the $56.3 million owed.  The case was not litigated to completion, but obviously such an outcome encourages holding out on distressed sovereign debtors.  
B. IMF Proposal – Dealing with the Collective Action Problem:
1. Proposed by Anne Krueger in 2001 – idea is to establish a formal bankruptcy process for nations that face severe financial difficulties, allowing them to stop paying debts while they negotiate with bankers and bondholders.  
2. Plan received early support from Bush administration, Canada, and England

3. Plan was opposed by Wall Street, with bankers and brokerage houses warning that investors will move their money out of developing countries rather than risk having funds impounded in international bankruptcy proceeding.  

4. “SDRM” Proposal was modeled after British bankruptcy laws:

a. A nation could apply to the IMF for the right to declare bankruptcy
b. If granted, nation could negotiate a settlement with its creditors, and a majority of them could decide the terms for the whole
c. Plan would also allow nations to impose temporary foreign exchange controls to prevent the rapid outflow of private funds

5. Potential problem – IMF wants to cast itself as the bankruptcy judge even though often times it is a major creditor with an interest in protecting its own loan portfolio.  
C. US Counter-Proposal:

1. Decries the “centralization” aspect of IMF plan, does not want to force developing counties to acquiesce to the plan
2. Instead, administration wants to encourage creditors and borrowing countries to change their bond contracts voluntarily so as to include clauses that allow a majority of bondholders to authorize debt restructuring. The recommendation is to have such clauses “describe as precisely as possible” exactly how a default would be initiated, how restructuring would take place, and how disputes among different creditors would be arbitrated.  
3. Potential problems with Bush proposal:

a. Contract-based reforms rather than changes in international law do not solve the difficulty of coordinating across debt instruments and between jurisdictions.  There is no credible way to persuade countries to adopt such mechanisms for all their debt.  
b. Borrowers fear that such clauses would raise borrowing costs ( having such a clause would lower pain or restructuring, possibly causing investors to request a premium on such instruments.  
D. Developing Countries Begin Offering Bonds Containing Restructuring Clause:
1. MX, in 2003 offered a $1.7 billion “Global Bond” offer with a restructuring clause requiring 75% agreement between creditors in case of default (under NY law).  The bond sold at rates comparable to those of past issues, suggesting that little or no premium was charged by investors for the inclusion of such clauses. 
2. IMF responds by saying that it “welcomes the inclusion of collective action clauses by several countries, most recently Mexico, in international sovereign bond issues.  It also welcomes the announcement that . . . those EU countries issuing bonds under foreign jurisdictions will include collective action clauses.”  

3. At the end of 2002, international sovereign bonds with CACs issued in emerging markets amounted to about 30% of the total sovereign bonds issue by these markets.  
E. Argentina Restructures:
1. Kirchner moves to restructure debt that Argentina has defaulted upon.  Possibly one of the most complicated restructurings ever:

a. 152 series of bonds worth $132 billion dollars

b. Issued in six different currencies and eight different jurisdictions

c. Estimated number of bondholders is 700,000

2. Argentina refuses to negotiate with the Steering Committee and makes three unilateral restructuring offers instead:
a. 1st one was a 90% haircut – no one even took this seriously

b. 2nd one was about 80% haircut – also rejected

c. 3rd one is a 70% haircut – seen as harsh, but 76.2% of holders accept (see below).  
	
	Haircut
	Due Date
	Interest

	Par
	0%
	2038
	1.33-3.25

	Discount
	66.3%
	2033
	3.97-8.28

	Quasi-Par
	68.9%
	2043
	3.31


3. The offer (see chart above):
a. Par bonds – no reduction in “face value” or “retail value;” due date is pushed out to 2038 & interest rate increases over time.  

b. Discount bonds – big haircut; due date is pushed back, but not as far; interest rate is higher than par bonds.

c. Quasi-Par – meant for Argentinean institutional investors; denominated in pesos; big haircut; long delay in due date; no security in peso value.  

d. The investors that accept the deal also get additional interest payments if the growth of Argentina is over 5% per year.  

e. For those that choose to swap the bonds, they become “most favored lenders.”  Those bondholders can elect to swap their securities for tier original eligible amount in any future tender offer until 2014.  
4. Certain groups refused to accept the restructuring.  For the most part, this included:
a. Italian (pension) investors

b. German investors

c. Argentine investors
5. Results for Argentina:
a. Argentina is not quite back to investment grade 

b. Peso value is still low

X. Whither the International Monetary System?  

A. Meltzer Commission (U4 281):

1. Recommends Drastically Scaling Down the IMF:  

a. They are not an aid agency and should not be fighting poverty
b. Stick to balance of payments problems – IMF should mainly help nations cope with temporary problems that arise when capital leaves faster than it enters
c. Limits loans to countries that meet certain rigid qualifications
d. No more long-term loans with conditionality  

2. Recommends that the WB get out of the business to of making loans to medium-developed countries (they can rely on private capital), and allow regional development banks to take a larger role 

3. WB should focus solely in poor countries.  

B. Summers (U4 282):

1. Replies to Meltzer Commission

a. WB can’t stop loaning to mid-level countries – this is where they get the money to help the poor ones
b. Criticizes IMF recommendations as limiting access to funds solely to those countries that are already wealthy – they need it the least.  
c. Criticizes “unconditional” approach as unlikely to fix problems and create moral hazard

2. Summers also wants:

a. IMF should increasingly focus on enhancing transparency for markets and limit involvement to emergencies in emerging markets

b. IMF should focus conditionality in poor countries on macroeconomics
i. But would not want IMF to be limited solely to exchange rates
c. Does not want to reject conditionality or IMF loans
d. Does seem to want to separate the WB from the IMF
C. Camdessus (U4 283):

1. Acknowledges the importance of private capital – thinks there has to be some coordination between the IMF and private funds.  

2. He wants the IMF to promote liberalization of capital movements, but thinks that each country should tailor its liberalization conditions individually:
3. Using surveillance he wants the IMF to push implementation of sound economic institutions, transparency, and good governance – which implies financial soundness, structural reform, the implementation of standards, and social and labor policies.  
a. Is this just promotion of Westernization?  
4. He is worried about the perception of the IMF as technocrats; the fact that they are used as a scapegoat seems to bother him – wants world to recognize that the IMF is responsible to its members and increase the visibility of the fact that the people drivig the IMF are politically accountable.  
5. Thinks the IMF has been a lender of last resort (or the closest thing to one), and that it wouldn’t be so bad to recognize this:  

a. IMF does not really have enough money as the lender of last resort (not that it should get more money)
b. IMF might have a role of creating additional liquidity on a temporary basis however – injecting liquidity when needed and withdrawing it when it isn’t – just like a central bank does
6. In his ten years in office, Camdessus has made the IMF much more important.  But is that just b/c there have been more crises?  

D. Kohler (U4 287):

1. Seems to suggest that democracy is good for the world.  Thinks that liberalization and democracy go hand in hand (and it seems like the IMF is part of that).  

2. IMF must change b/c:

a. The environment in which it operates has changed dramatically – private capital markets have grown immensely and become much more sophisticated; they are now a major source of growth but also one of volatility & crisis.  

b. IMF has made some mistakes (in terms of financial markets and their repercussions on exchange rate systems), and it must learn form them.
3. Focus for reform:

a. IMF has been overstretched in the past and needs to refocus.

b. That focus must be to promote macroeconomic stability and growth by fostering sound monetary, fiscal, and exchange rate policies in its member countries.  
c. The Articles of Agreement, which mandate that the IMF “oversee the international monetary system in order to ensure its effective operation.”  This obliges the IMF to concentrate its attention particularly on the financial markets, both domestic and international.  

4. To implement this focus, the IMF has to exercise two major roles:

a. Crisis prevention through its surveillance and advice
i. IMF should be candid with advice

ii. IMF should identify problems early with better data transparency and to prevent problems by promoting internationally agreed standards of sound monetary policy. 

iii. IMF must pay very close attention to the financial sectors in member countries and provide advice on improving their soundness.  

· Not that IMF should be a regulatory superpower, but it should have a coordinating role among the forums and agencies – central banks, supervisory authorities.  

iv. IMF should have a dialogue with private financial sector to facilitate direct exchange of information and dialogue.  

b. Crisis management, including catalytic lending
i. Must mount credible crisis response

ii. But creditors and borrowers must know IMF sources are and should remain limited (in order to prevent moral hazard problem).

iii. Private sector must be involved in the orderly and timely resolution of crises

5. IMF conditionality:

a. Indispensable to IMF lending.  IMF loans must be temporary to be efficient, and as such IMF loans must be designed so that countries do not get addicted to them.  
b. Adjustment and reform programs are more likely to be successful if the countries identify themselves with these programs.  To promote ownership, the IMF should limit its structural conditionality to priorities in content and timing of reform programs and work together with local authorities to implement those priorities.  

6. IMF transparency:

a. Transparency is very important, but IMF has to balance openness and a member’s desire for candid and confidential advice.  
7. IMF and poverty reduction:

a. IMF must stay engaged in poverty reduction to help them gain access to investment capital and international markets.  

b. Help them implement sound macroeconomic policy and good governance
c. Help the heavily indebted poor countries get out of debt
i. P. 553 IEL – countries do not want to sign on to this program b/c it is a form of conditionality – they don’t want to be subject to independent audits.  

ii. Problem: two main goals above are not really in line with this poverty goal.  Those countries are not part of the international economy.  
E. De Rato:

1. Little talk of conditionality, more focus on persuasion and surveillance

a. He wants more surveillance of exchange rate regimes.
2. He wants more prominence for globalization issues and is concerned with emerging debt markets.  
3. He emphasizes that the IMF needs to be involved more in the role of the developing countries in the international monetary system.  

4. He wants to increase IMF legitimacy by improving the image of the IMF in emerging markets.  He proposes giving a few more votes to the developing world as one way of doing this.  

F. Blinder (U4 292): 

1. Has several suggestions:

a. With fixed exchange rate regimes, the center may not hold – in other words, these are very difficult to maintain in current capital markets
b. Intermediate exchange rate regimes are not working very well either ( they are hard to maintain once a crisis gets going (suggests IMF should have more say on that)

c. Bubble problem: if your devalue & you borrowed abroad it is hard to pay your loans back ( suggests a floating rate is better.  
d. Floating rates are better according to him (for reason above)
i. But fixed exchange rates are going to work in special circumstances – usually if a country has ample foreign exchange reserves, a sound banking system, and a resolute political will.  

2. IMF should overhaul its rescue missions:

a. Tightening fiscal policy is tough on the poor in countries enduring crises
i. Suggests that the IMF “should think twice about recommending fiscal austerity when crises result from sudden reversals in capital flows.”  

ii. Does not really have an answer to this problem – seems to suggest some sort of case-by-case approach – the IMF need not tighten all the time
b. Suggests reforming international financial architecture
i. CCLs – suggests facility designed to discourage speculative attacks on currencies by prearranging lines of credit for countries with 1st class economic policies.  Proposal is a flop ( fear that it can never be exited without precipitating a crisis. 
ii. Debt workouts – need for orderly debt procedures ( suggests CAC clauses are good and that developed countries should use them too so as to take away any stigma involved (long shot).  
iii. Capital account liberalization should be approached slowly – not all countries can protect themselves from downside risks of hot money without capital controls
G. Stiglitz (U4 294):

1. IMF screwed up all the way:
a. Focus on contractionary policies caused contagion to spread and sunk economies into recession
b. IMF should not have focused on restricting demand
2. Says IMF suggestion of liberalized capital controls is wrong

a. Allowed hot money to flow in and then flow out

3. Suggests bankruptcy proceedings as solution to debt problems ( reliance on bailouts is misguided

4. Suggests need for better banking regulation in both developed and developing countries

5. Suggests insurance against risks:
a. More social safety nets

b. Insurance against exchange rate volitility
H. Rogoff (U4 301):

1. Steiglitz does not look at the long-term picture – you can’t get out of devaluation problems by printing more money

2. Admits IMF makes mistakes but says they responded by modifying policy accordingly
3. He also says policies IMF implements are supposed to help in the long run – IMF can’t give up on long term growth b/c there are two weeks of unemployment.

4. Says Steiglitz solution will lead to inflation and lead to loss of confidence in the country affected.    

5. Defends what the fund has done  

I. IMF Independent Evaluation (U4 303):

1. Improve multilateral surveillance.  
J. Lowenfeld’s book:

1. P. 591 – After Mexico crisis IMF responds strongly, in a way not existent since the post-war period.

2. IMF influence exceeds is resources (Russian Crisis) but they also become political (support Yeltsin).  
