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INTRODUCTION

In this paper | provide some refledions on crisis and reform (the titl e of the sesson), |
relate that to broader concerns abou pdliti cd institutions and their rolein fostering good
paiciesbathin crisistimesandin namal times, and | use the cae of Argentina & an

ill ustration d some of those paints.

The main pant of the paper isthat even though crises might fadlit ate the introduction o
some palicy reforms, in general the qualiti es of the implementation d those paliciesisvery
much condtioned by the overall i nstitutional environment of the wuntry, and crisesdo nd
necessarily induce dianges at this deeper pdliti co-institutional level. The so-cdled first
generation d reforms, sometimes introduced in the context of crises, even though
important, \{vere (for the most part) not reforms of the degoer determinants of the qualiti es
of pdlicies.

Let meintroduce ahierarchy of rules (i.e., of institutions) for expositional purpases.?
Policies are rules that regulate, say, the behavior of econamic agents; for instance a palicy
that defines tax bases andtax rates. Let us cdl those lower lever rules, belonging to the set
RL. Let uscdl therulesthat determine who hes the power, under what procedures, to
legidlate ontax bases and tax rate, intermediate level rules (RM). Finally, let uscdl high-

" Preliminary draft. Written for the Annual World Bank Conference on Devel opment Economics — Europe
June 2002 This paper makes liberal use of some pre-existing acounts of the relation between economic
crises and economic reforms, in particular Tommasi and Velasco (1996, Corrales (1998 and Drazen (2000.
| thank valuable comments by Paolo Benedetti, Daniel Heymann, Guill ermo Mondino, Valeria Palanza, and
seminar participants at CEDI.

! The so-cdll ed seaond-generation reforms contained some un-focused mumbling about institutions and
“governance”, but do not seem to have induced degper changes either.

% Thisis developed in more detail i n Acufia and Tommasi (2000).



level rules (RH) those that determine how RM are determined. RH are the degoer pdliti co-
ingtitutional rules as refleded in the Constitution, eledoral rules, and aher related (even
informal) pradices of the pdlity. RH together with anumber of contextual and informal
elements determine the acual workings of the palicymaking system (i.e., isthe Judiciary
independent, is the bureaucracy professonal, are legislators pali cy-oriented, etc.) For
brevity | will use RH (or “deegoer ingtitutional determinants’) to include the overall
functioning of the padliti cd system.

Using this language, “the reforms” were reformsin RL (like tax reforms) and RM (like
privatization, a granting independenceto the central bank). RH rules were for the most
part unaffeded. We ague in this paper that RHs heavily condtion nd only the dhoice of
lower Rs but also the detail s of implementation and eff edivenessof those lower level rules.
For example, the caadty that the paliti cd system has to enforce cetain rules, to make
intertemporal commitments, is perhaps more important than the “title” of the padicy in RM
(such as“pubic enterprises’ versus “regulated private utiliti es.”)

I will also argue that, even though the aisesidentified in the modern econamic reform
movement might have fadlit ated introduction d reform with good*“titles,” it is not obvious
that they fadlit ated goodimplementation d those reforms and d the subsequent padlicies.
More generally, it is douliful whether crisistimes are likely to foster the introduction o
deegoer reforms.

The paper is divided in two Parts, ore which presents the general argument, and a second
one that appliesit to the Argentine cae. In Sedions| to lll, | provide abrief review of
some of the aguments (and impli cit assumptions) underlying the recaved wisdom oncrisis
andreform. In SedionlV, | suggest some wedknesses of that recaved wisdom. In Sedion
V, | suggest an aternative gpproadh which focuses onthe adility that a pality has of
undertaking the pdliti cd exchanges necessary to instrument good pullic padlicies, and at the
role that pdliti cd institutions have & the rules of that game of transadions. In Part Two
(Sedions VI and VII), | tentatively apply that approach to one (unfortunately quite topica)
case, Argentina. The Argentine cae might be arelevant one becaise it has been considered
aposter child by the Washington establi shment throughou the 1990s, and it has recently
switched into a basket case (Pastor and Wise, 200)). These days the Argentine cae seams
to be the battlefield in which ideologicd and technicd battles are being fought, oftenin
simplistic and dangerous ways.



PART ONE
CRISIS& REFORM

I. The Received Wisdom

In the last coupe of decales, the nation that ecmnamic aises sam either to fadlit ate or
outright cause eonamic reformsis part of anew conventional wisdom. Large anounts of
ink have been devoted to the subjed.® Rather than reviewing everything that has been said,
| will present below a “stylized acount” of the aisis hypothesis.® It isworth naing from
the start that this conventional wisdom has evolved aroundsome very spedfic
circumstances faced by developing courtriesin the 1980s and 1990s. Some of that
“wisdom” might not be too wseful in the nea future, under the new circumstances. In
particular, it might happen that the possble dfeds of a aisis before market-oriented
reforms have started, are very different from the dfeds of a aisiswhen MORs (more or
lesswell exeauted) are dready in course or in place In additionto the intra-courtry
tempora sequencing of crisis and extant palicies, there ae global contextual fadors that are
also dfferent. It isnot the sameto have a cisisat apoint in time in which you come from a
closed ecmnamy andinterventionist padlicy stancewhil e the Berlin Wall i sfalli ng, than to
have a cisis after you have instrumented many MORs and the global financial architecure
is being scrutinized”

The basic story runsasfollows. Thereisaset of inefficient or inadequate preexisting
palicies; and the eonamic situationis very bad and pssbly deteriorating rapidly.® Thisis

% Bresser Pereira agues that "[w]hen populist leaders in Argentina, Bolivia, Veneaela, Peru and Braal
adopted non-populist policies it was becaise the aisis in these muntries was 9 dee that even the sts of
sticking to populist policies becane higher than the sts of adjustment” (1993 p. 57). According to Bates
and Krueger "...[i]n al cases, of course, reforms have been undertaken in circumstances in which economic
conditi ons were deteriorating. There is no recorded instance of the beginning of a reform program at a time
when emnomic growth was stisfadory and when the price level and kelance of payments stuations were
stable. Conditions of emnomic stagnation (and the recognition that it is likely to continue) or continued
deterioration are evidently prerequisites for reform efforts' (1993 p. 454). Guill ermo de la Dehesa writes
"...only when the level of reserves was sufficiently low and/or the aurrent acount was in large deficit have
necessry emnomic adjustment and structural reform measures been taken" (1994 p. 137). For more
systematic acounts e for instance Nelson (1990, Williamson (1994, Tommas and Velasco (1996,
Rodrik (1996, and Corrales (1998. Refleding on a broader notion of crises (seenext foatnote), Gourevitch
(1989 p. 9) says, “it is the aisis yeas that put systems under stress Hard times expose strengths and
weaknesses to scrutiny, allowing dbservers to seerelationships that are often blurred in prosperous periods,
when goad times dake the propensity to contest and chalenge. The lean yeas are times when old
relationships crumble and rew ones have to be mnstructed.”

* | refer to the aisis hypothesis circulating the 1980's and 1990s “Washington Consensus’ circles, and
related literature, or what Joe Stiglit z has dubled “the modern reform movement —200Q p. 551" This
hypothesisis heir of along-standing concern in politi ca science @out crisis as an independent variable in
explaining policy and even political change. Seefor instance Binder (1971) and Habermas (1975, aswell as
Corrales (1998 for abrief introduction.

® |f we wanted to enter the fray of buzzword creaion we might cal this the “second round (or generation) of
crises’ or the “crises of the second stage.”

® We use “inadequate” as distinct from “inefficient” to capture the notion to be emphasized below that thereis
no universal set of right policies which are dways preferable, but rather that goad policies are “best



suppacsed to pu in motion several medhanisms, that lead to the adoption o substantial
palicy changes, reforms, in the “right” diredion. The mecdhanisms linking crisisto reform
that have been pu forth in the literature ae varied. | review here, in anontaxonamic way,
some of the most common ores. These medhanisms operate over diff erent stages of the
palicy process and pu their main focus on dfferent adors. Some ae complementsto eath
other whil e other are dternatives.

1. Learning

Econamic aises are suppased to contribute to Bayesian leaning about the “right” model of
theworld. A period d intense eonamic disarray lealsto areassessnent of the mapping
from pdliciesto oucomes,” in particular to aredization o how costly some previous
policieswere. Harberger (1993 writes, “... praditioners go aroundwith a cetain world
view in their heads. All sorts of crazy things happen — like hyperinflations and hige
recessons and wrenching debt or exchange rate aises. All of these ... can occur and still
leave seasoned praditioners unruffled, because their worldview alrealy contains nsible
explanations for them. Every now and then, hovever, something happens that does nat fit
the previous image — something that shakes our Bayesian faith in what we used to think.”®

The leaning view of crisesis one of the most important ones. It operates at several levels;
the quae by Harberger refers more diredly to the technacrats ( praditioners’), but leaning
does run through the whaole processof “social reasoning,” involving experts, pdicymakers,
paliti cians, the media, and the general puldic. For instance Willi amson and Haggard
(1999 write “.. belief in the benefits of econamic reform is much lesswidely held among
paliti cians than among econamists, and it is even lesswidely endarsed by the general
pubic, let alone by the spedfic interests that stand to lose ...”®

responses’ to underlying states of the world (including states of knowledge.) Seefor instance Mukand and
Rodrik (2002, Acufia and Tommasi (2000, Cukierman and Tommasi (1998, Spill er and Tommasi (2002,
and Lohmann (2000.

" Thisisavery important point. The fads that nobody understands completely the (possble) effeds of

poli cies on outcomes, that this mapping is gochastic, and that there ae various asymmetries of information
about it, lead to a series of policymaking and politi cd gimmicks and tadics that are one of the mre dements
of the policymaking process The tendency to oversimplify complex messages, and to bunde together policy
reforms that are not necessrily inseparable from atechnicd point of view, are a onsequence of this
imperfed knowledge and have important impli cations for the path of future policiesin politi cd equili briain
which politi cians construct messages attempting to diff erentiate themselves from supposedly bad policies.

8 Bruno (1993 p. 190) describes the Argentine reform processof the ealy 1990's as the outcome of “a
painful and protraced coll edtive leaning process” He alds, furthermore, that “[i]t is doubtful, considering
the experiences of various countries that we have encountered so far, and given the complexity of Argentina's
situation, whether any shortcuts are possble in this process”

® Note that the Willi amson (1994 volume from which the quote is taken isa dea exponent of the most
prevalent views on reform at the time. Noticethe use of the generic expresson “economic reform” to refer to
arather spedfic set of policiesin the diredion of market opening and liberali zation (on this, see dso Stiglitz
2000. Nelson (1997) is an interesting paper that explores me of the cmplexitiesin deriving generic
propositi ons about (trade) reform, and that also emphasizes the asymmetriesin understanding and
argumenting about such complex processs. See éso Lohmann (2000, who emphasizes the diff erent degrees
of understanding of the detail s of monetary poli cy by diff erent audiences.



This distinction among several “layers’ in the information channel is very important to
understand severa spedfic aspeds of the dynamics of crisis and reform in particular cases.
For instance, the “Nixon goesto China” effea by which left-leaning pdliti cians have been
able to carry through market oriented reforms has been related to their superior ability to
communicae the alvantages of such pdiciesto some anstituencies (Cukierman and
Tommeasi, 199& and 1998h. Also, the media can play an important rolein bulding up
puldic opinion with regards to the diagnostic of a aisis and the possble remedies.
Oversimplification d messages and coarsening of information are not uncommon, and
possbly quite risky; for instancethe bunding of several market-oriented reformsin the
processgoing forward might now badfire, as pdliti cians and the puldic might blame the
overal padkage for undesirable outcomes.

2. Special Palitics

“In extreme cases, such as Polandin 1989 the aisis of the acien regime may be so
profoundas to creae an opening for what Leszek Balcerowitz cals “extraordinary paliti cs’
—awidespread willi ngnessto suspend the usual padliti cd rules. These worst of times give
rise to the best of oppartunities for those who undrstand the need for fundamental
eaonamic reform” (Willi amson 1994) “[R]eform will be eaier where the oppasitionis
discredited and dsorganized (or repressed)” (Nelson, 1990, 33b

This line of reasoning contains everal “branches,” some emphasizing temporary
redlocaion d institutional power (for example in delegation from Congressto the
exeautive), others emphasizing temporary or permanent redl ocaion d effedive power
among underlying interest groups, or redlocaion d spacein public debate (in connedion
to the informational point abowe.)

2.1. Delegation

Severa reform episodes included instances in which, for instance, Congressdel egated to
the Exeautive some unusual legislative prerogatives. (Seethe descriptionin Keder, 1993.
Crises crede asense of urgency. Something needs to be dore soon,for the aisisrequires
an urgent resolution, creding room for “spedal pdliti cs’ for aperiod d time. In that
context, Rodrik (1994 emphasizes the agenda-setting role of reformist governments. The
logic of delegationin crisis stuations could be rationali zed by using insights from the
literature onthe dhoiceof procedural rulesin legislatures (Kiewiet and McCubhins 1991,
Krehbiel 1991).1° Policymaking in namal times is dore by some variations of “open rule,”
allowing a saying (courter-propaosals) to a number of key institutional or corporatist adors.
All powerful adors prefer such rules aslong as the asts of the status quo (of delay) are not
too hgh. In a aisis stuationthe st of delay might become enormous, and it is then
optimal for the key playersto moveto a “closed rule,” in which the ayenda setter makes a

1% This also relates to the standard constitutional pradice of granting presidents “emergency powers’. (For
more on the logic of delegation seeEpstein and O’ Hall oran, 1999. Noticethat the downside of that has been
highli ghted in the influential notion of “delegative democracy” (O’ Donnell, 1994H.



propaosal which isthen acceted or rejeded, withou room for cournter-propasals. It is
natural that the agenda setter be the alministrationthen in dffice*

2.2.The Oppasitionis Muted or Weakened

This notion dtentimes comes bunded with leaning-type aguments. In many palicy
dedsions, the puldic goods/ efficiency /vaence dimensions come intertwined with
distributive struggles. Particular groups (say, industriali sts) buil d arguments buttressng
palicies that proted them. When things are going redly badly, and somehow an image has
related those poar outcomes to some pre-existing pali cies, those alvocaing such pdicies
tend to loose groundin the pulic debate, and hence suppating such pdicies becomes less
attradive for pdliti cians. (For instance Krueger [1993 argues that econamic aises
undermine the suppaters of the status quo, rendering palitics as usual no longer
sustainable.) In the other diredion, dtentimes reform eff orts at times of crisis come
asciated with reconfigurations of dominant coaliti ons, in such away that the (core of the)
reform codliti onis able to (adively) mute the opposition.

The dasdc war of attrition reform model of Alesina and Drazen (199]) can be seen as
formali zing what might lay behind the weakening of those who oppae a paticular way of
instrumenting adjustment and reform.

3. “ Cooperation Beames an Equili brium”

There ae many adors that participate in the padlicy process The preexisting inefficient
palicies can be seen as the outcome of a non-cooperative outcome in the pali cymaking
game. This decentrali zed equili brium is likely to come aou in the ésence of some
encompassng institutional setup that would enforce @operation)*?

The conredionwith crisis comes through some mecdanism by which avery low current or
expeaed future value from the status quo pdicies (a aisis) induces pdliti cd playersto
change their adions towards more moperative play. One rendering of that story is
asymmetric asin Alesina and Drazen (1991) where one group concedes and pays most of
the aost of adjustment; another ac@urt is more symmetric, with al adors choasing more
cooperative play, asin Mondno et a (1996 and Velasco (1999.13

1 This power, in turn, could be used opportunisticdly, affeding the quality of reforms undertaken in crisis
scenarios, a point to which we will come back.

12 This acount is quite close to the view of poli cymaking and reform that | will push later in the paper.

13 The mnverse of the moperation argument is one (for instance by Tornell, 1995 in which the reduction in
eqnomic rents brought about by an economic crises destroys the previous “cohabitational equili brium”
among rent-seeking groups. Rather than cooperate with one another in exploiting rents and Hocking reforms,
rent-seeking groups turn against ead other; some of them even consider siding with the exeautive and
acceting the aosts of reform in order to inflict losses on other groups. Thisis mewhat similar to the break
up of oligopoli stic cooperation depending on the expeded dynamics of aggregate demand. Alternative views
seereform as the outcome of a switch to a diff erent game; a point to which | will come badk in Part Two.



4. Risk-Taking Behavior

Using prosped theory, Weyland (1996 argues that econamic aises (worsening fiscd
deficits, sharp external imbalances, or exploding inflation) placepresidentsin the “domain
of losses,” and thus more inclined to adopt risky padlicies. Although Weyland focuses on
the dhief exeautive, thelogic can apply to multi ple layers of the policymaking process
including also public opinion and even technacrats (Cavallo in 2001).

I1. Some Clarifications

The quick listing presented above suggests svera pointsthat require more predsionin
order to operationalize “the aisis hypothesis.” First of al, it isnat clea whether the role of
crisis f1oud beseen as“necessary,” “ sufficient,” or simply “fadlit ating” reform (Drazen,
2000, p. 44% Sewond,it isnot clea whether we ae referring to “econamic” crisesin a
somewhat narrow sense, or whether we include full blown pditi cd and social crises, all of
which sometimes come together.* Even restricting us to a narrower definition, what is the
threshold to dedare a cisis? In asense, “crisisis mental state” related to country-spedfic
aspiration levels, somewhat hard to implement empiricaly.'

Also, the varied acourts ometimes do nd take cae to distinguish dfferent possble
origins of crises (and/or the interpretation d the origin of the aisis being made). Isit the
outcome of the endogenous deterioration induced by the pre-existing misguided pdicies
(Argentina 19907 Isit the outcome of savage exogenous hocks that hit a pdlity that has
approximately sound pdicies (Argentina 1994? Isit largely induced by an “endogenous’
bre&k up d confidence of ecnamic adors on the sustainability of the (right or wrong)
extant padlicies (perhaps Argentina 2001)? These threepossble reasons for having a aisis -
bad pdicies, bad luck, or bad institutions- might lead to dfferent types of pdliti cd
resporses.

In the next sedion, we will t ake the eaiest and most benign interpretation with regards to
al the mncerns of the last two paragraphs. We use the hypothesis that crisisare a
“fadlitating” fador for reform. (Willi amson and Haggard, 1994, p. 565'Crisisisclealy
neither anecessary nor asufficient condtionto initiate reform. It has neverthel essoften
played a aiticd rolein stimulating reform.”) We concentrate on “econamic” crises, and we
identify a aisiswith adeterioration d status quowelfare, which is associated with
prevailing policies. Yet, aswe will seebelow, the “crisis & reform” story still contains
many “ifs.”

14 Where by “economic” we excompassthe narrower definition of “social,” poverty, unemployment and the
like, not the total rupture of the social contrad that charaderizes degoer politi ca crises.

Refer again to ealier footnote on Habermas, Corrales, etc.

15 For some implementation seeLora (1997 and (2000.



I11.Crisis, Reform, and Living Happily Ever after

In this dion| provide astylized acourt of the stepsinvolved in a aisis & reform story
with a happy ending.

1. Thereisaset of well-identified (inefficient) preexisting padlicies.

2. Theeomnamic situation ceteriorates substantially.

3. Thedeterioration, the aisis, is perceived to be caised by the preexisting padlicies; either

becaise they were dways inadequate, or because they are inadequate to handle some

new states of the world.*®

Thereisa dea set of “right” prescriptions that can take cae of the problem

There is an adequate “social leaning” of 3 & 4.

It beaomes incentive mmpatible for an agenda-setting leader to ad onthat.’

The leader has the pdliti cd cgpadty to “play” the reforms through the paliti ca process

(related to spedal paliti cs abowve)

The reforms are sustained throughou the multi ple stages of the padlicy process

Detail s are dedt with properly (or are unimportant.)

0. Econamic agents (rather soon) believe in the stability of the new set of palicies and
reac¢ acordingly.

11.Hence, econamic outcomes turn ou rather well.

12.1t is wstained pditi cdly, and there ae no major econamic setbads.

13.The End d History.

No ok

B ©©

This highly stylized fable is obviously subjead to several caveds. Inthe next sedionl raise
some of thase onsiderations, which are relevant for the later discusson.

V. What is Wrong with the Fairytale?

Thetypicd acount of crisisand reform implicitly focuses on ore-shat palicy
implementation. Inredity, pdicies are mmplex objeds, with multi ple stages, and taking
reform to full fruitionisaprocessinvalving multiple ators through multi ple stages of the
palicy process requiring speafic responses from econamic and social agents, and hence
requiring several forms of cooperation and requiring positive beli efs on the durabilit y of the
palicy. That is, pdiciesrequire alot more than amagicd moment of spedal pdliticsin
order to produce dfedive results. Furthermore, wonderful ideas might be poaly
implemented, and it is not clea that the puldic or the pdliticd system will be aleto tell the
difference And, d course, thereisnot auniversal set of “right” palicies.

The last point has two elements. (i) On the one hand, pdicies are ntingent resporses to
underlying states of the world; what might work at one point in timein a given courtry,
might nat work in a different placeor in the same place & other paintsin time. (ii)

8 We dean upfrom the “bad management” interpretation, in which case interpreters, but not necessarily the
music, might be dhanged. Thisrelatesto apoint | will emphasize below: poli cies are more than their “titl es,”
sometimes the detail s of implementation matter even more than the broad poli cy definition (Rodrik, 1995.
" The order of these stepsis not necessarily chronologica. Social leaning might be induced by leadership,
or more generaly by “elite domination” (Zaller 1992 Chapter 12).



Furthermore, one hasto go beyondthe “title” of the padlicy into the detail s of its
implementation.

Starting from (i) andin relationto pant 9 in the previous sdion, wonderful ideas might

be poaly implemented. More generaly, (within reasonable bounds) what redly matter is
not the broad definition d apadlicy stance, bu the detail s of implementation. For instance,
Rodrik (1995 analyzes sx courtries that implemented “the same padlicy,” export
subsidization, bu with widely varying degrees of success Rodrik relates siccessto
feaures such as the consistency with which the palicy was implemented, which officewas
in charge, how thiswas bunded or not with ather padlicy objedives, and haw predictable
the future of the palicy was.*® This latter point highlights the fad that pali cies depend upon
the expedations and keliefs of econamic (and social) agents for their success

Some of my own (mostly indired) involvement with fiscd issiesin Latin America
suggests that the successof tax paliciesis much more aquestion d acmuntants, lawyers,
and pditi cd will, than of the “optimal-taxation” advice of econamists. Also, studying the
processof “decentrali zation d educaion’ (abeautiful Washington-sponsored pdicy title)
one finds enormous variations in performance depending on many implementation cetail s
and oncontextual variables (seefor instance Tommasi 2002,sedion V).

Comingto (i), the fad that there ae no unversally valid pdicy redpesisapoaint that was
somewhat forgotten during the “reform epic” of the 80'sand 90s. Recent work has,
rightly, started to emphasize the importance of “home-grown” development strategies (see
for instance North 1994 Evans 2001,and Pistor 2000.>° As emphasized in Mukand and
Rodrik (2002, there is atendency for courtriesto “imitate too quckly” formulas that have
been successul elsewhere. Even though na the explicit focus of Mukand and Rodrik, |
beli eve that part of the explanation hesto dowith the informational issues emphasized in
Sedion|.1l. here. The mappings between pdicies and ouicomes are cmplex objedsto
apprehend, asill ustrated by the debates among professonal econamists ontheimpad of
trade liberali zation ongrowth (Edwards, 1998,Rodriguez and Rodrik, 199), or on po\erty
reduction (Kanbur, 200]). People (econamic agents, pditi cians, pdicymakers) use mental
shortcutsin order to organize the information d the world aroundthem. That is the reason
why the statement “it worked in New Zedand’ seansto cary alot more weight in selling
an ideato a pdliti cian or to the pubic, than a mmplex multivariate analysis which spedfies
the dependence of optimal palicy resporses on alarge number of difficult-to-assess

'8 Some of these poli cy feaures are the same identified in a more generic gpproach to pubic policiesin

Spill er and Tommasi (2001). See &so Cox and McCubhins (2001 and Sabatier (1999. Certainly we would
benefit from better (theoreticdly focused) studies of the determinants of the dfedivenessof polices.

191n the words of North (1994 p. 8) “economies that adopt the formal rules of another economy will have
very different performance daraderistics than the first ecmnomy becaise of different informa norms and
enforcement. Theimplicaion isthat transferring the formal politi cd and economic rules of succes<ul
Western eaconomies to third-world and Eastern European ecnomiesis not a sufficient conditi on for goad
eonomic performance” Acufia and Tommasi (2000 make simil ar points with emphasis on the match
between the policies (RL) or lower-level ingtitutional reforms (RM) with the higher-level institutional
endowment of the country (RH).



variables.?° These tendencies ssam to be more pronourced in the general pubic thanin
pdliti cians, in pditi cians than in “pdlicy experts,” andin pdicy experts than in acalemics
spedalized in the subjed matter.

This multi-layered imperfed knowledge éou what the exad impads of palicies are (or,
even more, are likely to be) in turn opens the doa for manipulation, bunding,
oversmplificaionand ouright lying in pdicymaking games (Tommasi and Velasco,
1996. Asl will argue below, some of the bunding and owerselli ng played during the
market-oriented reform epic might badfire in aseamndround d crises, in which sensible
palicies might be rejeded by the pdlity becaise they have been (unnecessarily) bunded
with ather padli cies which might have fail ed. The degreeto which such things happen, in
turn, might be afunction d the institutional determinants of the qualiti es of that “pubic
spaceof palicy making” (Nelsonand Tommasi, 2007).

Putting together (i) and (ii), if a “goodidea”’is poaly implemented, it isnot clea that the
pubdic or the pdliti ca system will be aleto tell the difference—i.e. that the “right” social
learning will take place In that sense, crises could lea to right reforms (the good), no
reform (the bad), or wrong reforms (the ugly).? Adding the fadt that (good o bad) reforms
could also take place ‘in namal times,” we have atwo-by-threematrix of possble
conredions between crisis and reform, depicted in Table 1, which will be useful | ater.

<Table 1>

Ancther point that needs more caeful considerationisthe nation d speaal pdliti cs
(delegation, muted opposition, etc.) The fad that reforms are instrumented uncer those
forced circumstances impinges some spedal charaderistics to the type of reform that could
emerge. These “negative spedal pdlitics’ do nd sean the most adequate processin arder to
instrument deeper institutional reforms. The fad that a series of strategic tricks are used
might have anegative impad on the quality of resulting reforms (asit will beill ustrated in
the Argentine cae). Thisiseven more important once we reaognize the multi -stage nature
of pdlicy processs; paints 8, 9, 10, 11and 12 d thefairytale, and nd just 7, domatter.

Furthermore, there is a sense in which crises are the worst condtions for the enadment of
goodcolledive cdhoices. AsO’ Donrell (1994 argues, using the example of hyperinflation
crises, “[i]n the cmntext of this crisisit becomes rational for everyoneto aa 1) at highly
disaggregated levels ...; 2) with extremely short time horizons; and 3) with the asumptions
that everyone dse will dothe same. A gigantic, national level Prisoner’ s Dilemma eanerges
.... The primary basic phenomenonis generali zed de-solidarization....For players of this
game, broad, long-run econamic padlicies, negotiated and implemented with the
participation d highly aggregated interest asociations, are not important.” (O’ Donrell,
1994, 170. Even though O’ Donrell focuses onindividual economic behavior, much of
what he says could be goplied to political behavior. That isto say that crises are perhaps

2 This relates to the point of Denzau and North (1994 that ideol ogies are the shared framework of mental
models that groups of individuals possessthat provide both an interpretation of the environment and a
prescription as to how that environment should be structured.

“L The latter again could relate to leaning in reverse, with adequate poli cies wrongly assgned guilt for poor
outcomes.
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the worst of times to generate the wndtions for the deli berative @nstruction d bargains
and consensus that are necessary to sustain quality palicies and solid institutional reforms.
This cgpaaty for constructing intertemporal cooperationis, beyondthe state of crisis or
normalcy, heavily affeded by the pdliti cd institutions of the wurtry, the institutional
environment (RH).*

This brings usto the final point we want to re-emphasize in this sdion: many aspeds of
reforms have temporal dimensions that require substantial intertemporal cooperation.
These intertempora dimensions are the pdliti cd analogy of the intertempora
charaderistics of transadionsin Transadion Cost Econamics, andasin TCE, are a cucial
entry paint for the role of institutions, in this case political institutions. Applying such
logic to the pdlicy process we enter the redm of Transadion Cost Politi cs, which can be
encapsulated by thinking of apdlitica version d the Coase Theorem. If reforms are so
good, hav comeit is 9 hard to implement them? The answer has to include the
(transadion) costs of enforcing the necessary intertemporal compensations.?® The next
sediontakes usin the diredion d transadion cost paliti cs.

V. Institutions and Policy (and Policy Refor m)

The reforms usuall y depicted in the reform epic are palicy reforms (RL) and intermediate
level institutional reforms (RM). The central point of the paper isthat what redly matters
are some deep aspeds of the workings of pdliti cd institutions (RH), which condtion nd
only broad pdicy chaoices (including “reforms’), but more importantly the df edivenessof
palicy implementation.

What determines a society’ s cgpadty to adjust its padliciesin the faceof changed
circumstances or in the faceof the fail ure of previous padlicies? What determines the aility
of asociety to sustain pdicieslong enough to crede an environment of credibility and
henceto €licit the alequate responses from econamic ggents? More generally, what
determines the cgadty of a society to dedde and instrument eff edive palices bath in crisis
times and in more normal times?*

One goodentry point to answering that questionis provided by Rodrik (2000. His answer
would be “democracy,” or more predsely “participatory paliti cs’ or even more predsely
“social cooperation.” Rodrik emphasizes three dannels by which “democracy” fosters

22 A|so, the likelihood of falli ng into crises could depend on the quality of the underlying institutions.

23 Once ayain, Rodrik isthe aithor who has opened that door in the gopli cation to policy reform. The dosing
sentences of his 19960verview article ae: “Becaise distributional isales are & the heat of the literature
discus=d here, we need more progresson understanding why institutions for compensating losers from
reform are not more ommon. There ae very few papers where the difficulti es of compensation are made
endogenous to the analyticd framework. This makes the lit erature somewhat incomplete in its diagnosis of
theisaes. It also opens up anatural avenue for future research.” (Rodrik, 1996 p. 39)

24|t can also be agued that oftentimes the li kelihood of a given polity fadng a aisis dependsin part on its
ingtitutions and on (the more permanent and generic feaures of) its resulting policies. | ill ustrate this point in
the Argentine caein Part Two.
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better pdlicies. 1) deliberation, 2 rulesthat prevent “too much redistribution,” and 3
procedural rulesthat facilitate intertemporal cooperation (my wording.)

| believe that Rodrik’ s answer is basicdly right, bu alittl e too “maao”, too general in its
depiction d pdliti cd institutions. It would be niceto be &leto develop more
microanalytics of the dfed of padliti cd institutions on pdicy processes, so that we can
move beyondtelli ng a dictatorship “you shoud becme ademocracy.” What exadly
determines the aility of generating these more moperative societal outcomes that are
necessary to sustain effedive palicies? The answer, | believe, liesin the (“genera

equili brzigm”) interadions of several spedfic detail s aff eding the workings of the pdliti cd
system.

Here | suggest one passhble way of looking at the connedion ketween some detail ed
aspeds of pdliti cd institutions and the resulti ng feaures of pulic padlicies, and below |
apply it to the Argentine cae. The framework, cdled a “transadions approach to pubic
palicy” in Spill er and Tommasi (2001)), is an elaboration d previous work ontransadion
cost emnamics and its appli cation to pditi cs.?

Transadion cost econamics, as developed by Willi amson (1979, 1985nd 199) and
others, attempts to understand econamic organization, taking economic transadions as the
unit of analysis. Charaderistics of the institutional environment (such as the workings of
the Judiciary) are taken as given, and a deep analysis of the feaures of different econamic
transadionsis undertaken. This micro-analyticd approad to transadions endogenizes
(explains) the governance structures that suppat those transadions (distribution o
ownership, contrads, etc.). InLevy and Spill er (1996, the institutional charaderistics of
courtries vary, and the feaures of the (now political) transadion, the regulation o utiliti es,
are held constant. In those cases, the governance structure of that particular transadion
between “the government” and “the firm” is endogenized to the fegures of eah
institutional environment. The gproad suggested hereis, in a sense, a generali zation and
deepening of Levy and Spill er (1996. We ague that the paliti co-institutional environment
of a courtry, together with the underlying feaures of the padlicy isaues at stake, will
determine the governance structure for ead political transadion. These endogenously
derived feaures of pdliti cd transactions are, indeed, the charaderistics of pubic palicies.?’

%5 For brevity | will focus on formal politi ca institutions, which are cetainly very important, but by no means
the unique determinant of societal outcomes. In particular, the main socioecnomic deavages, and the way
they are aticulated (or not) viaformal politi cd institutions, are aucial aspeds that need to be studied. More
generally, beyond “formal poaliti cd institutions of government,” we should include the nature of cleavages,
corporatist adors, pulic opinion, social adors, social capital, etc. Yet, the nuts and holts of (professonal)
politi cs and its determinants are avery relevant entry point.

6 North (1990 and Dixit (1996 have |abeled transaction-cost politics the use of transadtion-cost reasoning to
think about politi cs. While North and Dixit emphasize transadions among citi zens and politi cians, |
emphasize here transadions among politi cians. Related work in politi cd scienceincludes Weingast and
Marshall (1988, Moe (199Ca and 1990h, Moe and Caldwell (1994, Epstein and O’ Hall oran (1999, and
Haggard and McCubhins (2002).

%" To be more predse, the feaures of those politi cd transadions are dther itself charaderistics of policies (for
instancewhen fixing afairly rigid policy rule), or are the determinants of those dharaderistics (for instance
when delegating to an agency with a particular structure).
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Public padlicies are the outcome of intertemporal transadions among paliti cd adors who
hod pover at different paintsin time. If the equili brium of that intertemporal padlicy game
is cooperative, first best palicies could beimplemented. First best palicies possessa
number of feaures, such as gability throughout diff erent administrations, adaptability to
changing econamic and socia circumstances (i.e., cgoadty to instrument reforms),
coordination aaosspali cymaking units, sufficient degrees of investment in pdi cymaking
cgpadty, etc.

Whether padlicies (and processs) with such desirable properties emerge, will depend on
whether the pdliti cd institutions (RH) underlying the palicy processleal to cooperative
behavior or nat. In order to answer that question, it is necessary to enter a detail ed
investigation d the determinants of paliticd cooperationin ead pdity. | will briefly
sketch those detail s for the Argentine case. As an intermediate step, let me suggest the type
of elements pertaining to the (abstrad) description d a padlicymaking game that one needs
to match to olserved charaderistics of the workings of pdliti cd institutions:

Payoffs of the stage game: as in digopdy games in industrial organization, “market”
variables will determine the diff erence between the payoff fr om cooperation and the payoff
from non-cooperation. This will vary from iswue to iswuue, and within issue with the
distribution d palicy preferences (cleavages) and with pdicy techndogies.

Number of political actors with power over a given decision: the larger the number of
players, the small er the set of other parameters for which cooperation olains.

Length of the horizons / patience of key political actors: the likelihood d cooperation
increases with the players’ horizons.

Intertemporal linkages among key political actors: the intertemporal pattern of interadions
among spedfic individuals in formal pdliticd positions (legislators, governors, bureaucrats)
matters for developing cooperative outcomes.

Characteristics of the arenas where key political actors undertake their exchanges: the
complex intertemporal exchanges required for the implementation d effedive pubic
palicies could be fadlit ated by the existence of institutionali zed exchange aenas.?®

Timing and observability of moves. cooperation is harder to sustain if there is plenty of
room for unilateral moves which are hard to olserve or hard to verify.

Availability of enforcement technologies: needlessto say, the availability of enforcement
tedhndogies fadlitates cooperation. Such techndogies might include the Courts, a
professonal and independent bureaucragy, or the role of international organizations.

%8 The landmark in the literature is the depiction of the U.S. Congressby Weingast and Marshall (1988.



PART TWO
THE ARGENTINE CASE ASAN ILLUSTRATION OF
CRISIS, INSTITUTIONS, & REFORM

Argentina, dueto its history and to the workings of its pdliti cd institutions (its high-level
ingtitutional endovment, RH), is a padlity in which cooperative intertemporal agreements
are very hard to redize. Because of this, even the reform processof the 199Gs took very
idiosyncratic charaderistics. These charaderistics, ontop d the maintained incgpadty to
strike the intertemporal agreaments necessary to implement good pdi cies, together with
several shocks to which the system was unable to adjust, leal to the (largely endogenous)
crisisthat is gill unfolding at the time of this writing. From the paint of view of this
diagnastic, it isnot very likely that the magic of “Crisis, Reform, and Living Happily
Everafter” will operate thistimein the Argentine cae.

In sedion VI, | describe very briefly an applicaionto Argentina of the framework of
analysis simmarized in sedionV. | argue that some very undesirable properties of pulic
paliciesin Argentina ae the outcome of a generali zed incgpadty to redize dficient
intertemporal pdliti cd transadions. That incgpadty, in turn, is condtioned by the high-
level institutional endowvment of the wuntry (RH). In sedionVII, | combine those
charaderistics with some of the spedfics of the 1990sin order to understand Argentina' s
trgjedory from crisisto reform to crisis again.

VI. Detour: The Workings of Political I nstitutions, the Policy Process, and Public
Policiesin Argentina

In Spill er and Tommasi (2001) and Bambaa, Spill er and Tommasi (2001) we charaderize
pulic pdiciesin Argentina a having the foll owing feaures: (i) puldic pdiciesin
Argentina ae oftentimes too vdatil e, being changed too easily with (sometimes minor)
changesin pditi cd winds; (ii) oftentimes, predsely to avoid that oppatunistic volatility,
rigid mechanisms are put in paceto instrument long term palicies (ill ustrated by the
Convwertibility example); (iii) thereis poa coordination among diff erent governmental units
operating over interrelated pdicy arenas (among levels of government in the federa
structure, anong departments within a given level, among subrationa governments); (iv)
some welfare enhancing reforms are not instrumented; and (v) there is underinvestment in
cgpadty building for improving public palicies.

All of the eowve feaures, in turn, could be explained as the non-cooperative outcome of an
intertempora policy game with conflict of interests and alternationin paver. (Formal
versions of this gatement are provided in Saporiti, Spill er and Tommasi, 2002,andin an
applicaionto federa fiscd gamesin Tommasi, Saiegh and Sanguinetti, 200). Non-
cooperative ajuili brium play leads enading coaliti ons and individual padlicy makersto
behave oppatunisticadly. (Individual oppatunism leadsto poa coordination). To proted
themselves from such oppatunism, adors embed rigiditiesinto pdicies, restraining not
only oppatunistic adions, bu aso efficient adjustments —thase two elements canna be
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separated due to the necessary incompletenessof legislative antrads. Closer to the main
focus of this paper, most relevant reforms have an intertemporal path of implementation
which is open to oppatunistic moves, and the anticipation d such future moves, often
derail sreform eff orts from the very start. Finally, in an environment of weak pditi cd
property rights, adors (legislators, subretiona eleded dficers, bureaucrats) do nd invest
in cgpadtiesthat could leal to better palicies.

Having establi shed the defedive properties of Argentine pulic padlicies, and having argued
that such properties could be explained as the non-cooperative outcome of a palicymaking
game, the next step isto explore why isit the cae that noncooperationis the outcome of
such game. Or, in ather words, we need to describe which is exadly the padliti cd game
played to build pubic pdiciesin Argentina.?®

To dothat we can use the dstrad elements condicive to more or lesscooperationin the
intertempora policy game hinted in the previous edion. Argentinais afederal courtry,
with a Presidentiali st and Bicameral structure in its federal (“national”) government. This
leads to a naturall y fragmented pditi cd system (afragmentationincreased by eledora
medhanisms), in which several adors have to agreein arder to instrument padlicy (changes).
Such “large N” would require that several other institutional fegures be dignedin
particular waysin order to fadlit ate dfedive palicymaking. Unfortunately, these other
“variables’ have taken the wrong valuesin Argentina.

For historicd plus constitutional reasons (including eledoral rules broadly defined,)*® key
paliti cd adors have tended to have short horizons in their pdliti cd interadions. An
unfortunate history of repeaed military “interruptions’ from 1930to 1983made short-
termism the natural strategy for most paliti ca players.® This history left an imprint in the
adions and expedations of many relevant adors, andin lower level ingtitutions (such asthe
internal organization d Congress the Bureaucracy, and federal fisca arrangements), that
still | eads hinders cooperation aimost two decales after the last military government. But
short horizons of key players come nat only from the interrupted democratic history, bu
also from some more structural feaures. For instance eledoral medhanisms (including
intra-party mecdhanisms for seleding candidates), lead to national |egislators that spend
short spellsin Congress and that are not too invalved in tedhnicd aspeds of national
palicy making, or in bulding strong congressonal institutions, or in supervising the
administration 3

29 For brevity, we focus here on formal politi co-institutional adors: President, Ministers, Legislators,
Provincial Governors, party leaders, bureaucrats, etc. A more complete description should include other
adors such as unions, businessasociations, and other socioeconomic adors relevant for the policy game.
Also for brevity and simpli city, we focus here on the transadional problems among politi ca representatives,
leaving aside the quality of representation (i.e., the democratic principal-agent problem).

30 SeeElster (1995.

31 For simplicity, | am implicitly treaing the “milit ary spells” as exogenous shocks, although they were
endogenous to some underlying forces as well asto aspeds of the workings of the politi ca system during
democratic times.

32 The workings of Congressand their determinants (mostly eledoral incentives plus me legisative
prerogatives of the exeautive) are analyzed in Jones, Saiegh, Spill er and Tommasi (2001) and (20018.



The sub-national eledoral connedion makes (the 24) provincial governors very important
adorsin national pdliti cs, since governors are the pdliti ca bosses of national |egidlators.
Thisinteraas with afairly perverse federa fiscd system, which makes provincial finances
heavily dependent on dedsions taken in the center. Sincethe national exeautive has a
number of legislative and budyet oppatunities for “unil ateral moves,” thisleadsto arather
short-sighted and oppatunistic exchange of money for votes, leading to a perverse aiss
crossng between puely national legidlative issues and intergovernmental financia
arrangements.

Congressis not the aenawhere key pdliti cd bargains are struck; it ismore an ouside value
or bargaining threa, where initi atives could be vetoed if thereis nat aprevious
“arrangement.” But then the key exchanges take placein arenas that are far less
institutionali zed than parliaments (often medings of the president or national ministers with
provincial governors). Thisdoes na fadlit ate the enforcement, and hencethe agreement,
of efficient and transparent padlicies.

Furthermore, other possble enforcement techndogies, such as an effedive judicial
enforcement, or delegation to a qualified and independent bureaucracy are not avail able
either. laryczower, Spill er and Tommasi (2001) explain the relatively weak enforcement of
paliti cd bargains provided by the Supreme Court, as a @nsequence of the Court’ s history.
Bambaa et a (2001) charaderize the Argentine bureaucracy as compaosed of an
irresporsive and poaly qualified low-level permanent bureaucracy, and a calre of very
short-lived higher-level pdliticd appantees, and explain those fedures as deriving from the
lack of any long-term principal, mostly due to the wegnessof Congress

To summarize, puldic pdlicies (independently of their title) have several undesirable
properties; thisisthe outcome of lad of intertemporal cooperation among paliti cd adors;
which in turn derives from Argentine history and higher level pdliti cd institutions (RH).
Now we ae realy to come bad from the detour, in order to look Lriefly into Argentina's
trajedory in the 1990s in the light of the main isaues of this paper.

VIl. Criss, Reform, and Crisisagain. The Argentine case

1. TheFairytale

Argentinain the ealy part of the 1990 s was fortunate enough to undergo a process $milar
to (most of) the schematic 13-steps of sedionlll. There was a deg econamic aisis,
including hyperinflation and loating (with powerty climbing to atotally unprecedented

47 .3% of the popuationin October of 1989.3® That crisis was interpreted as the terminal
stage of the inward-looking, state-led, fiscdly irresporsible model of previous decales; its
timing coincided with demonstration eff eds from other developing courtries, abundant

33 A number that has not been reaced yet in the midst of the terrible 2002crisis, although it might be aound
the corner.

1€



international fundng and advice as well as areasonable anournt of consensus among
domestic emnamists onthat diagnostic and onthe general diredionthat away out was
suppacsed to take. There was a pdliti cd leader who foundin his best interest to stee such a
market-oriented reform process He had the ingtitutional resourcesto cary it through,
including the benefit of some eplicit delegation medhanisms as a wnsequence of the
crisis. So that Argentina underwent a very fast and profound pocessof econamic

li berali zation, which included widespread privatization o puldic enterprises, substantial
trade liberali zation, deregulation o several markets, some tax reforms, and avery
succesdul inflation stabili zation dan which lowered inflation from 4923% in 1989and
1343%in 1990to 7.4%6in 1992and 3.9%6 in 1993,and which lead from negative growth in
the 1980 to more than 60% cumulative growth in the 19905 (even including the severe
downturn started in mid 1998,as well asthe Tequila aisisof 199495)

2. Some Catches

Even though the Argentine case has been considered a salient case of radicd and
unconstrained reform, a doser scrutiny of the process $iows that the building and
maintenance of suppat for the reformsinvolved severa deviations from an “idedized”
reform blueprint, and that those deviations (which left an important imprint on the
eaonamy) were mndtioned by idiosyncrasies of padliti cd institutions and pditicsin
Argentina.* Furthermore, even those reforms which were adually undertaken, were
“dore” in speafic ways, also derived from idiosyncrasies of the Argentine paliti cd
eanamy, and which also cast along shadow onlater events.

Argentina underwent an important transformation in intermediate-level institutions
(whether utiliti es are private or pulic, for instance), atransformation o such magnitude
that caught the world’ s attention. Y et, there was no transformation in the more
fundamental institutions (RH) which are the degoer determinants of how padlicy in the
utility seaor works, be that as dired provision through pulblic enterprises or as regulation d
the newly private firms.

Thefad that the degoer determinants of the palicymaking game had na changed was
refleded in the precise manner in which these transformations were instrumented. Asan
example, there were dl egations of corruptionin the privatization process where utiliti es
went to the hands of some of the same e@namic groups which have been the inpu
providers of the State monopdies, as away of buying the suppat of thase businessgroups
for the overall reform process Furthermore, the quality of the ensuing regulatory
framework for privatized utiliti es was uneven and guestionable, also for reasons relating to
the degoer workings of pdliti cd, administrative, and judicial institutions in Argentina
(Abdaa and Spill er, 200Q. This highlights again ore of the points | have been stressng:
the detail s of pdlicies (how you regulate) are perhaps more important than the grand titles
(“privatization”).

%4 The emnomic and politi ca detail s of the reform processare narrated in Bambad, Saront and Tommeasi
(2002.
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The pdiiti cd instrumentation d the reforms could be described as a “vote-buying” strategy,
inwhich pivotal playersfor the government coaliti on receved substantial benefits and
exemptions throughou the reform process(Bambad et al, 2009. The key pivotal adors
were several provinces, mostly from the badkward periphery, some union leaders, and some
businessgroups. These mncessonsin timing and design left an imprint that included:
insufficient fiscd reform, spedally at the provincial level, insufficient labor market reform,
no reform of the hedth sedor (which is very inefficient and source of important rents for
the unions, some provincial adors, and some business £dors), and no(deep) reform of the
very distortive federal fiscd arrangement.®

Furthermore, even the reforms that were instrumented took very peauliar forms, a'so
dependent upon pditi cd and historica feaures of Argentina. | aready referred to the
example of privatization. Let me focus on monetary / exchange rate / stabili zation pdicy.
The oornerstone of reform in that redm (and the @rnerstone of the whole padkage) was the
Conwertibility Law, establi shing one-to-one conwertibility between the peso and the ddll ar,
in effed eliminating (almost) any monetary or exchange rate policy. Neeadlessto say, that
very pealliar padicy choicehad alot to bea with the events 10 yeas later lealing to the
terrible aisiswe ae witnessng these days. Yet, for al the dhegp criticism at the regime by
“airplane eonamists,” there was a profoundlogic to that regime dhoice andto its (ex post,
very costly) maintenancethroughou the 90's, alogic that again is grounded in the detail s
of Argentine pdliti cd institutions and history, mainly on the inability of the Argentine
pality to instrument discretionary paliciesin nonoppatunistic ways.®

3. Fast Forward: The End of the Sory

Thefirst Menem government (19831995 undertook the reforms in the manner described
abowve. After changing the Constitutionin 1994 Menem wasrededed in 1995. In his
secondterm no important reform measures were taken. In particular, nochangein deep
institutions occurred, and measures were not taken in the redm of maaoeanamic padlicy
that could have prevented the later disaster.®’

%5 For brevity | am narrating asiif the Washington Consensus reform blueprint is the metric from which we
measure deviations. Of course, thisis an oversimplification, and my previous point that there ae no effedive
universal blueprints $ould be kept in mind. (See &so Acuiia and Tommasi, 2000. Still, the WC blueprint
was the “padkage” being played through this process perhaps for the “signaling abroad” reasons argued in
Mukand and Rodrik (2002 and Mukand (1999, in combination with the bunding/oversimplification reasons
suggested here.

% Aningtitutional change cmplementary to Convertibility was the reform of Central Bank charters to make it
an independent institution. Unfortunetely, the first time that Central Bank independenceredly colli ded with
the Exeautive will , the Central Bank president was dismissed on the basis of some doubtful acasations of
wrongdoing. This proves my point of the dependence of lower level ingtitutions sich as “central bank
independence” (RM) on higher level politi cd institutions, such asthe caadty to enforce such independence
(RH). For an applicaion of the same logic to fiscd rules, seeBraun and Tommasi (2002. For related
thoughts with regards to monetary ingtitutions, seeL.ohmann (2000 and references there.

37 For an excel ent acount of the dynamics of the Argentine eonomy seePerry and Servén (2002).
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The Argentine eonamy in the late part of the 1990 s garted to show some of the
limitations and inconsistencies of the overall maaoemnamic framework, and was subjed
to anumber of large shocks.®® (Also, the social situation, including unemployment,
deteriorated substantially since 1992. The hard peg impaosed a protraded deflationary
adjustment in resporse to the depreaation d the auro andthered (currencies of most of
Argentine foreign trade), the terms of trade shocks and the capital market shock of 1998,
leading to an important overvaluation d the arrency and arapidly deteriorating net foreign
asset pasition. Such imbalances were aygravated by wedk fiscd management, espedally
after 1995 (Perry and Servén, 2003. The neal to addressthe rising concern with solvency
—given alarge debt, awedk primary fiscd balance and low growth —lead to tax hikes and
budget cutsin 2000and 2001that degoened the e@namic contradion. The caital flow
reversal and increased risk premium in 2001amplified these problems by requiring alarge
external current acoun adjustment.

Given the dosenessin time of the events described in this subsedion, the treament hereis
very brief and sketchy. (It draws onan orgoing reseach agendawith Sebastian Gali ani

and Daniel Heymann.) The explanationfor the ladk of adequate palicy resporseisin large
part pdliti cd, along the lines suggested here, but it also contains important elements of
difficult palicymaking games, even under the sssumption o a benevolent government. The
palicy moves that might have helped to all eviate the future wsts of a aisiswere very likely
to bring the aisisforward intime. Inthe second half of the 1990sit was arazor’'s edge
cdl to deade what to do.Poaliti cd institutions and (myopic) pdliti ca incentives did the rest
of the job.

The Argentine padlity showed, orce ajain, adeq incgpadty to cooperate to generate the
adjustments that might have prevented o at least morigerated the dfeds of the aisis.
Some of the detail s of the de la RlUa alministration (Decamber 1999 Deceanber 2001) and
itsfall are very ill ustrative of this point. One salient asped of that wastherole plaid by
provincia governors, and by a perverse game of chicken between the province of Buenas
Aires and the national government, the two largest fiscd playersin the courntry (Tommasi
2002 aescribes in some more detail the dynamics of the federal fiscd and pditi cd game
leading to the aisis).

On December 20 President de laRuaresigned in the midst of popuar protest of the midde
clasees whose bank deposits had been blocked, and o (partly sportaneous, partly organized
by the pdliti cd madhinery of the province of Buenaos Aires) locting of supermarkets and
other stores. Hewas sicceeled by a mupe of temporary figures until January 1% 2002,
when Eduardo Duhalde (the peronist caudillo of Buenaos Aireswho hed lost the dedionto
delaRua) was named president by Congress Default onthe government debt was
dedared the last week of December, and the peso was devalued (without any solid
aternative plan in mind) by the Duhalde alministration upontaking office

%8|t also had the unlucky timing o falli ng into a onfidence gisisat the timein which the U.S. (and hencethe
multil ateral organizations) dedded to toughen its gancewith countries undergoing financial crisisthat were
(in goad part) the outcome of domestic “misbehavior.”



By then, the aisis had escdated to afull-blown pditi cd and socia crisisin the broader
sense (mentioned in the first part of the paper) of a disintegration o some basic aspeds of
the socia contrad. At this paint, dmensions that we have dhosen to ignore in the simplified
acount of Part One, beaome operational. We ae nat witnessng just an econamic aisis,
but a new rupture of the Argentine social contrad, which is  fragil e that in the last decale
it was tied to a particular exchange-rate regime. It istoo ealy, and the situationistoo
volatile (it is not even obvious that the airrent president will | ast until the scheduled timein
2003, to make any predictions at thistime. The game is open again at the level of
eaonamic padlicies and intermediate institutions (will the eonamy be dosed again? will
privatized companies be nationalized?).>® According to some people, the aisisis  deep
that the higher-level institutional game might also be open. By the reasoning that |
emphasized in thefirst part of the paper, it isfar from obvious that the adual choices, at
any given level, will be the best ones.*°

Table 2 summarizes in a sketchy way, the dynamics foll owed by Argentina throughou the
90 swith regards to the aisis and reform “paradigm.”

<Table 2>

CONCLUSION

The purpose of the paper was not to argue that crisisisirrelevant for reform. There ae
circumstances under which you might be “stuck” until some form of crisis might change
the equili brium play of the game, or even change the game, in apasitive way. But the
paper presents evera caveds. The 13 steps from crisisto happinessdescribed in Sedion
[11 represent avery spedal set of circumstances, and make several impli cit assumptions that
are often na true. Furthermore, the reformsto which the fairytale refers are not the degpest
level institutional reforms.

Also, the detail s of pdlicies are perhaps more important than their titles. Andthose detail s
are wndtioned by the workings of the deeper pdliti cd institutions of the courtries. As

ill ustrated in the Argentine cae, the reforms derive feaures from the underlying policy
game. Thisin turn, condtions the (stochastic path of) future successof the pdlicies, and
refleds the fad that underlying paliti cad games might still remain the same than those that
generated inefficient paliciesin thefirst place Both channels point to pdential
vulnerabiliti es of the system. In the Argentine case, those vulnerabiliti es manifested
themselves afew yeas later, and in the faceof severe shocks the Argentine pality was
unable to adjust, leading to this“secndcrisis.” It isnat obvious that the 13 magicd steps
might be operational this next round onthe wntrary, severa condtions em to pant in
the wrong diredion.

%9 The latter may come aout not too much because of avigorous public choice, but because private operators,
espedally foreign ones, are running away scared by the aurrent scenario. It has pretty much aready happened
in the banking sedor.

% Once again, it isnot an easy businessto define what are exadly the best choices. Yet, | venture to say that
some of the choices that seam to be on the table these days are dealy not goad.

2C



That isto say, the “wisdom” developed duing the “modern econamic reform movement”
might not be that useful for this new round d crises. Furthermore, some of the paliti cd
and marketing strategies adopted in the previous roundmight badkfire now.

I concur with several authors who have been emphasizing the importance of “good
institutions’ to produce good pdi cy outcomes, including palicy reform when necessary. |
suggest a particular way of operationali zing what “goodinstitutions” mean, those that
fadlit ate intertemporal paliti cd cooperation. Such institutions can help avoid the oycles of
crisis and (short-lived) reform. Asthe Argentine cae ill ustrates, crises are partly
endagenous to bad institutions, to some extent independently of the titl e of the spedfic
pdiciesin pace

It isnot the pdicy, it isthe pdlity, stupid.
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Table1: The Good, the Bad, and the Ugly asa Responseto a Crisis

Right No Reform| Wrong
Reform Reform
Crisis good bad ugly

No-Crisis
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Table2: The Good, the Bad, and the Ugly in Argentina

90's)

Right No Reform| Wrong
Reform Reform
. Menem | delaRua Today?
Crisis (ealy 90's) (20022001) — (2002
|
NO-Crisis Menem Il (I ate
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