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In com m on fo l k l ore , econ omists never lose

an opportu n i ty to exalt the vi rtues of

com peti ti on , l a beling any devi a ti on as an

a bu s e , a loss or, i n deed , the opening of the “road

to serfdom .” But look cl o s er: one can actu a lly

find econ omists who use perfect ly standard

economic theory to show that sometimes more

competition may not be in the interest of the

common good. Juan Flores’s talk at CLAS on the

1890 Ar gen tinean financial crisis and default is

a good example of this app a ren t ly icon ocl a s ti c

po s i ti on .

The Ar gen tinean crisis has of ten attracted the

i n terest of econ omists for three main re a s on s .

Al t h o u gh a nati onal cri s i s , the fact that it severely

endangered the stability of the main financial

cen ter of the ti m e , Lon don , s eems to have

a f fected the way in wh i ch the intern a ti on a l

capital markets operated. Some authors have

even called it a watershed event. After 1890, the

question of information gathering on a debtor’s

ability to pay, and of its dissemination, was taken

more seriously by the markets. Secondly, in an

integrated system, disturbances at the center are

likely to spread to all parts. This was the case in

1 8 9 0 , wh en what started as an Ar gen ti n e a n

problem was ev entually adversely felt in such

disparate places as India and Australia. In other

words, the Argentinean crisis is also seen as an

e a rly case of “con t a gi on ,” a probl em that more

recen t ly loom ed men ac i n gly in the financial

crisis of Mexico, East Asia and, again, Argentina.

And finally, the Ar gen tinean default of 1890 is

t a ken , as are many others du ring the same

peri od , as a ben ch m a rkto eva lu a tethe competing

plans for redesigning the international financial

architecture, with a view of making crises less

common or, when they occur, less disturbing to

the global capital markets.

Juan Flores’s paper and talk offer an interesting

con tri buti on to this deb a te by inqu i ring into

the causes of the cri s i s , and by put ting them in

the con text of the intern a ti onal debt market on

the late 19th cen tu ry. Trad i ti onal theories on

the ori gins of the crisis have a typical macro-

economic bent, i.e., they blame some sort of

imbalance in the main economic aggregates of

the Ar gen tinean econ omy, be it the balance of

p aym en t s , the bu d get deficit or the mon ey

su pp ly. Com pelling as they may be , as Juan Flore s

com m en t s , these earl i er analyses leave a nu m ber

of u n a n s wered qu e s ti on s . In parti c u l a r, t h ey do

not fit with the timing of the cri s i s , because many

of the mac roecon omic imbalances were already

observable three years before the actual crisis

began. Short of dismissing foreign investors as

irrational, because they saw the crisis coming

and yet did nothing to protect their investments,

we need a better story.

A more convincing ren dering of the fact s ,

toget h er with an analytical fra m ework to
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i n terpret them , is precisely what Juan Flores’s

provi des in his paper. In marked con trast to

previous ex p l a n a ti on s , the aut h or con cen tra te s

on the microecon omic dimen s i on of the cri s i s .

Inp a rti c u l a r, he shows that there was a con n ec-

ti on bet ween the timing and sequ en ce of even t s

leading to the crisis and the industrial structure

of the market for financial intermediation.

The international market for sovereign debt

was fraught — as it still is — by a compound of

what economists refer to as market distortions,

i.e., objective conditions in the market structure

that warn against a competitive solution. In an

i deal com peti tive set ti n g, i n form a ti on should

be acc u ra te and ef fortless to acqu i re . Su ch

was obvi o u s ly not the case in the soverei gn

debt market in the 1880s. The ga t h ering of

i n form a ti on on po ten tial debtors and the

monitoring of their actions was both costly and

pro tracted , wh i ch made inform a ti on a stra tegi c

a s s et that financial interm ed i a ries could use to

t h eir adva n t a ge . This natu ra lly cre a ted a situation

favorable to market concentration along the

lines of long-term relationships. That is, instead

of h aving com peti tive ten ders for every debt

i s su e , s overei gn govern m ents typ i c a lly establ i s h ed

a privileged relationship with one banker who

got a virtual monopoly in the placement of the

country’s debt. In return, the banker had extra

incentives to monitor the debtor, since the rents

from superior information would not be diluted

through competition.

This was the case of Ar gen tina who had

m a i n t a i n ed a lon g - term rel a ti onship wi t h

Baring Brothers, one of the main merchant

b a n kers in Lon don . Because inve s tors knew of t h i s

rel a ti on s h i p, t h ey bo u ght Ar gen tinean bon d s ,

wh i ch were placed in the Eu ropean market s

t h ro u ghBa ri n g. They trusted in the incentives of

Baring to collect accurate financial information

on Argentina, and so considered Argentinean

bonds as a safe application of their funds.

This market structure was, however, shattered

by the penetration of new competitors that tried

to displace Baring from its dominant position in

the Argentinean business. In the early 1880s

French and German banks started to compete

with Baring for the placement of Argentinean
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bonds. Nevertheless, and this is the main point

of Flores’s argument, “this fact did not change

the market’s percepti on that Ba ring was

Argentina’s monitoring institution.” The new

com peti tors left it to Ba ring to con ti nu e

providing the implicit “certi f i c a te of qu a l i ty ”

of Argentinean debt, while driving Baring away

from the market by of fering the Ar gen ti n e

government increasingly better conditions for

the placement of the debt. In a world without

i n tern a ti onal financial insti tuti ons su ch as the

In tern a ti onal Mon et a ry Fund (IMF) or

sophisticated rating agencies, this combination

of events eroded Baring’s incentives to monitor

Argentina. An increase in competition, although

benefiting the debtor country over the short run,

led to a worsening of the informational basis of

the market because it allowed new competitors

to free ride on Baring’s reputation.

It is this com bi n a ti on of u n a l tered market

percepti ons and incre a s ed com peti ti on that

allows Juan Flores to explain the simultaneous

deteri ora ti on of Ar gen ti n a’s mac roecon om i c

f u n d a m entals thro u gh o ut the 1880s and the

i m provem ent in the con d i ti ons under wh i ch

the government could place its debt in the inter-

national markets of London, Paris and Berlin.

This approach overcomes the timing conu n d ru m

of traditional macroeconomic theories of the

crisis.

In order to test his hypo t h e s i s , the aut h or

compiled a detailed database of debt contracts

s i gn ed by Ar gen tina du ring the 1880s. The

evi den ce con clu s ively su pports the aut h or ’s

i n terpret a ti on and shows that debt con tract s

disputed by more banks yielded better results (in

terms of price paid and risk shared) to the

Argentinean government even in the last three

years of the decade when Argentina’s financial

po s i ti on became more om i n o u s . As a benchmark,

the author also compares the Argentinean debt

contracts to the contracts concluded by Chile

and Brazil — two countries that did not break

the privileged relationships with their bankers

— during the same period. Despite having worse

f u n d a m entals than these two co u n tri e s ,

Argentina ended up getting similar deals in the

debt market.

In con clu s i on , Juan Flore s’s re s e a rch commends

itself both by the compelling reinterpretation of

the 1890 Argentinean episode and by the policy

i m p l i c a ti ons for the reg u l a ti on of f i n a n c i a l

m a rket s . In the market for soverei gn debt ,

competition may be too much of a good thing,

although today the existence of international

agencies that monitor borrowing governments,

both in the public (IMF) and the priva te

sectors (rating agencies), compensate for the

informational disadvantages of competition.
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