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1. Introduction

The impact of the liberalization of international financial markets on the scale of cross-border
capital flows has become an increasingly familiar tale. Y et the extraordinary growth of
international capital flows in recent years makes it atale worthy of re-telling. It is the product of
the most important systemic transformation of the world economy since the establishment of the
new world order at the end of World War 11. The current and potential impact of the explosion in
international capital flows on the organization and operation of developed and developing

economies demands detailed evaluation. It isthe key to the world’s economic future.

The Scale of Capital Flows

In 1973 daily foreign exchange trading around the world varied between $10 billion and $20
billion per day. On 1st January 1974, the United States abolished all restrictions on international
capital movements, following the same move by Canada, Germany and Switzerland during 1973.
Britain scrapped all controls in 1979, Japan in 1980, France and Italy in 1990, and Spain and
Portugal in 1992.

Following the abolition of controls the volume of international capital flows has grown
exponentially. During the 1970s foreign exchange trading led the way. By 1980, according to the
Bank for International Settlements (BIS) (1993), foreign exchange trading had reached a daily
average of $80 hillion, and the ratio of foreign exchange trading to world trade was about 10/1.
By 1992, daily trading averaged $880 hillion, aratio to world trade of 50/1. In 1995 daily trading
averaged $1260 billion, aratio to world trade of nearly 70/1, equal to the entire world's official
gold and foreign exchange reserves (BIS, 1996). These figures are for an average day’s trading
and will be greatly exceeded on days of high activity, such as the days of September 1992 when
the pound sterling was forced out of the European Exchange Rate Mechanism (ERM) and the
French franc was under sustained speculative attack. Asis clear from Table 1, by far the greatest

part of currency trades were very short run. Given that the vast mgjority of trades are not for the
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finance of trade in goods or services or long term investment, these short term trades must be
based on expectations of gain derived from changes in the value of financial assets. In the

broadest sense, they are speculative.”

Table 1. Maturity of Net Global Foreign Exchange Transactions,
April 1992 and April 1995 (percentages)

X = number of days maturity

SPOt™ e, Forward.........cooveevenn..

XE?2 2<XET7 7 <x £ 365 365 < x
1992 47.3 33.9 18.2 0.6
1995 43.5 38.1 175 0.8

Note: a. Single outright currency exchanges with cash settlements within two business days.
Excludes the spot leg of swaps. b. Swaps, outright forwards traded on exchanges or "customized"
and currency options at their notional value. Cross-currency swaps of interest and amortization
instalments not included.

Sources: BIS (1993), BIS (1996).

In the 1980s it was the turn of the international bond markets. From 1983 to 1993 total cross-
border (cross-currency) sales and purchases of United States Treasury bonds rose from $30
billion to $500 hillion. Sales and purchases of bonds and equities between foreigners and United
States residents rose from 3% of United States GDP in 1970 to 9% in 1980, to 135% in 1993.
Over the same period, cross-border securities transactions in the United Kingdom rose from
"virtually nothing" to more than 1000% of GDP. Woodall (1995) cites an IMF estimate that "total
cross-border ownership of tradable securities in 1992 was $2,500 hillion™.

The growth in trading has been accompanied by a growth in the stock of international bank
lending, from $265 billion in 1975 to $4200 billion in 1994. The McKinsey Global Ingtitute

1 "Speculative" trades may be made in hope of capital gain, or to hedge against potential capital
loss, or to seek gains by arbitrage.
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estimates that the total stock of all financial assets traded in global (i.e. open) markets rose from
$5,000 hillion in 1980 to $35,000 hillion in 1992, equal to twice the GDP of the OECD countries.
By 2000, McKinsey forecasts that the stock of globally traded assets will have reached $83,000
billion, about three times OECD GDP (Woodall, 1995).

It is no accident that the explosive growth of international capital flows coincided with the 1973
collapse of the Bretton Woods system of fixed exchange rates. Apart from comparatively rare
realignments, fixed rates offered only the profits of limited arbitrage. The fluctuating rate system
that took its place stimulated capital flows with a powerful cocktail of the carrot of speculative

profit and the stick of financial risk, laced with the proceeds of extensive arbitrage.

To an important extent, profit-seeking speculation is an inevitable outcome of the abandonment of
fixed rates. Under the Bretton Woods system, there was little profit to be had in speculation, since
currencies moved only in very tight bands, apart, that is, from the very occasional changein
parity. Indeed, the Bretton Woods system provided quite remarkable stability. For example, the
core currencies of the European Monetary System, locked together in the 1980s in the ERM,
were less stable in relation to one another than they had been during the 1950s and 1960s. In the
face of Bretton Woods stability it was not worthwhile creating the infrastructure of large scale
currency dealing facilities with which we are familiar today - even if the contemporary regulatory
structures had not placed significant barriersin the path of capital flows. Nonetheless, in the
1960s growing speculative capital flows and the consequent pressure on fixed parities, notably the
dollar price of gold, played alarge part in the demise of the Bretton Woods system (Triffin, 1960;
Black 1987; De Grauwe, 1987). But once Bretton Woods had collapsed and significant
fluctuations in exchange rates became commonplace, then opportunities for profit proliferated,
regulatory structures which inhibit flows of capital were challenged as "inefficient” and "against
the national interest”, and the modern infrastructure of speculation was constructed.

The incentive to deregulate international capital flows was powerfully reinforced by the need to
hedge against the costs that fluctuating exchange rates imposed upon the private sector. Under
the Bretton Woods system, foreign exchange risk was borne by the public sector. With that
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system’'s collapse, foreign exchange risk was privatized.

This privatization of risk imposed substantial strains on the domestic and international banking
systems. The need to absorb and cover foreign exchange risk demanded the creation of new
financial instruments, which in turn required the removal of many of the regulatory barriers which
limited the possibilities of laying off risk, and a restructuring of financial institutions. Combined
with other domestic pressures for the removal of financial controls, the collapse of Bretton
Woods was a significant factor driving the world-wide deregulation of financial systems.
Exchange controls were abolished. Domestic restrictions on cross-market access for financial
Institutions were scrapped. Quantitative controls on the growth of credit were eliminated, and
monetary policy was now conducted predominantly through the management of short-term

interest rates. A global market in monetary instruments was created.
The "Official" Position on Capital Controls

With the appearance of the new global financial market came an equally fundamental shift in the
official assessment of the value of capital controls.

The liberalization of international capital movements was not one of the objectives of the 1944
Articles of Agreement which established the International Monetary Fund (IMF). The goa of
convertibility was associated with current account transactions alone. Indeed, debate at the
Bretton Woods conference revolved around whether Article VI of the Articles of Agreement
should not merely permit the imposition of capital controls but also should require the IMF and
other countries to assist in the enforcement of any member’s controls against capital flight. This
had been Keynes's objective from the first draft of his plan for a Clearing Union. In due course,
pressure from the US Department, the Federal Reserve Bank of New Y ork, and Wall Street
bankers resulted in the adoption of the compromise embodied in Article VI 2 Under that Article,

2. Keynes had the support of the United Kingdom Treasury and the Bank of England. Initially,
Harry Dexter White and the US Treasury supported Keynes’s position, but the American position was
watered down under pressure from Wall Street (Helleiner, 1994).
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member states are allowed to impose permanent controls and the IMF is required to ensure that
its credits are not used to fund capital flight, but neither the Fund nor other countries have any

obligation to assist in the enforcement of a country’s capital controls.

The IMF's practice today is exactly the opposite of both the letter and the intent of Article VI.
Not only is IMF lending now conditional on measures which enhance the attractiveness of
borrowers to international investors (including the lifting of capital controls), but aso IMF
assistance has been provided explicitly to enable countries to withstand capital flight without
imposing controls. The IMF reaction to the 1994 Mexican crisis is the most dramatic example of
this approach. In order to eliminate the contradiction, the Fund's managing director, Michel
Camdessus, has proposed that Article VI be revised. In its place would be a requirement that the
currencies of al member countries be freely convertible for all capital transactions in order "to
lock in the freedom of capital movements already achieved and encourage wider liberalization"
(Camdessus, 1994).

The World Bank has also become active in the encouragement of capital market liberalization. Its
affiliate, the International Finance Corporation, is fostering stock market development in
developing countries and encouraging them to open their capital markets to foreign portfolio
investment (Sudweeks, 1989). The encouragement of the growth of stock marketsisa
fundamental pillar of the World Bank’s proposals for pension reform (World Bank, 1994; Singh,
1995).

The change in the practice of the Bretton Woods institutions reflects a change in the conventional
wisdom. The experience of the Great Depression had led Keynes (1933, p. 236) to argue, "above
all, let finance be primarily national", a view which was maintained in the Bretton Woods
negotiations not only by Keynes but by White, too. Today, however, the belief that a freeing of
capital flows would be "efficient”, that it would bring about the convergence of long term interest

rates and optimize the global allocation of capital, has been accepted by even the most careful
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commentators.® For example, in considering Richard Marston's demonstration (1993) that in
Britain, Germany and the United States "capital controls imposed during the Bretton Woods
period led to large covered interest differentials’, Barry Eichengreen (1993, p. 626-627)
comments. "Post-World War 11 capital controls were a potential source of allocational
inefficiency. Thus, there was nothing particularly admirable about financial market performance
under Bretton Woods' (emphasis added). Paul Krugman (1993, p. 540) is more equivocal: "The
capital controls of the Bretton Woods era may not have made a good deal of sense - but then the
free capital flows of our own time do not make much sense either.”

What is lacking on both sides of the argument are clear criteriafor the evaluation of the impact of
liberaization. In Section 2 of this Report, the impact of international financial liberalization is
assessed in the light of an explicit list of claimed benefits. It is found that empirical evidence, with
respect both to developed and developing countries, is not supportive of these claims. Section 3
contains an analysis which seem to accord more closely with the facts and an assessment of the
impact on public policy, while Section 4 examines the impact of financial liberalization on the
private sector of the real economy.

3. Less careful writers simply assume what should be proved. For example, Blundell-Wignall and
Browne (1991) begin an examination of the macroeconomic consequences of financial liberalization with
the statement: "... it is a premise of this study that financial liberalization is an important step toward
better-functioning market economies”.



2. Assessing the Experience of Liberalization
Criteriafor evaluation

The argument that liberalization will enhance economic efficiency derives from some basic
propositions in economic theory. Before turning to an examination of the facts, it may be useful to
consider that theoretical framework, within which the experience of liberalization is typically

presented.
Theoretical Arguments for the Efficiency of Liberalization

Implicit in virtually al arguments in favour of liberalization is the first part of the Fundamental
Theorem of Welfare Economics (that competitive markets yield Pareto optimal equilibria)
combined with the Efficient Market Hypothesis (that financial markets use information
efficiently).

The argument that competitive markets are "efficient”, and hence that capital controls are
"inefficient”, rests on the Fundamental Theorem, even though the concept of Pareto optimality has
well-known limitations. A corollary of the same argument proposes that, in the absence of
distortions, economies typically operate at or near full capacity, at the "natural rate of
unemployment”. The Fundamental Theorem presumes a perfectly competitive economy, with no
externalities, in which consumer tastes are innate and the economy is aways in equilibrium (Graaf,
1957). If these conditions do not hold, then the conclusions of the theorem do not hold. Nor isa
partial fulfillment of these conditions necessarily superior to their total absence (Lipsey and
Lancaster, 1956; Bohm, 1987). The associated Pareto criterion famously ignores all issues of
distribution. An economy in which one individual is fabulously rich whilst others live in grinding

poverty may be Pareto optimal”.

4. If no one can be made better off without someone else being made worse off, then an economy is
said to have reached a state of Pareto optimality. Moreover, the so-called Third Theorem of Welfare



The Efficient Markets Hypothesis portrays financial markets as efficient gatherers and transmitters
of information (Malkiel, 1987). When that information includes knowledge of the "true"

behaviour of the economy ("the fundamentals"), then financial assets embody the true value of
their real counterparts, creating an environment in which rational agents trading in these assets
can make Pareto-efficient decisions. With rational expectations, agents do not make decisions
about the future that are systematically proven to be wrong. Accordingly, asset pricestend to
gravitate toward the means of normal probability distributions of the present values of their net
revenue streams. The present value embodies al the (incomplete) information on the fundamental
determinants of net revenue streams while the variance represents errors due to information
fallures. If the fundamentals remain unchanged, the variance will tend to shrink, but changesin the
fundamentals, including unexpected changes in government policies, will increase volatility. Policy
intervention will increase efficiency if and only if the government has a better understanding of

economic efficiency and is better informed than the markets.

While the Fundamental Theorem is about the efficiency of the real economy, the Efficient Markets
Hypothesis is about the link between financial markets and those true "fundamentals’®. Combined
they present a picture of economic efficiency being dependent upon free markets for goods,

labour and finance, and a minimalist state. Market liberalization is accordingly beneficial because

it involves the removal of market distortions, which are by definition inefficient.

economics demonstrates that there is no logically infallible way to aggregate the preferences of
individuals and so to solve the problem of distribution. Allan Feldman (1987) sums up the state of
welfare economics as: "We feel we know, as Adam Smith knew, which policies would increase the
wealth of nations. But because of all our theoretical goblins, we can no longer prove it".

5. In circumstances in which decisions affect the path of the economy through time, the
assumption of competitive markets that underpins the Fundamental Theorem must be supplemented by
the rational expectations hypothesis. Even so, there is no presumption that the competitive economy is
stable. Not only might there be multiple equilibria (Obstfeld, 1986) but also there exists no general proof
of the global stability of competitive equilibrium (Fisher, 1983). Taken by itself, the Efficient Markets
Hypothesis embodies no presumption that the real economy is in a competitive equilibrium. It is a
hypothesis about the use of information by financial markets, however that information may be
generated.
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This approach comes dangerously close to assuming what it purportsto prove. Even if the Pareto
criterion is accepted as an appropriate definition of efficiency, use of the Fundamental Theorem
and the Efficient-Markets Hypothesis presupposes that market conditions correspond, at least
approximately, to the conditions necessary for the proof of the Theorem. If they do not, then

defining particular market controls as "alocationally inefficient” is a leap of faith.

Five Expected Benefits of Financial Liberalization

A far better approach, and one which corresponds more closely to the realities of economic
policy, is to evaluate measures in terms of the attainment of specific goals, such as economic
growth, or levels of employment, or the distribution of income, or, a a more microeconomic
level, cost minimization, innovation and the growth of markets. In fact, the benefits that are
claimed to derive from the liberalization of capital markets are typically presented as a
combination of theoretical advantages and practical policy goals. These benefits can be

summarized as™:

1. Inaworld of free capital movements, savings will be directed to the most productive
investments without regard for national boundaries. Hence, capital will flow from capital-

rich developed countries to opportunity-rich emerging economies.

2. Increased competition will create a more efficient financial system, offering better

opportunities for savers as well as lower costs for borrowers.

3. New financial instruments such as derivatives (futures, swaps and options), help firms to
manage financial risk more effectively.

6. These claims are spelt out in a recent survey of global financial markets and their policy
implications (Woodall, 1995). They are the "conventional wisdom" on the subject. For example, Bayoumi
and MacDonald (1995) also assert that "... open capital markets can provide the same services across
countries that they provide within a single economy, allowing more efficient use of funds for investment
and improving the allocation of consumption over time. These gains, which are similar to those accruing
to individuals from capital markets within a country, were the logic behind the general move toward
international financial liberalization since the late 1970s".



10

4. The long-run result should be higher investment and growth.

5. The markets provide a healthy discipline for governments, which encourages better

economic policies and performance’.

These five claims are predominantly derived from a combination of the conclusions of the
Fundamental Theorem:

Competitive markets will tend to enforce productive efficiency ("savings are directed to
the most productive investments") and allocative efficiency ("better opportunities for
savers');

together with the Efficient Markets Hypothesis:

Financial markets operate so as to process information efficiently ("new financial
instruments”), and certainly better than governments could ("the markets provide a healthy

discipline that encourages better economic policies and performance”).

The fundamental difficulty which arises in assessing these claimsis, of course, that changesin so
many factors other than financial liberalization will have had some impact on the various
performance indicators. It is not easy to test the claims for any particular benefit. The proposition
that the deregulation of A will lead to higher values of B may appear to be refuted by afall in B,
but it could well be claimed that the fall in B would be even greater if A had not been changed.
While statistical tests can never be "conclusive”, the only possible response to the problem of
counterfactual argument is to assemble as much evidence as possible, identifying as precisely as

may be done the role of specific variables and relationships, and, of course, to provide a plausible

7. Woodall (1995) argues that ".. a government’s loss of powers is reason to cheer, not fear: all that
is being lost is the power to pursue damaging policies and practice economic deception by letting
inflation rip."
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theory explaining the link between A and B.

Comparing reality with expectations

1. Are savings directed towards more productive investments?

If there were truly asingle international capital market, then savings would be "directed to the
most productive investments without regard for national boundaries’. Hence there would be no
correlation between the rate of savings in any one nation state and the rate of investment in that
nation state. Feldstein and Horioka (1980) assessed the degree of capital market integration by
estimating the cross-section equation:

(1Y) = a + R(S/YV)+ ui )

where I/Y isthe ratio of investment to national income, and S/Ythe ratio of domestic savings to
national income. They found that the estimate of 3 was close to 1, suggesting a close correlation
between investment and national savings, and an absence of international capital market
integration. In arecent update of this analysis, Feldstein and Bacchetta (1991) found a value of 3
equal to 0.79 for the period 1980-1986, still significantly different from zero but lower than the
estimate of 0.91 for the 1960s, and 0.86 for the 1970s, a trend confirmed in Feldstein (1994). A
very large number of subsequent examinations have found the Feldstein-Horioka result (that 3is
not significantly different from 1) to be remarkably robust (Coakley, Kulas and Smith, 1995).

Another way of presenting the same result is to point to the fact that current account imbalances
do not, in the medium term, typically amount to large proportions of national income. Even in the
1980s, when current account imbalances rose sharply above earlier ratios (asis consistent with the
lower correlation between investment and national savings), they did not exceed 3% of GDP. This
compares with the average UK current account surplus of 4.5% of GDP over the period 1880-
1913. Financial liberalization in the modern era may have produced very large grosscapital

flows, but it has not been associated with larger netinternational flows of capital than those
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experienced under the gold standard before the First World War. One might suspect that the

majority of transborder flows may be responding to different incentives from optimizing the

allocation of real investment®.

Table 2. Current account balance as a Proportion of GDP

1964-1973 1974-1983 1984-1993

Canada 0.851.50 2.74

France 0.281.06 0.43

Germany 111 1.13 2.92
[taly 1.93 1.69 1.08
Japan 1.08 0.78 2.76
United Kingdom 1.33 135 1.93
United States 0.40 0.49 2.19

Note: average of absolute values of annual ratios of current account balance to GDP.
Source: OECD National Accounts, OECD Main Economic Indicators.

Thislack of integration of national capital marketsis further indicated by the persistent divergence
of real rates of return (Blundell-Wignall and Browne, 1991). Frankel (1992) decomposes the real
rate of interest into the covered interest differential, the exchange risk premium and the expected
real depreciation. He finds that there has been substantial convergence of covered differentials (as
does Marston, 1993) but currency premia (exchange risk plus expected real depreciation) are
high. This suggests that differentialsin national real rates of return are sustained, at least in part,
by the barrier of currency risk. This hypothesis is strengthened by the findings of Sinn (1992) and
Bayoumi and Rose (1993) that there is no correlation between regional savings and investment
rates within countries, and Bayoumi’s (1990) finding that there was no correlation between

national savings and investment in the gold-standard era. It seems that exchange rate fluctuations

8. An alternative approach to the Feldstein-Horioka result has been to investigate whether capital
is sufficiently mobile to permit consumers to insulate themselves against national shocks, smoothing
consumption and ensuring that consumption paths in individual countries are highly correlated with
aggregate consumption across all countries. Although conclusions are less clear cut, there is little
evidence of perfect capital mobility (Bayoumi and MacDonald, 1995).
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inhibit the full integration of capital markets, and provide the opportunity for national
governments to pursue relatively independent monetary polici es’. The existence of separate
currencies and national jurisdictions appears to create a more powerful tendency to balance the
current account than is the case between regions of a single currency area'®. The peculiar ability of
US to sustain a persistent current account deficit reinforces this conclusion.

That peculiar ability has ensured that the net transfer of resources has not been from the "capital-
rich developed countries’ to "opportunity-rich emerging economies'. The largest net transfer in
the period 1983-1992 has been to the United States, at an average rate of $100 billion per year.
Over the same period, the net transfer to all developing countries amounted to an average of $1
billion per year, and amost all of that inflow was concentrated in the final two years of the period
(UN, 1993). Indeed, for most of the 1980s, resources were transferred out of the developing
world. During the 1980s, the United States became the world’s biggest debtor, hardly an example
of capital flowing from capital rich to capital poor. And the flow to the United States has not
diminished. In 1994, the net transfer to the United States was $112 hillion; in 1995, $119 hillion
(UN, 1996).

There has, however, been a dramatic change in the mid-1990s with respect to flows to developing
countries. In 1993, net transfers to developing countries on an expenditure basis (excluding
additions to reserves) rose to $45 hillion, in 1994 to $48 hillion. Of this latter amount, $20 billion
went to Latin America (UN, 1995). These inflows have been the result of capital liberalization,
the development of stock markets, and the consequent inflow of portfolio investment, together, in

Southeast Asia, with an increase in foreign direct investment. The growth of portfolio investment

9. The separation of British and German monetary policy following Britain’s exit from the ERM in
September 1992, is an example of currency risk in a fluctuating exchange rate system "insulating"
interest rate differentials.

10. A deficit in the current account, whether of a country or region, must be matched by a net
inflow of capital. The net inflow will be composed of direct investment and borrowing. In so far as
borrowing predominates, the deficit region will tend to accumulate indebtedness, limiting the possibility
of future deficits. Within nation states the accumulation of debt in deficit regions tends to be mitigated
by transfer payments (Commission of the European Communities, 1977).
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in Latin America, replacing the bank lending that precipitated the debt crisis, has slackened the
credit constraint under which these economies have suffered since the early 1980s. Unfortunately,
in Latin Americathe increase in real investment has been only about one third of the net capital
inflow (Devlin, Ffrench-Davis and Griffith-Jones, 1995). The beneficial effects of capital inflows
have been overshadowed by the impact of stock market volatility, particularly following the

Mexican financial crisisin 1994.

The cautionary comment of Mussa and Goldstein (1993) should be borne in mind: "Over the past
two decades, the developing countries that relied most on foreign saving - defined as the top one-
third of countries ranked by the ratio of all capital flows to GNP - tended to have higher inflation,
higher fiscal deficits, lower investment, and lower growth than those that relied less on foreign

saving".

Summing up: while, as noted above, gross capital flows have been very large, net flows have been
very small and have tended to flow toward the developed countries, particularly the United States.
Furthermore, flows of finance do not necessarily correspond to flows of real investment. The
evidence is not consistent with the claims that the integration of international financial markets has
created a market where flows of real savings ignore national boundaries, and in which there has
been aflow of capital toward the "opportunity rich" developing world. In so far as there has, in
the past five years, been aflow of capital toward "emerging markets”, it is aflow that has proved
to be very volatile, with investors reluctant to purchase other than the most liquid of financial

assets. Therole of these emerging markets is discussed further below.

2. Are there better opportunities for savers and lower costs for borrowers?

That liberaization, and the consequent explosion in the size and variety of asset markets, have
created awider range of placement opportunities for saversis undeniable. Thisis particularly
evident in the changing pattern of assets held by institutional investors. In the United States and
Japan, the proportion of pension funds assets invested in foreign securities was negligible in 1980,

but by 1993 had risen to over 7% and over 12%, respectively. Over the same period the
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commitment to foreign assets by British pension funds rose from 10% to over 20% of total assets
(Edey and Hviding, 1995, Table 10). The greater choice and spread implicit in portfolio
diversification will, ceteris paribus, produce welfare gains to savers (Obstfeld, 1993).

Table 3. Financial Assets Managed by Collective I nstitutions
as a Percentage of Household Financial Assets

1980 1985 1990*
Canada 20.424.9 29.7
France 10.623.6 36.3
Germany 22.6 29.0 35.1
[taly 29 16.1
Japan 15.6 20.2 26.4
United Kingdom 41.5 53.1 58.6
United States 20.0 26.0 31.2

Notes: * for Italy and United Kingdom, 1989. Collective institutions are pension funds and life
assurance companies, and collective investment institutions.
Source: BIS (1992).

The growth of institutional investors (see Table 3) has been a major factor behind the growth of
the global capital market. So has financial innovation,which, as noted above, is an essential
component of the management of risk. Expanding institutional investment and widening
innovation have stimulated each other. The competition between institutional investors manifests
itself as a persistent requirement to demonstrate superior returns in order to attract more funds.
Successive high short term gains are more effective in this respect than longer term returns. This
IS so even if over anumber of years the overal return on successive short term investmentsis no
greater, and perhaps even somewhat smaller, than along term investment. An institutional
investor pursuing a short term strategy that tops the performance tablesin 9 years out of 10, will
tend to attract more funds than the long term investor who performs extremely well once in ten
years. Edwards (1993) reports that in the United States "the typical stock is now held for an

average of alittle over two years, compared to over four years ten years ago and seven yearsin
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1960. The average holding period for institutional investors is less than two years, compared to
almost five years for individuals'. The enormous flow of funds into institutional hands requires a
persistent search for new investment opportunities in which the returns are high and thereisa

ready opportunity of exit. Innovation is geared towards these two goals.

However, thereis no evidence whatsoever that the liberalization of financial markets, and the
massive expansion of financial assets that has come in its wake, have led to any lowering of costs
to borrowers. On the contrary, in al G7 countries, rea interest rates have risen sharply in the
1980s as compared with the Bretton Woods era of capital controls. Other than in the exceptional
period of the 1970s, when very high and volatile inflation rates in an era of sharp oil price rises
resulted in negative real interest ratesin many G7 countries, the period in which capital flows
were strictly controlled enjoyed the lowest real long term interest rates of modern times. The only
comparable period is that from 1933 to 1939, when restrictions were also imposed, and the
average red interest rate (for France, Germany, the United Kingdom and the United States) was
only 1.7%.

By contrast, real long term interest rates in the 1980s were the highest in modern times. This
places a very considerable burden on borrowers, whether they are governments or private agents,
and greatly increases the danger of national and international debt burdens rising exponentialy as
real interest rates exceed rates of GDP growth'. High interest rates were aso typical of the late
nineteenth century gold standard, an earlier period of free capital movements, despite the fact that
exchange rates were very stable (see Table 4). In neither period of open international financial

markets does the prediction of "lower costs for borrowers" correspond to the facts.

11. As is well known, the ratio of debt to GDP will grow exponentially if the real rate of interest is
greater than the real rate of growth. On the implications of this relationship for the US external debt, see
Godley (1995).
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Table4. Long term Real Interest Ratesin the G7

1870s-1890s 1900-1913 1956-1973 1974-1980 1981-1993

Canada y 1.6 2.2 0.3 6.7
France 4.2 18 10 04 5.7
Germany 34 35 3.0 3.0 4.5
[taly . . 11 -5.0 4.2
Japan . . 0.3 0.5 4.4
United Kingdom 2. 2.7 18 -3.3 4.5
United States 6.1 2.3 11 -0.3 5.6
Average 4.1 2.6 17 0.0 5.1

Notes: Average refers, for all periods, to the average of France, Germany, United Kingdom and
the United States. Conversion to real termsis by GDP deflator.
Sources: OECD Historical Satistics; OECD National Accounts; Homer and Sylla (1991).

These broad observations are reinforced by the findings of Alesina, Grilli and Miles-Ferretti
(1994) and Grilli and Milesi-Ferretti (1995). In analyses that incorporate a range of institutional
variables (such as central bank independence and the political leanings of the government), they
find that both in a sample of OECD countries, 1950-1989, and in a wider sample of 61 countries,
1966-1989, capital controls are associated with lower real interest rates.

3. Do derivatives help firms to manage financial risk?

The privatization of foreign exchange risk with the collapse of Bretton Woods has been a major
motivation behind the liberalization of international capital markets. It isin the foreign exchange
markets and the commodity markets to which they are closely related that derivatives originated,
and it is therefore no surprise that increased risk has promoted an enormous expansion in the scale
and variety of derivative instruments. The BIS (1996) estimates that the notional principal
outstanding in financial derivatives has risen from just over $1,000 billion in 1986, to around
$56,500 billion in 1995™. A little less than 30% of these are traded instruments, the rest being

12. This figure is an under-estimate, since it excludes UK data on foreign exchange forwards and
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provided over the counter. Turnover in derivatives markets stood at a daily average of $1,450
billion in 1995, 40% of which comprised exchange traded contracts (BIS, 1996).

The post-Bretton Woods era has been characterized not only by significantly greater fluctuations
in exchange rates but also by greater variability in interest rates. Woodall (1995) states that "an
estimated 85% of America’s Fortune 500 companies make some use of derivatives to insulate
themselves from swings in interest rates and currencies'. The growth of derivatives markets is
part of the process of liberalization. In aworld of fixed rates and capital controls, derivatives had
afar smaler role than they do today. It is clearly true that liberalization has spawned derivatives.
It isequally true that fluctuating rates and liberalization have created the demand for derivatives'.

The essence of derivatives trading is the hedging of risk. Risk is, of course, transferred from one
side of the transaction to the other. Pooling of risk, by the familiar principle of insurance, smply
spreads gains and losses more thinly. Nonetheless, the expansion of derivatives trading has led to
some suggestion that risk has actually been increased. In an important sense, this alarmis well-
founded. While the underlying risk associated with any given asset may not have changed, the
sheer complexity of the structure of derivative positions limits the ability of firms to monitor and
manage risk effectively. The well-publicized examples of the abuse of derivatives marketsin the
cases of Orange County and Barings Bank indicate the difficulties that senior executives may have
in understanding what is being done in their names. Similar difficulties are faced by the
regulators™”.

swaps, as well as transactions between non-reporting entities. Including these trades would add around
$7000 billion to the total (see BIS, 1996).

13. The same may be said of non-foreign exchange derivatives. Under the headline "Volatility is
Making Hedges Grow," Suzanne McGee (1995) reported in the Wall Street Journal that "price uncertainty
and market volatility are driving producers and consumers of energy products and metals to hedge
their exposure in greater numbers than ever before. The result: Wall Street dealers are gleefully
anticipating surging sales of commodity derivatives to these companies".

14. The collapse of Barings provides an excellent example of the challenges faced by the regulatory
authorities. Prior to the collapse, Mr. Eddie George, the Governor of the Bank of England, wrote in The
Observer of 24 July 1994, that

"We now have an expert team monitoring derivatives who are getting even better every

time they go in to see a firm. What they are reporting back from the most active players
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A further element of risk may be introduced by the very mathematical models that are used to
price derivatives. Those models are typically derived from the physical sciences and are based on
the characteristics of the probability distributions of random movements. The fundamental Black-
Scholes model, for example, is based on the assumption that price movements follow the same
log-normal distribution as the Brownian motion displayed by many physical phenomena. In fact,
as far as price movements are concerned, more price changes tend to be concentrated at the
extremes than the log-normal distribution would predict™. In these circumstances, the
mathematical models that drive much of today’s programmed trading will tend to price events at

the extremes incorrectly.

Even more important is the problem that may undermine even the best-designed derivatives
hedge: liquidity. In 1993, Metallgesallschaft AG, Germany’s 14th largest industrial company, was
almost ruined by losses in excess of $1 billion suffered in derivatives trading in the oil market by a
United States subsidiary and by the refusal of the company’s lead banker, Deutsche Bank, to
finance the trading strategy further. It is now widely accepted that the hedging strategy employed
was misconceived, representing not a hedge but a speculation (Mello and Parsons, 1995).
However, Merton Miller and Christopher Culp (1995) have defended Metallgesellschaft’s trading
strategy, arguing that the fault lay with Deutsche Bank’s refusal to fund the financial strategy over

in the market is very reassuring. These people know what they are doing whether it’s
at director level or the chaps on the desk."

In a similar vein, Mr. Brian Quinn, the Bank of England director in charge of banking supervision, wrote

in the Bank of England Quarterly Bulletin in August 1994 that
"I believe both the market participants and the regulatory authorities have come a
considerable way in identifying the capital needed for derivatives and all other
instruments carrying market risk".

Yet the Report of the Board of Banking Supervision’s enquiry into the Barings collapse concluded:
"We believe the Bank should explore ways of increasing its understanding of the non-
banking businesses (particularly financial services businesses) undertaken by those
banking groups for which it is responsible. .." (para 14.35).

"The Bank should ensure that it understands the key elements of the management and
control structures of those banking groups where it is responsible for consolidated
supervision" (para. 14.37).

15. Why this might happen is discussed in Section 3, below.
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the longer period in which it would bear fruit. This raises another issue. Evenif it were well-
designed, isit right to analyze the hedging strategy as if Metallgesellschaft faced a perfect capital
market and could therefore borrow virtually unlimited sums today with the prospect of gain along
time in the future? Risk aversion islikely to rise with the scale of indebtedness, a phenomenon
that Kalecki (1937) referred to as the "principle of increasing risk"*°. In the Metallgesellschaft
case, lack of liquidity created severe problems for the firm aone. Aversion to risk is infectious,
rises with indebtedness, and can provoke a general rush to cash that destroys even the most
sophisticated hedging strategies and so can pose systemic risk. Liquidity ultimately restson a
diversity of perceptions of asset values. Where there is a tendency for perceptions to be shared
and transmitted, there is an enhanced possibility of cumulative liquidity crises. In these

circumstances the "management of financial risk" isan illusion.

The proposition that financial liberalization has been accompanied by the benefits of growing
numbers of derivatives must therefore be heavily qualified. Liberalization and fluctuating exchange
rates have created many of the risks that derivatives are designed to hedge'’. The growth of
derivatives markets may increase systemic risk, both because the very complexity of some
derivative instruments and hedging strategies creates severe informationa problems for both
management and regulators and because derivatives trading may increase exposure to liquidity

crises.
4. Has the result been higher investment and growth?

Thisis the most important test of al, for it derives not from criteria generated within particular

16. On this point, Mello and Parsons (1995) argue: "We think Culp and Miller play down the
funding risk too much and lean far too much on the idea that Metallgesellschaft’s creditors and
shareholders should have readily coughed up extra cash. Culp and Miller have argued in the abstract
that Metallgesellschaft could not have really faced a liquidity constraint, except as Deutsche Bank and
others foolishly chose not to continue financing the oil business. ... Speaking of Deutsche Bank as if it
had unlimited pockets is simply not facing up to the real-world constraints that had already been
evidenced".

17. Derivatives such as commodity futures were originally developed to hedge environmental risks,
such as harvest failures, rather than risks inherent in the operation of markets themselves.
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theoretical models but from practical policy goals. A higher rate of growth, all other things being
equal, resultsin the higher standards of living that are, after all, the fundamental objective of
economic activity. Of course, a Ssmple assertion about the benefits of growth must itself be
qualified to take into account any implications for the content and the distribution of national
income, and for environmental degradation. But growth and sustainable human development are
highly correlated. Hence, for the purpose of this Report, the criterion for distinguishing between
beneficial and damaging financial regimes is whether growth is higher or lower, and high rates of
investment are presumed to be associated with high growth'®.

Of course, investment and growth are sensitive to a very wide range of factors. However,
disappointing results over the last twenty years throw doubt on hoped for the positive impact of
financia liberalization.

Table 5 (which is adapted from Felix, 1995) presents an examination of changes in the share of
investment to GDP as between the Bretton Woods era of fixed exchange rates and capital
controls (1960-1971) and the current regime of floating rates and open capital markets. The
sample of countries covers all OECD, Asian and Latin American countries whose 1983 GDP
exceeds $10 hillion, all Middle East and North African countries with GDPs above $7.5 hillion
and all sub-Saharan African countries with GDPs above $5 hillion - atotal of 54 countries™. The
comparisons in the table are ordinal because of the variable quality of the data (Felix, 1995, p. 6).
In each category, the table presents the number of countries for which the average
investment/GDP ratio in that particular decade was higher, or lower, than the 1960-71 average.|t
IS clear that the predominant tendency has been for investment to fall as a share of GDP.
Moreover, declines have become more pronounced in the period 1982-1991 as capital

liberalization has become more widespread, with two-thirds of the countries in the sample

18. The relationship between investment and growth is, of course, not simple. High rates of
investment may be wasteful and may lead to a long-term slowdown in growth rates. But in this Report
the accumulation of capacity is presumed to enhance the output and growth potential of the economy.

19. Ethiopia, Syria and Tanzania meet these criteria but are excluded from Table 5 because of lack of
data. They are included in Table 7.
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experiencing declines. Three-quarters of OECD countries had lower investment/GDP ratios in the
1980s than in the 1960s, as did 9 out of 10 Latin American countries. Investment in Latin
America had typically been higher in the 1970s but was cut sharply by the accumulation of high
levels of indebtedness. Only in East and Southeast Asiawas there a persistent pattern of higher

rates of investment in the later periods.

Table 5. Investment: GDP ratio as compared with the 1960-71 average.
(Numbersof countrieswith ratio higher or lower)

1972-81 1982-91

All countries (54)

Decade ratio higher 32 19

Decade ratio lower 22 35
All non-oil exporting countries (45)

Decade ratio higher 25 15

Decade ratio lower 20 30
OECD countries (20)

Decade ratio higher 7 4

Decade ratio lower 13 16
Latin America (10)

Decade ratio higher 7 1

Decade ratio lower 3 9

East and South East Asia (7)
Decade ratio higher 6
Decade ratio lower 1

= o

Source: Felix (1995), using data source World Bank, World Tables.

Notes: OECD countries are Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Japan, Netherlands, New Zealand, Norway, Spain, Sweden,
Switzerland, the UK, the USA.. Latin American countries are Argentina, Brazil, Chile, Colombia,
Dominican Republic, Ecuador, Guatemala, Mexico, Peru and Venezuela. South and South East
Asian countries are Hong Kong, Indonesia, S. Korea, Malaysia, Philippines, Singapore and
Thailand.
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Most of the G7 countries also experienced declining investment/GDP ratios in the 1980s, the two
exceptions being Canada and Japan.

Table 6. Investment: GDP Ratiosin the G7, 1964-1973 and 1983-1992

A.1964-1973 B. 1983-1992 B/A
Canada 18.321.5 1.17
France 24.020.6 0.86
Germany 26.0 20.3 0.78
[taly 26.9 21.3 0.79
Japan 29.7 30.2 1.02
United Kingdom 18.8 17.7 0.94
United States 19.2 18.3 0.95

Note: Gross domestic fixed capital formation as a % of GDP, averaged for each 10-year period.
Source: OECD National Accounts, various years

Given, as was shown above, that investment is highly correlated with domestic savings, a
declining ratio of investment to GDP suggests afall in the overall domestic propensity to save
(private plus public). Other things being equal, this will be associated with alower rate of growth.

In developed economies, low levels of investment and slower GDP growth will tend to be
accompanied by growing unemployment and declines in public saving (often in the form of
increasing public deficits), whether due to rising social expenditure or reduced tax revenues. In
Japan, where the investment/GDP ratio in the 1980s did not fall*°, social security spending is
particularly low, and high levels of employment have been maintained by the absorption of
workers into low-productivity non-financial services (Eatwell, 1995b). In developing countries, a
declining share of investment is accompanied by a growing share of output associated with

informal employment.

20. In the past three years, there has been a sharp fall in Japanese investment, virtually no growth in
GDP, a sharp increase in unemployment, and a growing public-sector deficit.
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Table 7. Growth Rate of GDP Per Head, as Compared with the 1960-1971 Average

Number of countriesfor with the average growth rate for the period was higher or lower
than the 1960-1971 average.

1972-1981 1982-1991

All countries (total 57)

Growth rate higher 18 10

Growth rate lower 39 47
All non-oil exporting countries (total 48)

Growth rate higher 11 7

Growth rate lower 37 41
OECD countries (total 20)

Growth rate higher 1 2

Growth rate lower 19 18
Latin America (total 10)

Growth rate higher 4 1

Growth rate lower 6 9
East and Southeast Asia (total 7)

Growth rate higher 5 3

Growth rate lower 2 4

Source: Felix (1995), using as the data source the World Bank World Tables.

The growth of output per head in the major economies has fallen to between 60% and 30% of the
growth rates that prevailed until 1972. The lesser falls have been experienced in those countriesin
which growth was relatively low in the earlier period. The inferior economic performance of the
G7 countries in the 1980s as compared with the 1960s has also been manifest in rising
unemployment and declining rates of productivity growth in the manufacturing industry (Eatwell,
1996).



25
Table 8. Growth in GDP Per Head in the Major Economies

A.1961-70 B. 1979-90 B/A
France 5.0 2.0 0.40
Germany 4.3 19 0.45
[taly 6.2 19 0.31
Japan 9.1 3.0 0.33
United Kingdom 3.3 2.0 0.60
United States 2.3 11 0.58

Sources: European Economy, Annual Economic Reports; OECD National Accounts, 1979-1991.

The overall conclusion is disturbing. Far from there being an increase in investment and growth,
the decade of the 1980s (characterized by financia liberalization and very large increases in gross
financial flows among countries) has also seen a sharp deterioration in economic performance in
the G7, the OECD as awhole, and in virtualy al developing countries with the exception of some
countries in East and Southeast Asia. Of course, the fact that liberalization and deteriorating
economic performance have coincided does not prove that one has caused the other. But given
that inferior economic performance is a common phenomenon, shared by almost all countries,
then it is appropriate to look for a common change in circumstances that might have affected
them all. The change in the international financial system since 1973 is just such a common
change. At any rate, there is no evidence of alink between financial liberalization and higher

investment and growth, quite the opposite™.

5. Do liberal financial markets provide a healthy discipline which encourages better economic
policies?

There can be no doubt at all that liberal financial markets do effect economic policy, sometimesin

21. The papers by Alesina, Grilli and Milesi-Ferretti (1994) and Grilli and Milesi-Ferretti (1995),
referred to above, consider the relationship between a variety of institutional variables, including capital
controls and economic performance. They find a positive, though weak, relationship between capital
controls and growth of income per head. The relationship is strongest in the former paper, which studies
20 OECD countries over the period 1950-1989.
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aquite dramatic manner. Indeed, a common characterization of financial liberalization is that it
severely constrains the exercise of discretionary policies by national governments (Bryant, 1987;
Keohane and Milner, 1996). But this begs the question of whether the impact is "healthy" and,
indeed, how "health" should be defined.

While the first question will be systematically explored in Section 3, the discussion can be
introduced here by afew remarks about how "health" should be defined. A minimal definition
might be that a healthy economic policy should not contain elementsthat are in direct
contradiction with one another. An excellent example of a policy stance that was internally
contradictory was that adopted by the British government in the summer of 1992. At one and the
same time, the government attempted, first, to use monetary policy to maintain a fixed parity
between the pound and the Dmark, and second, to weather a severe recession characterized by
rising unemployment and falling asset values (particularly house prices). However, the level of
interest rates required to maintain the external parity exacerbated domestic economic problems.
The policy stance became literally incredible. No one could possibly believe that the Government
would be prepared to raise interest rates to protect the exchange rate while further depressing
domestic asset prices and further deepening the recession. It was this contradiction that was
exploited by the financial markets in a speculative run that forced the pound out of the Exchange
Rate Mechanism (ERM) and precipitated a 20% devaluation against the Dmark.

While the day of the devaluation has been labelled "Black Wednesday", the event has been hailed
by many commentators as a return to rational economic policy and the beginning of the recovery

from recession’. In this sense the behaviour of the markets may be said to be "healthy" in that

22. There is some disagreement about exactly what the beneficial impact of Black Wednesday
consisted in. The most obvious point is that the devaluation of a previously overvalued exchange rate
improved the trade performance of the economy, and provided a stimulus to effective demand via
increased net exports. But the increase in exports in 1993-94 was predominantly due to the growth of
overseas markets, rather than any increase in competitive market share, and the share of imports in
national expenditure actually increased (Eatwell, 1995a). Of far greater importance than the exchange
rate effect was the relaxation of monetary policy which became possible once the uncertainty associated
with the new floating rate regime permitted some de-coupling of British and German interest rates
(Eatwell, 1994).
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they exposed a policy stance that was internally contradictory, but that is al. There is nothing in
the markets' behaviour in this case from which to infer any evaluation of the relative merits of
using monetary policy either to maintain the exchange rate parity or to expand the domestic
economy. For at the same time as the contradictions of British policy were exposed, the French
government managed to convince the markets that it was willing to sacrifice all other policy
objectives to the maintenance of the parity between the franc and the Dmark. Once any hint of a

contradiction was eliminated, speculation against the French franc ceased”™.

S0 aclear distinction must be drawn between the "healthy” exposure of contradictory policies and
the "healthy" alignment of policy with a particular theoretical conception of economic efficiency.
The former does not depend on any particular theory of the workings of the economy. The latter
attempts to identify a desirable or even "ideal" economic policy and relate financial policy to the
attainment of that ideal. A desirable policy can be defined only in terms of some expected
relationship between action and outcomes, i.e., in terms of a theory of the economy. Neoclassical
welfare economics is the dominant theory of economic policy in microeconomics and
macroeconomics (although in macroeconomics the prevalence of ad hoc theorizing makes for a
more varied policy framework). There is even atendency to identify the conclusions of
neoclassical theory with "the fundamentals'. Why the relationship between the financial sphere
and the real sphere may be less than healthy will be explored in the next section.

Summing up

When confronted with the actual experience of liberalization, the representative list of "benefits' is
not convincing. None of the five benefits appear to have been substantially realized, and in many
cases the liberalization of international financial markets has been associated with a sharp
deterioration in economic performance. Of course, although the accumulation of evidence is

disturbing, the coexistence of liberalization and poor economic performance might only be

23. There was no speculation against the currencies of Austria, Belgium, or the Netherlands,
countries for which the commitment to the maintenance of the parity with the Dmark was "credible"
(Crockett, 1993).
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coincidence. Nonetheless, it is worth exploring whether this result can be accounted for by a
different analysis of the behaviour of financial markets from that which sustains the conventional

wisdom.
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3. Explaining the Record of Liberalization

The issue to be considered is the relationship between the operations of the financial markets and
a"healthy" economic policy. The analysis in this section will suggest that the behaviour of
financial markets can impose a deflationary bias on the real economy.

Financial markets and the real economy

Two theories of the real economy appear to play a major role in forming the perceptions of
financial market operators. The first deals with unemployment, the second with fiscal deficits.

The Non-Inflation Accelerating Rate of Unemployment

The behaviour of the bond markets today suggests a prevailing market view according to which,
other than in the most depressed conditions, any indication of higher levels of activity and
employment will result in higher interest rates. The fear of impending increases in interest rates
and of consequent capital losses precipitates a sell-off in the bond market, raising the long term
rate of interest, as expected. Depending upon the national origins of the sell-off, the exchange rate
may rise as well. Higher interest rates, whether or not aided and abetted by a higher exchange
rate, tend to result in a slowdown in the growth in output and employment, aborting policies
designed to increase activity.

The presumed link between activity and accelerating inflation is associated with the concept of a
natural rate of unemployment (Friedman, 1968; Phelps, 1968). If, as the natural rate hypothesis
suggests, the economy has a persistent tendency to gravitate towards the natural rate, deviating
from it only in the short run, then any systematic upswing in activity will precipitate accelerating

inflation with upward pressure on interest rates™. But is the hypothesis correct? Does it indeed

24. There are, of course, other theories of inflation that would produce the same outcome. Those
models that claim to identify a Non-Inflation Accelerating Rate of Unemployment (or NAIRU),
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truly represent the "fundamentals’ of the real economy? If not, then the actions of the financial

markets are not "healthy”.

Some doubt is cast on the value of the concept of the natural rate by its propensity to shadow the
actual rate of unemployment. In 1970, with actual unemployment at 4.8%, the Economic Report
of the President suggested that the natura rate of unemployment in the United States was 3.8%.
In 1979, with the actual rate at 5.8%, the estimated natural rate had risen to 5.1%. By 1983, with
the actual rate at 9%, the Economic Report of the President estimated the natural rate at 7%
(Gordon, 1987). Commenting on a similar peripatetic tendency of the "natural rate" in European
economies, Robert Solow (1990) argues that "European experience can only be taken as evidence
against the meaningfulness of a stable and well-defined natural rate ... Attemptsto salvage the
idea of awell-defined equilibrium unemployment rate require the equilibrium rate itself to have
undergone drastic change between the 1970s and the 1980s. To any reasonably sceptical person,
it all smacks of the invocation of epicyclesto salvage Ptolemaic astronomy, but apparently with

rather less success'?.

Solow pointsto evidence that the relationship between inflation and unemployment can be altered
by macroeconomic policy. Just as the low growth of the past decade has raised the natural rate, so
boosting demand, while it may raise inflation in the short run, will in due course lower the natural
rate. In other words, active macroeconomic policy could be away to cure "structural”
unemployment. Y et, it is exactly the possibility of a short term increase in inflation that alarms the
bond market, and results in the negation of expansionary policies. The bond market behaves as if
the economy is at or about the natural rate of unemployment.

The higher levels of unemployment characteristic of the 1980s may be in part attributable to this

determined by structural factors, and relate the acceleration to the level of effective demand, lead to
conclusions similar to that derived from the natural rate hypothesis, even though the presumed
behavioral mechanisms are different. There is for example no tendency for the economy to gravitate
toward the NAIRU, and inflation is determined by the level of effective demand, not the rate of growth
of the money supply (Rowthorn, 1977; Parkin, 1987).

25. In like manner, Tobin (1980) argues that "It is hard to resist or refute the suspicion that the
operational NAIRU gravitates toward the average rate of unemployment actually experienced".
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persistent tendency of the bond market to regard the current rate of unemployment as the natural
rate. Reaction to changes in the level of activity are typically asymmetric: al increases in activity
are likely to precipitate falling bond prices while decreases in activity are evidence of praise-

worthy financial discipline.
Markets Reactionsto Fiscal Deficits

The impact of the natural-rate hypothesis on market behaviour is reinforced by the markets
attitude to fiscal deficits. Increases in fiscal deficits are believed to be inflationary and to
precipitate increases in interest rates. Consequently, deficits incur the displeasure of the bond
market. Thereis aclear relationship between national budget deficits and the real rate of interest
(Orr, Edey and Kennedy, 1995; BIS, 1995). Once again the market isimposing persistent

deflationary pressure.

Other than in exceptional years, the current account balances of the OECD countries taken as a
whole fluctuate closely around zero. Accordingly, the sum of fiscal deficits must be equal to the

excess of private savings over private investment, i.e., roughly
S(G-T)=S(S-1) )

where G is government expenditure, T istax revenue, Sis private-sector saving, | is private-

sector investment, and S indicates the summation over al OECD countries.

The decline in investment and in activity that has been characteristic of the 1980s will tend
inevitably to be associated with rising fiscal deficits. The problem is: which causes which?
Similarly, the steady increase in public sector debt that has been another characteristic of the
1980s may be not so much a product of profligate government borrowing in liberalized capital

markets as aresult of the decline in investment relative to private sector saving™. In both cases,

26. It is notable that the fiscal surpluses enjoyed by the British government in the late 1980s were
associated that a sharp fall in the private-sector savings ratio. It could be argued that it was not
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the theoretical issue is whether the causal relationships between the financial balance of the
government sector and the financial balance of the private sector can be clearly identified. Which

are the independent variables and which the dependent variables?

The theory underpinning the bond market response to public-sector deficitsis the fiscal
counterpart to the natural-rate hypothesis. Just as the operation of the competitive labour market
IS supposed to ensure that the economy always gravitates towards the natural rate of
unemployment, so the operation of a competitive capital market is supposed to ensure the balance
between savings and investment at the natural rate. Accordingly, it is argued that government
deficits "crowd out” private-sector investment and, indeed, as equation (2) indicates, public
deficits must be accompanied by an excess of private savings over private investment. The
increase in private savings is, according to the Ricardian Equivalence Theorem, arational
consumer reaction to the increase in government debt (Barro, 1974). However, investigation of
the "crowding-out" phenomenon has indicated that crowding-out is a characteristic of the
operations of financial markets, not of the underlying real economy (Blanchard, 1987). Thisin
turn suggests that the behaviour of the financial markets is creating a self-fulfilling prophecy:
public spending crowds out private investment because the market reaction to public spending is
to raise long terminterest rates. The high interest rates demanded by the bond markets tend to
produce downward pressures on private-sector investment and upward pressures on the private

savings rate, further exacerbating fiscal deficits.

The typical reaction of bond markets to changes in the labour market and in the government’s
fiscal stance suggests that they behave as if the economy will tend to be in a perfectly competitive
equilibrium, ensuring that there is an underlying tendency towards full employment and an
efficient alocation of resources. If thisis not atrue model of the economy, i.e,, if the economy
does not operate in this fashion, then the markets "discipline” may well be inappropriate and
damaging. Thiswill be particularly true if the financial markets operate in a manner that isin some
respects self-fulfilling, i.e., the market determines the fundamentals - which leads us to a quite

government prudence which produced the surplus but the lack of prudence of the private sector.
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different explanation of the relationship between financial markets and the real economy.
How market views are formed

The interpretation of the impact of financial market liberalization is, as has been seen above,
heavily dependent upon the theory of the real economy and of the interaction between the real
economy and financial markets. An examination of how market views are formed suggests an
aternative to the orthodox combination of neoclassical welfare economics and the efficient
markets hypothesis. In this alternative theory, the level of output in the economy is determined by
the level of effective demand, and it is assumed that there is no tendency for that demand to
gravitate to alevel commensurate with full employment growth. Financial markets influence

output, and the trend of output, via their impact on effective demand”’.

In his General Theory, Keynes provided quite a different description of financial market
behaviour, and of the interaction between real and financial markets, from that assumed by the
conventional wisdom. Keynes likened the operations of financial markets to a "beauty contest".
He was not referring to a 1930s equivalent of the Miss World contest, in which judges declare a
winner. He had in mind a competition then popular in the British tabloid Sunday press in which
readers were asked to rank pictures of young women in the order that they believed would
correspond to the average preferences of the competitors as awhole. So in order to win, the
player should not express his or her own preferences, nor even the genuine preferences of average
opinion, but instead should anticipate "what average opinion expects average opinion to be"
(Keynes, 1936, p. 156). Inthe same way, the key to success in the financial markets is not what

the individual investor considers to be the virtues or otherwise of any particular policy but what

27. Today, Keynesian theory is typically interpreted in terms of "rigidities” that inhibit the ability of
markets to ensure a gravitation towards full employment equilibrium. In other words, an
underemployment equilibrium is a special case of the full employment model, distinguished only by the
imperfections (market failures) which prevent the attainment of Walrasian equilibrium. An alternative
interpretation is that Keynes’s vision is of an underemployment equilibrium determined by a level of
effective demand that displays no tendency, even in the best of all possible worlds, to gravitate toward
full employment. This is not a special case of the neoclassical model, but an alternative to it. These issues
are surveyed and analysed in Eatwell and Milgate, 1983.
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he or she believes everyone else in the market will believe everyone else will think.

Since the markets are driven by average opinion about what average opinion will be, an enormous
premium is placed on any information or signals that might provide a guide to the swingsin
average opinion and to how average opinion will react to changing events. These signals must be
simple and clear-cut. Sophisticated interpretations of the economic data would not provide a clear
lead. Hence the money markets and foreign exchange markets become dominated by simple
dogans - larger fiscal deficits lead to higher interest rates, an increased money supply resultsin
higher inflation, public expenditure is bad, falling unemployment always leads to accelerating

inflation, and so on.

However, such slogans could not dominate market behaviour if the simple economic propositions
embedded within them were consistently shown to be false. Profits could be earned by those who
ignore the slogans, those, for example, who buy bonds as unemployment falls or fiscal deficits
rise. If such behaviour were to be successful, "average opinion” would tend to change. So if the
"true model" of the real economy were the neoclassical model, then "average opinion” would tend
to oscillate around the predictions of neoclassical theory. The peculiarity of the Keynesian model
Is that monetary and financial factors are assigned a dominant role in the determination of real
economic performance. The "true model" is not independent of the behaviour of financial markets.
It is therefore possible for "average opinion” to become salf-fulfilling. If the markets believe that
higher fiscal deficits result in higher real rates of interest, then so they will. Of course, "average
opinion” is not formed in avacuum. It hasits own history and is heavily influenced by fashionable
theories and by the exercise of the financial powers of national governments, particularly the more
economically powerful ones. The recent history of capital market liberalization might be
represented as a swing in the balance of influence from a post-war theory of economic policy that
enjoined national governments to limit international capital movements to the present-day theory

that encourages free capital movements and the abdication of national regulatory powers™.

28. The emphasis on "theory" in this sentence is perhaps excessive. The abandonment of the Bretton
Woods system was not necessarily the preferred choice of most governments, but resulted from
international financial developments that they were increasingly incapable of controlling.
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Keynes's characterization of the operation of financial markets suggests two ways in which
financial market liberalization might result in a deterioration in overall economic performance.
First, amarket that operates as a beauty contest islikely to be highly unstable and prone to
occasional severe loss of liquidity as all opinion tends to shift in the same direction. This will
increase the cost of capital and sometimes lead to severe capital shortages - both factors that will
tend to discourage investment and reduce levels of activity in the medium term. Second, the
operation of the beauty contest in aliberal environment may produce systematic changes in the
behaviour of both public and private sectors. Although these changes may succeed in reducing
instability, they achieve this only at the cost of a medium-term deterioration in overall economic
performance. Both effects, which have bearings on policy-making, will be introduced here. In

Section 4 there is an evaluation of the impact on private sector performance.
Consequences for public policy
An Erratic Discipline

The tendency of financial markets to move erratically is an important qualification of the alleged
"healthy" discipline they impose on governments. Woodall (1995) quotes the IMF as arguing that
"the discipline exercised by capital markets over policy is neither infalible nor isit applied
smoothly and consistently” and herself suggests that "discipline is often doled out erratically, with
waves of excessive optimism being followed by excessive pessimism". There have been three
recent prominent examples of erratic market behaviour: first, the rise and fall of the dollar in the
1980s - the index of the dollar effective exchange rate swung from 105 in 1980 to 145 in 1985 to
100 in 1990%°; second, the rise and fall of world bond markets in 1993 and 1994; and third, the
crisisin the Mexican peso at the end of 1994. What is particularly striking about the second and
third examples is that they are both clearly linked to financial market liberalization®.

29. A similar story might be told of the pound, which swung wildly from over $2.40 in 1980, to near
$1.00 in 1986 to $2.00 in 1990, hardly a reflection of "fundamentals".

30. Another good example of the damage that imprudent financial flows can do is the large-scale
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Asfar asthe fluctuations in the bond market are concerned, the BIS (1995) attributes the fall of
bond prices to:

(a) Overshooting in 1993 (i.e., excessively high prices).

(b) Speculative excesses fuelled by "leverage which allowed participants to take large
exposures with relatively little own capital, either by borrowing or using derivatives'.

(c) "Institutional features and market practices' including hedging strategies. Moreover,
"an important force linking yield movements across markets was the generalised

retrenchment by non-resident, especially US, investors'.

The overall conclusion isthat there is significant potential for "medium-term deviations from
redistic views about sustainable levels (fundamentals) ... Such misalignments have great potential
costsin terms of a misallocation of resources. They also heighten the risk of abrupt and disorderly
corrections and hence of broader financial instability” (BIS, 1995, p. 116).

It was just such a "disorderly correction” that in 1995 forced the United States and the IMF into
the unaccustomed role of lender of last resort to the Mexican money markets and compelled
Mexico to increase its already crippling burden of foreign debt. Mexico had been pursuing the
policy stance recommended by the IMF: a stable exchange rate with the dollar to act asa
"nominal peg" to the inflation rate, and liberalization of capital markets (by selling dollar-
denominated instruments). As the stable exchange rate encouraged imports, capital flowed in to
cover the deficit and acquire a 20% return. The possibility of devaluation, a perfectly rational step
in the light of Mexico’s steadily deteriorating current account and overly restrictive monetary

policy, produced a dramatic rush out of Mexican paper, provoking a classic liquidity crisis and

bank lending to developing countries in the late 1970s, particularly to Latin America, which precipitated
the debt crisis from which real output has barely recovered.
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real recession in Mexico (Taylor and Schiefer, 1995). Asthe BIS (1995) comments, the crisis was
precipitated by financial factors despite the fact that "external deficits in Mexico have thistime
coincided with both microeconomic and macroeconomic ‘fundamentals' that were healthy by any
standards’. The Mexican economy, far from staying "healthy", became distinctly "unhealthy", with

severe socia consequences.

The Mexican example also exposes an ambiguity in the use of the term "fundamentals'. In some
discussions, thisterm is used to suggest the "true model" of the economy. In others, it is used
more pragmatically to mean smply a position that is sustainable. Of course, if the "true model" is
indeed "true”, then these two interpretations can amount to the same thing. But if it is not, then
the definition of what is sustainable may itself be a function of self-fulfilling behaviour of the

financial markets.

If financial markets are to promote "healthy" policy, then the model of the economy implicit in
market behaviour must be a"true" mode, for if it is not, the discipline enforced by markets may
not be healthy. This does not mean that the outcome implied by market behaviour will not indeed
be forthcoming, only that that outcome will not necessarily correspond to real economic
efficiency. There is nothing efficient about zero inflation and 10% unemployment, for example. I
market behaviour is not based on atrue model, or if the performance of the real economy is not
independent of financial market behaviour, then erratic and disorderly market movements are not
merely "overshooting” or temporary fluctuations around a true mean. They may be the

determinants of systematically inefficient behaviour.

Governmentsin Search of Credibility

The liberalization of financial markets has clearly reduced the power of governments to
manipulate the economy. In fixed exchange rate systems (such as the ERM), governments face the
"impossibility problem": the impossibility of sustaining fixed exchange rates, free capital
movements and an independent monetary policy. With flexible exchange rates, control over short

term ratesis recovered, to some degree, but long term rates are still subject to the whims and
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judgements of the international bond traders. Moreover, control over short term ratesis only
recovered if, like the United States Federal Reserve Bank, the authorities are apparently
unconcerned about movements in the exchange rate”, - arare luxury, and perhaps a costly one.
The markets also place powerful constraints on the exercise of fiscal policy. Orr, Edey and
Kennedy (1995) find that real interest rates are highest in countries with the largest structural
budget deficits and current account deficits (other than the United States).

If the financial markets are simply enforcing the logic of real economic efficiency, strengthening
the self-adjusting powers of competitive markets, then the "disciplining” of governments would be
benign, but if markets are pursuing the rules of a beauty contest and imposing self-fulfilling
prejudices on the workings of the real economy, then the outcome may be very damaging. The
overwhelming scale of potential capital flows means that governments must today, as never
before, attempt to maintain market "credibility”. Credibility has become the key-stone of policy
making in the nineties (King, 1995). A credible government is a government which pursues a
policy that is"market friendly” that is, a policy that is in accordance with what the markets believe
to be "sound" and "efficient”. Particularly favoured are measures designed to meet a "prudent”
pre-determined monetary target or imposing nominal anchors on monetary policy, and balancing
the budget (preferably by cutting public expenditure rather than raising taxes). Governments that
fail to pursue "sound" and "prudent” policies are forced to pay a premium on the interest costs of
financing their programmes. Severe loss of credibility will lead to afinancial crisis. The
determination of what is credible, and how governments lose credibility, is a product of the beauty
contest.

The BIS (1995) sums up the situation:

"In the financial landscape which has been emerging over the past two decades, the

likelihood of extreme price movements may well be greater and their consequencesin all

31. Exchange rate uncertainty drives a wedge between national interest rates, but the decoupling
depends on the maintenance of uncertainty.
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probability further reaching. ... At the macro level, the new landscape puts a premium on
policies conducive to financial discipline. Strategically, a firm longer-term focus on price
stahility is the best safeguard, one which can only be achieved with the support of fiscal

discipline”.

The BIS then warns, "yet such a safeguard is by no means always effective".

The costs of losing credibility can reverberate over many years and reacquiring credibility can be
very costly in real terms. So if governments are risk-averse, the demands of credibility will impose
broadly deflationary macroeconomic strategies. In the 1960s, the managed international financial
framework permitted expansionary, full employment policies which were contagious both
domestically, encouraging private investment, and internationally, underwriting the growth of
world trade. In the 1980s, the deregulated financial framework has encouraged policies that
elevate financial stability above growth and employment. This has ratchetted up real interest rates,
which have in turn reduced domestic investment, reduced the growth of world trade and slowed
the rate of growth of effective demand.

All thisis not surprising in the light of the basic Keynesian proposition that the real economy is
not self-adjusting, i.e., that markets are just as likely to settle in alow-growth, high unemployment
equilibrium as in any other. Keynes pointed out that the idea of self-adjustment was convincing
only because of a common confusion between the efficiency that the market may impose on the
operations of an individual firm and the fact that the market does not ensure that the economy as a
whole is maintaining an efficient level of employment, or, in alonger-term perspective, an efficient
balance between consumption and investment. In Keynes's characterization of the operations of a
market economy, it is clear that the behaviour of financial markets may well be an important
factor driving the economy towards a low-growth, high-unemployment equilibrium. The markets
are neither omniscient nor benign. When their influence is combined with the persistent search for
government "credibility”, defined in terms of "sound money" and "prudent” deflationary policies,

then the low level position is the most likely outcome.
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4. Liberal Financial M arkets and the Private Sector

It has been argued above that liberalized financial markets have imposed deflationary pressures on
world levels of growth, productivity and investment. These pressures on both public and private
sectors derive primarily from the sheer scale of potential capital flows, and from the potential

volatility of those flows.

Volatile financial markets generate economic inefficiencies. Even if fluctuations take place around
a"true" level, volatility creates financia risk. Even if the facilities exist for hedging that risk, the
cost of financial commitment is raised. More generally, volatility may well result in decisions being
made on the basis of false information, and may induce a general reluctance to take any step that
will increase exposure to unpredictable fluctuations in exchange rates or interest rates. A simple
premise might be: the greater the volatility, the greater the reluctance to undertake any exposure
to fluctuating variables. The greatest danger of al in open capital marketsis, of course, posed by
ageneral loss of liquidity.

A further question raised by the liberalization of international capital markets is the extent to
which instability is transmitted between markets. As has often been noted, one of the most
Interesting aspects of the stock market crash in October 1987 isthat it was a world-wide
phenomenon. Prices were marked down in al stock markets around the world with no particular
reference to the "fundamentals” in each particular country. It is now generally accepted that this
was a classic example of "contagion”, of a beauty contest in which markets were reacting to the
news of markets. King and Wadhwani (1988) have shown "that the correlation coefficient
between hourly changes in London and New Y ork rose after the crash, an observation that is
consistent with the idea that the extent of contagion grew after October 19th. When we allow for
time zone trading and examine interactions between Tokyo, London and New Y ork in turn, this
finding is confirmed.... the value of the contagion coefficient measuring the impact of New Y ork

on London depends on volatility".
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Developed economies

Analyses of financial instability typically focus on short term volatility, often monthly or even daily
price movements. It is not surprising to find that short term volatility in money markets has
increased since the end of Bretton Woods system. On average, the monthly volatility of G7
exchange rates has tripled, with far larger increases in volatility being experienced by countries
outside the core of the ERM. There has been no tendency for volatility to decrease in the 1980s
and early 1990s, but equally, after the sharp increase between the 1960s and early 1980s, there
has been no further tendency for volatility to increase despite the fact that currency trading has
increased enormoudly (see table 9). Thereis aclear link between international speculative flows,
the exit of Italy and the United Kingdom from the ERM in 1992, and the greater-exchange rate

volatility subsequently experienced by those countries.

Table 9. Volatility of Effective Exchange Rates

1960-69 1980-1985 1986-1989 1990-1994
Canada 0.2 0.9 1.0 11
France 1.0 1.1 0.8 0.7
Germany 0.7 1.0 0.8 0.9
[taly 0.3 0.7 0.6 19
Japan 0.3 2.4 2.4 2.4
United Kingdom 1.0 2.0 18 2.0
United States 0.2 18 2.1 15

Note: standard deviation of monthly changes (percentage points)
Source: Edey and Hviding (1995).

As shown in Table 10, similar increase in volatility is evident in bond yields although this, too, has
generally eased a little in the 1990s when international bond trading has increased sharply.
There has aso been some correspondence between short and long rates, with increased volatility
of short term interest rates, too (Shiller, 1988).
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Table 10. Volatility of Bond Yields

1960-1969 1980-1985 1986-1989 1990-1994

Canada 0.13 0.58 0.27 031
France 0.11 0.42 0.38 0.31
Germany 0.10 0.28 0.20 0.22
[taly 011 0.43 0.37 0.46
Japan 0.27 0.37 0.52 0.38
United Kingdom  0.17 0.43 0.43 0.36
United States 0.18 0.58 0.34 0.23

Note: standard deviation of monthly changes (percentage points)
Source: Edey and Hviding (1995).

No consistent trend toward increased volatility is observable in equity markets either, even though
volatility was alittle higher in the 1980s - see Table 11. Stock market volatility has been shown to
be only weakly related to volatility in the real economy, athough William Schwert (1989) has
argued that thereisalink, albeit awesak link, between volatility and recession.

Table 11. Volatility of Share Price

1960-1969 1980-1985 1986-1989 1990-1994

Canada 35 57 5.0 35
France 4.6 7.2 7.9 5.3
Germany 4.0 3.0 6.1 4.1
[taly 5.0 6.5 7.8 6.6
Japan 4.3 2.6 4.1 5.8
United Kingdom 3.5 34 57 3.7
United States 6.9 3.8 3.9 2.8

Note: standard deviation of monthly changes (percentage points)
Source: Edey and Hviding (1995).

Thereis only limited evidence of a significant impact of short term financial volatility on the real

economy. Writing in the early 1980s, Andrew Crockett (1984), argued that "The large majority of
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empirical studies on the impact of exchange rate variability on the volume of international trade
are unable to establish a systematically significant link between measured exchange rate variability
and the volume of international trade". Joseph Gagnon (1993), in an analytical study, suggested
that the impact of volatility on trade is likely to be negative but small. Examining the wider impact
on the real economy with data covering 49 countries, Baxter and Stockman (1989) found no link
between the performance of the real economy and the exchange rate regime (fixed or floating).
However, an empirical study by Linda Goldberg (1993) found that exchange rate volatility had a
clear negative impact on investment in United States industry, although the observed negative
effects were quantitatively small. Her results are in accord with John Huizinga’s findings (1994)
that "for United States manufacturing industries the move to flexible exchange rates was in fact
accompanied by significant and widespread increases in uncertainty about real wages, the red
price of materials inputs, the real output price .... Higher uncertainty about real output price was
shown to be negatively correlated with the investment rate and productivity growth ... Higher
uncertainty about real wages was aso ... negatively correlated with the investment rate, but
positively correlated with productivity growth. Higher uncertainty about the real price of materials
inputs was ... positively correlated with the investment rate and productivity growth".

Huizinga's study distinguishes between periods of fixed and fluctuating rates, rather than using
measures of volatility as such. In doing so he illuminated an important point. It would appear that
short term volatility in exchange rates is not the relevant measure for the impact of international
capital liberalization on the medium-term performance of the real economy. Liberalization was
accompanied in the 1970s and 1980s by huge medium-term swings in exchange rates, with no
obvious relationship to the needs of the real economy. For example, the appreciation of the
sterling effective exchange rate by over 20% between 1978 and 1981 was accompanied by a
doubling of the United Kingdom inflation rate. The consequent increase in the real exchange rate
resulted in arapid deterioration in the balance of trade in manufactured goods and afall in
domestic manufacturing output of 20%, declines from which British manufacturing has not fully
recovered. Similarly the 40% swings in the US effective exchange rate in the 1980s were
associated with the growth of the US current account deficit to over $160 billion in 1987 (with a
counterpart deterioration in the Federal budget deficit).



Giorgia Giovanetti (1991) has shown that the impact on competitiveness of a given change in a
fluctuating rate is significantly less than the same change in a fixed, but adjustable, exchange rate.
The rationale of thisresult is not hard to find. Under afixed rate system, an adjustment of the
rate results in a new pattern of international prices that can be used, with reasonable confidence,
as aframework for long term decision making. The same absolute change in a fluctuating
exchange rate will not be expected to persist in the same way, and therefore will be less of an
incentive for long term change. Of course, exchange rate movements today are far more effected
by changes in asset prices than by the requirements of purchasing power parity. But in so far as
altering exchange rates is a means of adjusting to differences in international competitiveness, then
fluctuating rates, by the very nature of the uncertainties that they create, will require larger swings

in relative parities than are really appropriate - a further contribution to international instability.

Aswell as exchange rate instability, the 1980s have also experienced both an increase in the
volatility of bond rates and a sharp increase in the real level of the long term bond rate. Thereisa
clear body of evidence that links the volatility and high rates of return demanded in deregulated
capital markets to bond default and corporate failure. Gertler and Hubbard (1988) have argued
that the impact of volatility on a firm's net worth will limit its ability to borrow, and that smaller
firms can be hard hit by the impact of high interest rates on the cost of loans. Combined with the
well-known evidence presented by Fazzari, Hubbard and Petersen (1988) that retained profits are
the key determinant of investment, these results suggest that the impact of high and volatile
interest rates on cash flow will lead to a significant deterioration in corporate performance,

especialy for those companies with high debt-equity ratios.

In a short briefing paper, Keating and Wilmot (1992) present a startling illustration of the impact
of the creation and demise of the Bretton Woods system on the default rate on corporate bonds
(see Figure 1). The Bretton Woods erais characterized by historically low default rates, while
default rose rise sharply as that era ended, and have climbed steadily through the 1980s. This
pattern of the impact of liberalization on corporate survival is confirmed by a study of United
States business failures by Michele Naples and Arben Arifaj (1995). Naples and Arifa) verify the
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fact that the corporate failure rate was peculiarly low in the Bretton Woods era and rose sharply
in the 1980s. They aso find that the real interest rate and the corporate debt-equity ratio are

significant explanatory variables of that failure rate.

What is particularly striking about these observations is that they suggest that deregulation of
national and international capital markets has raised the cost of capital and introduced instability
into the local financial environment of middle America. The corporate survival rate was sustained
in the Bretton Woods era by a combination of macroeconomic steady growth and the micro-
economic benefits of low interest rates and the financial stability. Globalization of financial
markets has meant that, whereas international disequilibria may, in the past, have been manifest in
exchange rate movements, today they have an impact on interest rates in domestic money
markets. The instability of local interest rates means that international financial pressures are felt
by small and medium-sized firms operating in local markets, and not only by large companies

operating internationally.

Emerging markets

As was noted above, the growth of equity markets in developing countries has played a positive
role in encouraging a flow of capital towards developing countries and relaxing financial
constraints on economic activity, particularly in Latin America (Devlin, Ffrench-Davis and
Griffith-Jones, 1995). The World Bank, through the International Finance Corporation, is actively
encouraging the development of equity markets in developing countries and encouraging them to
liberalize their capital markets as the most effective way of attracting international capital. The
conventional wisdom is effectively summed up in areport by the World Institute of Development
Economics Research (1990), that called for the repeal of Article VI of the IMF Articles of

Agreement:

"The need to attract foreign capital in non-debt creating forms is only one reason, and not
the most important reason, why devel oping countries should wish to foster their emerging

equity markets. Equity markets are a vital part of economic development - they encourage
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savings, help channel savings into productive investment and encourage entrepreneurs to
improve the efficiency of investments. This Report, therefore puts the role of the foreign
investor within the context of the general desirability of the growth of equity markets for
domestic resource mobilisation reasons as well as for tapping foreign savings and know-

how on market organization and technology."

As Singh (1993) points out, this argument fails to take account of the substantial body of

literature that demonstrates that relatively sophisticated equity markets in developed countries are
not effective either in ensuring an efficient allocation of savings or in encouraging efficient
decision making by entrepreneurs. It also ignores the widely accepted view that " bank-based"
systems of corporate finance have superior development records than do "stock-market based"
systems (Frank and Mayer, 1990; Pollin, 1995). Moreover, Singh reports that "there s little or no
evidence of an increase in aggregate savings for most developing countries as a result of greater
new issues activity on the stock market. In some of the countries (e.g. Mexico, Turkey) aggregate
savings actually fell during the 1980s" (Singh, 1993)%.

However, Singh and Hamid (1991) have shown that even though the development of stock
markets does not increase savings, equity finance is nonetheless a very important form of funding
for industry™. New issues are far more important in the funding of manufacturing companies in

developing countries than is the case in developed countries, where new equity finance is avery

32. A study by Cho and Khatkhate (1989) of financial liberalization in five Asian countries
(Indonesia, Malaysia, Philippines, South Korea and Sri Lanka), cited by Singh (1993), concluded: "...
financial reform, whether comprehensive and sweeping or measured and gradual, does not seem to
have made any significant difference to the saving and investment activities in liberalized economies. It
was believed until recently that removal of repressive polices would boost saving. The survey in this
paper of the consequences of reforms does not reveal any systematic trend or pattern in regard to saving
(and also investment), though it clearly demonstrates that reform has greatly contributed to the
financialization of savings". Devlin, Ffrench-Davis and Griffith-Jones (1995), commenting on the Latin
American experience, 1991-1993, observe that "Mexico - although experiencing a particularly large influx
of private capital - has not seen .. a recovery of growth in the period"”, and for Latin America as a whole,
"national savings were crowded-out by external savings".

33. Singh and Hamid examine a sample of 50 of the largest manufacturing companies over the
period 1980-1988 in each of nine countries: India, Jordan, Malaysia, Mexico, Pakistan, South Korea,
Thailand, Turkey and Zimbabwe.
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small component of the corporate flow of funds. Whereas in United States industrial companies,
retained earnings provide over 90% of the corporate sources of funds (Corbett and Jenkinson,
1994), in South Korea only 13% of funds were internally generated and across the entire sample,
an average of 32% of funds were internally generated. Although there were very wide differences
between countries, new equity provided, on average, 40% of funds in the developing economies
compared with a negative contribution (due to takeover activity and "buy backs") of -9% in the
United States.

Given the importance of new issues in the financing of corporate growth in developing countries a
cloud is cast over the success of emerging markets in attracting capital flows to developing
countries by the very high volatility of those markets. The short term volatility of stock pricesis
significantly greater than in the G-7. Over the period 1985-1989, the standard deviation of
monthly price changes was 37 in Argentina, 21 ion Brazil, 8 in South Korea, 15 in Taiwan, and 24
in Turkey (compare the figures for developed countriesin Table 11).

Of even greater importance are the violent medium-term swings to which these markets are

prone. Singh (1993) reports that "between 1982 and 1985, share prices of the Brazilian stock
exchange rose five fold (in US dollar terms), two years later they had fallen to 28% of their 1985
value. In the first nine months of 1987, share prices on the Mexican market rose 6-fold. However
in October 1987 prices fell to atenth of their previouslevel. In Taiwan, the largest Third World
stock market, between 1987 and February 1990 the share price index rose by 330 percent to reach
apeak of 12,600, the index then fell to a quarter of its value (3160) by September 1990". It is
difficult to associate such volatility with efficiency or to consider it mere "overshooting"34.
Instahility is also likely to discourage international capital flows into emerging markets and
provoke the sort of liquidity crisis suffered in Mexico. The BIS (1995) comments that "capital

inflows - inflated by volatile short term movements - can reach levels that are not sustainable. In

34. Singh (1993) cites the description in The Economist (9 September 1989) of the Taiwan stock
market as "a rigid casino with a phenomenal turnover”. In 1989 the average value of shares traded on
the Taipei stock market was nearly $3 billion, $1 billion more than in London, and just half the value of a
day’s trading in New York.
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the process, the exchange rate and other financial asset prices can overreact in ways that are
inimical to long term goals.... In some countries, recent developments in securities markets have
constituted a potential source of systemic risk". In the light of recent experience, both the BIS and
the IMF have recommended that developing countries consider imposing short term capital
controls to discourage excessive capital inflow.
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5. Conclusions

Effects of Liberalized Financial Markets

The broad lines of a potentia explanation of the relationship between liberalized international
financial markets and the performance of the real economy can now be discerned. Given that
financial markets operate as a beauty contest and the real economy has no automatic tendency to
converge to full-employment growth, then the simple rules of the game embodied in the policy
positions believed by market participants to be held by other participants will be imposed on the
economy. The down-side risks involved in flaunting the rules of the game will create a
deflationary bias in government policy and in the private sector of the real economy. Thisis
reinforced by the very high costs of debt in a situation in which real interest rates typically exceed
growth rates by a substantial margin. High interest rates are themselves the outcome of the
attempt to maintain financia stability in a potentially volatile world. So the post-war goal of "a
high and stable level of employment™ is abandoned and replaced by the goals of the "long term
price stability” - the path to which is defined according to the rules of the game.

The easing of bond yield volatility in the 1990’s probably reflects widespread adjustments to
financial market constraints, rather than improvements in the functioning of the markets
themselves. Policy has been adjusted to accommodate the pressures of volatile markets, and this
explains the decline in the instability observed in recent years. Private sector decision makers have
also adapted to the new low-level situation. With governments no longer committed to the
maintenance of full employment levels of effective demand, the prospective growth of salesis
reduced and the attractions of investment curtailed. Falling private sector investment will tend to
precipitate some deterioration in the government’s fiscal balance, further exacerbating deflationary

pressures.

It is potential volatility that creates the pressures on government policy. As governments

increasingly accept the new rules, and as demands for "international surveillance" and "openness’
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enforce those rules with increasing ferocity, observed volatility may diminish®. A relatively siow
growth, high unemployment, monetarily stable system can endure indefinitely. Thisisthe case
even in circumstances of rapid technological change. New technologies might be expected to
spark off a Schumpeterian wave of new investment, but with macroeconomic balances maintained
in a carefully constructed deflationary stance, the impact of new technologies is felt more on the
composition of activity than on the rate of growth. The low overall rate of growth ensures that
the average rate of productivity growth remains low (Eatwell, 1995b).

A low rate of growth, with low ratios of investment and saving to GDP will not lessen the
influence of the bond market. Even though the flow of savings may be diminished, the stock of
financial assets remains enormous and it is the turnover of that stock which determines long term
interest rates. As liquidity increases with the creation of ever more sophisticated financial
products, the stock market beginsto operate like a bond market. Institutional investors
increasingly demand that dividend rates should be maintained, irrespective of corporate

performance, thereby imposing a further deflationary burden on corporate cash flow.

In sum, aliberalized, sophisticated financial system, with a premium placed on the possihility of
exit, isafragile financial system. That fragility is manifest:

(@) in liquidity crises, some of which have substantial reverberations in reduced real output;

(b) in risk aversion in the private sector, which produces a bias towards the short term and

a corresponding reluctance to invest for the long term;

(c) inrisk aversion in the public sector, producing a bias towards deflationary policies; and

35. Schwert’s finding (1989) that stock market volatility in the United States was high during the
1930s runs contrary to this image of a long-run stable depression. However, Bayoumi and Eichengreen
(1994) find that "under fixed rates, monetary policy had to be adjusted to stabilize the exchange rate,
flattening the demand curve and thereby increasing the output response and reducing the price
response to aggregate supply shock. Following the shift to floating, monetary policy was freed,
steepening the demand curve and increasing price volatility relative to output volatility".
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(d) in persistent demands for greater "flexibility” to increase the possihilities of exit.

The development of new derivative products to manage the risk that the liberal financial system
has itself created has in turn produced new systemic risks. Indeed, the complexity of such
instruments leaves them vulnerable to sudden loss of liquidity as opinion swings in one direction
or another.

The explanation presented here of the impact of international capital liberalization is consistent
with the deterioration of economic performance in the post-Bretton Woods era. It does not, of
course, prove causation. It simply comprises a set of hypotheses on the operation of financial
markets and the real economy, and the interaction between them, which would suggest that liberal
financial markets with very high turnover would tend to impose deflationary pressures on the
economy™. As regards developing economies, the benefits that the abolition of financial controls
have brought to emerging markets must be heavily qualified by the instability that isinherent in
the ease of exit demanded by investors. Granted, increased flows of direct, real investment
probably require agreement to unrestricted repatriation of profits - but probably not the instant
exit conditions demanded by financial markets.

Lessons Learnt

If the foregoing hypotheses do indeed capture the essence of the current operation of the
international economy, this raises the question of what could be done to improve the relationship
between the operation of the international financial system and the overall efficiency of the real
economies of the world. It is often argued that nothing can be done to change the present system
since capital flows can overwhelm alarge number of measures decided by any one government.

Thisis certainly true. But it is equally true that the foundation stones of the world financial system

36. These were, of course, the hypotheses that provided the theoretical underpinning of Keynes’s
position at the Bretton Woods conference.
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are the monetary instruments issued by a small number of major governments. The US dollar, the
Dmark, the yen, and the pound sterling were on at least one side of the transaction in 80% of
currency tradesin 1989 and 1992, and 77% of tradesin 1995 (BIS, 1996, table F-3). Ultimately,

those governments acting together have the potential to control capital flows™ .

But that potential will only be manifest if governments themselves espouse a different theory of
economic policy than the orthodox view that currently dominates economic and political debate.
In many cases the assumed superiority of aliberal market strategy derives not just from
conventional theory but also from a belief in the inherent economic incompetence and even
venality of governments - an unflattering picture that some governments themselves seem to have
adopted. Of course, there are a number of examples for which such pessimismisjustified. Yet in
the longer term successful economic development has aways been associated with active
developmental states (Gerschenkron, 1962; Amsden, 1989; Singh, 1994). State intervention has
also contributed to short-run efficiency. Within the Bretton Woods system, active macroeconomic
management was successful in maintaining high levels of output and employment (Eichengreen,
1993). Examples of bad and incompetent policy are not sufficient justification for handing the
future of the economy over to an economic environment of liberalized markets that renders
systematic policy-making impossible. Rather, they should encourage the creation of an

environment within which good and competent policy can be effective.

Aswas argued above, restrictions of capital flows have not necessarily been associated with poor
economic performance. It is worth remembering that western reconstruction after World War 11,
surely one of the great economic policy achievements of modern times, was conducted in an
environment of tight capital controls. Even current account convertibility was typically not
permitted before 1958, by which time the success of reconstruction was assured. By contrast

37. This potential is acknowledged even by proponents of financial liberalization. For example, in
rejectng the "Myth of the Powerless State" Pam Woodall (1995) argues that the "myth" was propped up
by politicians unwilling to take public responsibility for their liberalizing decisions. "The world has
changed, the global economy has indeed arrived: nonetheless, the emasculated state is a myth...The
barriers that politicians have lowered can be raised again... In finance, technology makes the changes
harder to reverse, but by no means impossible... given the will, governments can do it".
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(though the two cases are not totally comparable) in process of transition of the Central and
Eastern European economies, there was arush to convertibility and to relaxation of capital
controls. This liberal environment for trade and finance has not been notably successful in
attracting capital to the reconstruction effort (from 1992-1994 foreign direct investment for the
entire region was only about the same as foreign direct investment in Malaysia) and has produced
the bizarre result that the Russia Federation is a significant net capital exporter (EBRD, 1995). All
successful examples of the creation of modern industrial economies, from nineteenth century
Germany (Gerschenkron, 1962) to the modern Republic of Korea (Amsden, 1989), have been
associated which interventionist policies in both trade and finance. History suggests that a laissez-
faire international regime may well hinder rather than help the process of transformation in Central
and Eastern Europe (Eatwell et al., 1995).

The importance of the theoretical framework which informs economic policy is also clear in the
inter-war period experience. As Peter Temin (1989) has made clear, the Depression of the 1930s
was a product both of the loss of international financial control (the UK unable to sustain the
international system as it had done before the First World War, and the US unwilling to do so),
and the fact that governments were convinced of the necessity of deflationary policies. They had
no alternative theory which would lead them to act otherwise. Without a change of "theory" by
governments, without awillingness to pursue growth-oriented policies, no formal structure of
financial controls would deliver recovery in OECD countries. Without a change of policy to
encourage higher growth in the North, the prospects for successful growth strategies in the South
are seriously reduced. Developing countries, however, could question this legacy by adopting a
pragmatic stance to financia liberalization, and by considering whether the benefits of financial
liberalization outweigh its costs and help foster the goals of sustainable human development.

It took the experience of the Depression and of economic management World War 11 to change
the stagnationist theory which wrought such damage in the 1930s. In the same way, it is unlikely
today that a significant reassertion of control over international financial structures is possible
without an equally major change in priorities and analyses by major governments. Such changes
have historically been associated with the aftermath of world-wide economic and political
disruption.
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