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Chapter 18
The International Monetary System, 1870-1973

Preview

» Goals of macroeconomic policies

« Gold standard

* Interwar years

* Bretton Woods system

» Collapse of the Bretton Woods system

» International effects of US macroeconomic policies
Macroeconomic Goals

* Internal balance” is a name given to the macroeconogoals of full
employment(or normal production) angrice stability (or low inflation).

0 Over-employment tends to lead to increased priced ander-
employment tends to lead to decreased prices.

O Volatile aggregate demand and output tend to crezlsdile prices.

0 Unexpected inflation redistributes income from died to debtors and
makes planning for the future more difficult.

» “External balance” is a name given to a currentoant that is not “too”
negative or “too” positive.

U A large current accounteficit can make foreigners think that an
economy can not repay its debts and therefore riedaa stop lending,
causing a financial crisis.

U A large current accoursurplus can cause protectionist or other political
pressure by foreign governments (e.g., pressurdapan in the 1980s
and China in the 2000s).

« “External balance” can also meabaance of payments equilibrium



U a current account (plus capital account) that nestcine non-reserve
financial account in a given period, so that officnhternational reserves

do not change.

Gold Standard, Revisited

 The gold standard from 1870-1914 and after 1918 madhanisms that
prevented flows of gold reserves (the balance gh@ats) from becoming too
positive or too negative.

QO Prices tended to adjust according the amount al gotulating in an
economy, which had effects on the flows of goodd aervices: the
current account.

O Central banks influenced financial capital flows,teat the non-reserve
part of the financial account matched the currectoant, thereby
reducing gold outflows or inflows.

* Price specie flow mechanisms the adjustment of prices as gold (“specie”)
flows into or out of a country, causing an adjusitna the flow of goods.

O An inflow of gold tends to inflate prices.

O An outflow of gold tends to deflate prices.

Q If a domestic country has a current account surplescess of the non-
reserve financial account, gold earned from expddws into the
country—raising prices in that country and lowerimgces in foreign
countries.

» Goods from the domestic country become expensivegmods
from foreign countries become cheap, reducing thereat
account surplus of the domestic country and thecitefof the
foreign countries.

* Thus, price specie flow mechanism of the gold saashatould reduce current
account surpluses and deficits, achieving a measfuegternal balance for all

countries.



* The “Rules of the Gamé under the gold standard refer to another adjustme
process that was theoretically carried out by etbi@nks:

O The selling of domestic assets when gold exitscinentry to pay for
imports. This decreased the money supply and iseckanterest rates,
attracting financial capital inflows to match a m@nt account deficit,
reducing gold outflows.

0 The buying of domestic assets when gold enterso@try as income
from exports. This increased the money supply aactahsed interest
rates, reducing financial capital inflows to matitie current account,

reducing gold inflows.

Banks with decreasing gold reserves had a strarentive to practice the rules

of the game: they could not redeem currency witisoéficient gold.

Banks with increasing gold reserves had a weaknineeto practice the rules

of the game: gold did not earn interest, but dommesisets did.

In practice, central banks with increasing golderess seldom followed the

rules.

And central banks often sterilized gold flows, myito prevent any effect on

money supplies and prices.

The gold standard’s record for internal balance mea®d.

U The US suffered from deflation and depression en1870s and 1880s
after its adherence to the gold standard: priced ¢aitput) were reduced
after inflation during the 1860s.

Q0 The US unemployment rate averaged 6.8% from 189B;18ut it
averaged under 5.7% from 1946-1992.

Interwar Years: 1918-1939

« The gold standard was stopped in 1914 due to watr,after 1918 was

attempted again.

O The US reinstated the gold standard from 1919-H2320.67 per unce
and from 1934-1944 at $35.00 ounce, (a devalugtiealollar).

U The UK reinstated the gold standard from 1925-1931.
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» But countries that adhered to the gold standardaihgest, without devaluing

the paper currency, suffered most from deflatiod aeeduced output in the
1930s.

Bretton Woods System: 1944-1973

* InJuly 1944, 44 countries met in Bretton Woods, NH
O For a history lesson: http://en.wikipedia.org/wiaétton Woods_system
» They established the Bretton Woods system: fixethange rates against the
US dollar and a fixed dollar price of gold ($35 pence).
* They also established other institutions:
U The International Monetary Fund
U The World Bank
U General Agreement on Trade and Tariffs (GATT), ihedecessor to the
World Trade Organization (WTO).

International Monetary Fund

« The IMF was constructed to lend to countries wittrsgstent balance of
payments deficits (or current account deficitsyj smapprove of devaluations.
O Loans were made from a fund paid for by membersggaid and
currencies.
O Each country had a quota, which determined itsridmriton to the fund
and the maximum amount it could borrow.
O Large loans were made conditional on the supervi©ib domestic
policies by the IMFIMF conditionality .
U Devaluations could occur if the IMF determined ttieg economy was
experiencing a “fundamental disequilibrium”.
» The IMF was constructed to lend to countries wittrsgstent balance of
payments deficits (or current account deficitsyj smapprove of devaluations.
O Loans were made from a fund paid for by memberggaid and

currencies.



U Each country had a quota, which determined itsrdmriton to the fund
and the maximum amount it could borrow.

O Large loans were made conditional on the supervi©b domestic
policies by the IMFIMF conditionality .

O Devaluations could occur if the IMF determined tttet economy was
experiencing a “fundamental disequilibrium”.

Bretton Woods System: 1944-1973
* In order to avoid sudden changes in the finanaabant (possibly causing a
balance of payments crisis), countries in the BrettWoods system often
prevented flows of financial capital across cowsri
* Yet, they encouraged flows of goods and serviceause of the view that
trade benefits all economies.

U Currencies were gradually made convertible (excbablg) between
member countries to encourage trade in goods amteg valued in
different currencies.

« Under a system of fixed exchange rates, all coemtithut the US had
ineffective monetary policies for internal balance.

» The principal tool for internal balance was fispalicy (government purchases
or taxes).

 The principal tools for external balance were bemg from the IMF,
financial capital restrictions and infrequent chesmg exchange rates.

Macroeconomic Goals

* Suppose internal balance in the short run occurgnwbutput at full

employment equals aggregate demand:
Y =C(Y-T)+1+G+CAEPP,Y -T)

 An increase in government purchases (or a decreasaxes) increases
aggregate demand and output above its full emplayhesel.

* To restore internal balance in the short run, alwation (a fall inE) must

OcCcur.



e Suppose external balance in the short run occuenwhe current account
achieves some valué
CA(EP*/P,Y -T) =X
 An increase in government purchases (or a decreasaxes) increases
aggregate demand, output and income, decreasirgyithent account.

* To restore external balance in the short run, aldeton (a rise irE) must

OCCuUr.
External balance achieved: the current
Exchange account is at its desired level
rate, E

Internal balance
achieved: output

is at its full
/ employment level

i

Fiscal exp'ansion
(GT or Ti)

» But under the fixed exchange rates of the Brettaod¢ system, devaluations
were supposed to be infrequent, and fiscal poliag supposed to be the main
policy tool to achieve both internal and exterralbnce.

* But in general, fiscal policy can not attain botibernal balance and external
balance at the same time.

* A devaluation, however, can attain both interndaibee and external balance

at the same time.



Exchange
rate, E

Devaluation that
results in internal
and external
balance: by making
domestic goods
cheaper, aggregate
demand, output and
the current account
increase.

At point 2, the
economy is below [/
and XX it experiences
low outputand a low
currentaccount

. . — Fiscal expansion
Fiscal policy that results ininternal or external balance: by {GTor T»L)
reducing demand forimports and output or increasing

demand for imports and output.

» Under the Bretton Woods system, policy makers gaiyansed fiscal policy to
try to achieve internal balance for political reaso

 Thus, an inability to adjust exchange rates lefuntoes facing external
iImbalances over time.

Q Infrequent devaluations or revaluations helped orestexternal and
internal balance, but speculators also tried tocimatte them, which
could cause greater internal or external imbalances

External and Internal Balances of the US
» The collapse of the Bretton Woods system was capisedrily by imbalances
of the US in 1960s and 1970s.

U The US current account surplus became a defidi®ifi.

U Rapidly increasing government purchases increaggdegate demand
and output, as well as prices.

U A rapidly rising price level and money supply caliske US dollar to

become over-valued in terms of gold and in term®ign currencies.
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Figure 18-3
U.5. Macroeconomic Data, 1964-1972
Souwrce: Economic Report of the Prasident, 1385 Money supply growih rate is the December to Decamber percentage Increasa in

M1, Inflation rate is the percentage increase in each year's average consumer price index over the avarage consumer price index
for the previous year.

{b) Inflation rate (d) Money supply growth
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Figure 18-3
.5, Macroeconomic Data, 1964-1972

Source: Economic Report of the Prasident, 1385, Money supply growth rate is the Decembar to December percentage increase in
M. Inflation rate is the percentage increase in each year's average consumer price index over the average consumer price index
for the previous year.

Problems of a Fixed Exchange Rate, Revisited

* Another problem was that as foreign economies gtbeir need for official
international reserves grew.
» But this rate of growth was faster than the groketie of the gold reserves that

central banks held.
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O Supply of gold from new discoveries was growingndio
U Holding dollar denominated assets was the altarmati

» At some point, dollar denominated assets held bgida central banks would
be greater than the amount of gold held by the ¢ &Reserve.

* The US would eventually not have enough gold: fgrers wouldlose
confidence in the ability of the Federal Reserve to maintdia fixed price of
gold at $35/ounce, and therefore would rush to esdé¢heir dollar assets
before the gold ran out.

O This problem is similar to what any central bankyrfece when it tries
to maintain a fixed exchange rate.

Q If markets perceive that the central bank doeshawe enough official
international reserve assets to maintain a fixe@, ra balance of
payments crisis is inevitable.

Collapse of the Bretton Woods System

« The US was not willing to reduce government purebasr increase taxes
significantly, nor reduce money supply growth.

 These policies would have reduced output and ioflatand increased
unemployment.

U The US could have attained some semblance of extéalance at a
cost of a slower economy.

* A devaluation, however, could have avoided thesco$tiow output and high
unemployment and still attain external balancer@ased current account and
official international reserves).

 The imbalances of the US, in turn, caused speoulabout the value of the
US dollar, which caused imbalances for other coemtand made the system
of fixed exchange rates harder to maintain.

U Financial markets had the perception that the USnamy was
experiencing a “fundamental equilibrium” and thadevaluation would

be necessary.

11



First, speculation about a devaluation of the daused markets to buy large
quantities of gold.

U The Federal Reserve sold huge quantities of goliflamch 1968, but
closed markets afterwards.

U Thereatfter, private investors were no longer allbvie redeem gold
from the Federal Reserve or other central banks.

U The Federal Reserve would sell only to other cébtaaks at $35/ounce.

But even this arrangement did not hold: the US llehits dollar in terms

of gold in December 1971 to $38/ounce.

Second, speculation about a devaluation of theadah terms of other
currencies caused markets to buy large quantifie@gn currency assets.

U A coordinated devaluation of the dollar againstefgn currencies of
about 8% occurred in December 1971.

U Speculation about another devaluation occurredofi@an central banks
sold huge quantities of European currencies irydagbruary 1973, but
closed markets afterwards.

U Central banks in Japan and Europe stopped sehligig ¢urrencies and
stopped purchasing of dollars in March 1973, atolnedd demand and
supply of currencies to push the value of the daltavnward.

International Effects of US Macroeconomic Policies

Recall from chapter 17, that the monetary policyhef country which owns the
reserve currency is able to influence other ecomenm a reserve currency
system.

In fact, the acceleration of inflation that occuiia the US in the late 1960s

also occurred internationally during that period.
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Inflation rates in European economies relative to that m the US
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Source: Organization for Economic Cooperation and Development.
Figures are annual percentage increases in consumer price indexes

e Evidence shows that money supply growth rates Herotcountries even
exceeded the rate in the US.

» This could be due to the effect of speculatiorhmforeign exchange markets.

U Central banks were forced to buy large quantitiedotlars to maintain

fixed exchange rates, which increased their mongplges at a more

rapid rate than occurred in the US.

TABLE 18-2 Changes in Germany's Money Supply and International Reserves,
1968-1972 (percent per year)

Growth rate of 1968 1969 1970 1971 1972
Money supply 6.4 -6.3 8.9 12.3 14.7
Official international reserves 378 —-43.6 215.7 36.1 358

source: Organization for Economic Cooperation and Development, Main Economic Indicators; Historical
Statistics, 1964-1983. Panis: OECD, 1984, Figures are percentage increases in each vear's end-of-year money
supply or international reserves over the level at the end of the previous year, Official reserves are measured net
of gold holdings.
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Summary

1.

Internal balance means that an economy enjoys naumgut and employment

and price stability.

. External balance roughly means a constant levebfG€ial international

reserves or a current account that is not tooipesit too negative.

. The gold standard had two mechanism that helpegrevent external

imbalances
U Price specie flow mechanism: the automatic adjustrokprices as gold
flows into or out of a country.
O Rules of the game: buying or selling of domesteeés by central banks
to influence financial capital flows.
The Bretton Woods agreement in 1944 establishextl fexchange rates, using

the US dollar as the reserve currency.

. The IMF was also established to provide countrigk financing for balance

of payments deficits and to judge if changes iedixates were necessary.

. Under the Bretton Woods system, fiscal policiesemgsed to achieve internal

and external balance, but they could not do batlukaneously, often leading

to external imbalances.

. The Bretton Woods agreement in 1944 establishextl fexchange rates, using

the US dollar as the reserve currency.

. The IMF was also established to provide countrigl financing for balance

of payments deficits and to judge if changes iedixates were necessary.

. Under the Bretton Woods system, fiscal policiesengsed to achieve internal

and external balance, but they could not do batlukaneously, often leading

to external imbalances.
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Figure 18-1

Ealance (J00), and the “Four Zones of
Economic Discomfon”

The diagram shows what different
levels of the exchange rate and fiscal
#ase imply for emplayment and the
current account Along I, output is at
its full-employment lavel, ¥". Along XX,
the currant account is at its target
lewved, X,

Figure 18-2
Policies to Bring About Internal and
External Balance

Unless the currency is devalued and the

Exchange
Internal Balance (1), External rate, £

degree of fiscal ease increased, intarnal and
external balance (paint 1) cannot be reached.
Acting alone, fiscal policy can attain either
internal balance (point 3) or external balance
{paint 4), but only at the cost of increasing the
econamy's distance from the goal that is sac-
rificed.

rate, E

Devaluation
that results
in internal
and external

Fiscal ease
s AR

thal resulis in internal
and external balance
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Figura 18-4

Exchange
EHect on Internal and External ale, E
Balance of o Rise in the Foreign
Price Level, P~

Aftar P* rizes, point 1 isin zona 1
[overemployment and an axcessive
surplus). Revaluation (a fall in £)
restores balance immediately by
mgving the policy setting to point 2

Xx=

Distance = ,_l
Espri P |

W=

Fiscal ease
(GTorTi)

Chapter 19
Macroeconomic Policy and Coordination Under Floatig Exchange Rates
Preview

* Arguments for flexible exchange rates

* Arguments against flexible exchange rates

» Foreign exchange markets since 1973

* Interdependence of large countries

» The Chaing Mai Initiative for East Asian countries

Introduction

» The Bretton Woods system collapsed in 1973 becaeséral banks were
unwilling to continue to buy over-valued dollar etssand to sell under-valued
foreign currency assets.

» Central banks thought they would stop trading i@ fbreign exchange for a
while, and would let exchange rates adjust to suppld demand, and then
would re-impose fixed exchange rates soon.

e But no new global system of fixed rates was staaggin.

16



Arguments for Flexible Exchange Rates

1. Monetary policy autonomy

0 Without a need to trade currency in foreign excleantwarkets, central
banks are more free to influence the domestic maupply, interest
rates and inflation.

O Central banks can more freely react to changegygregate demand,
output and prices in order to achieve internal iaga

2. Automatic stabilization

O Flexible exchange rates change the prices of atgosirproducts and
help reduce “fundamental disequilibria”.

0 One fundamental disequilibrium is caused by an &sige increase in
money supply and government purchases, leadingfladion, as we saw
in the US during 1965-1972.

Q Inflation means that the currency’s purchasing povalls, both
domestically and internationally, and flexible eanfe rates can
automatically adjust to account for this fall inlve as PPP predicts
should happen.

U Another fundamental disequilibrium could be caubgd general shift
in aggregate demand for a country’s products.

U Flexible exchange rates would automatically adjasstabilize high or
low aggregate demand and output, thereby keepitjgubaloser to its
normal level and also stabilizing price changethellong run.

U In the long run, a real depreciation of domestmdpicts occurs as prices
fall (due to low aggregate demand, output and eympémt) under fixed
exchange rates.

O In the short run and long run, a real depreciatbalomestic products

occurs through a nominal depreciation under flexdéichange rates.

17
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* Fixed exchange rates can not survive for long iwald with divergent
macroeconomic policies and other changes whichctaff@tional aggregate
demand and national output differently.

» Flexible exchange rates may also prevent specolatisome cases.

» Fixed exchange rates are unsustainable if marleditsvie that the central
bank does not have enough official internationsérees.

Arguments Against Bretton Woods System

4. Symmetry (not possible under Bretton Woods)
U The US is now allowed to adjust its exchange té&te other countries.
O Other countries are allowed to adjust their moneyppses for
macroeconomic goals, like the US.

Arguments Against Flexible Exchange Rates

1. Uncoordinated macroeconomic policies
U Flexible exchange rates lose the coordination ohetary polices

through fixed exchange rates.

18



U Lack of coordination may causexpenditure switching” policies: each
country may want to maintain a low valued currersrythat aggregate
demand is switched to domestic outpatt the expense of other
economies

* In contrast, “expenditure changing” fiscal policie®e thought to
change the level of aggregate demand in the shartfar both
domestic and foreign products.

O Lack of coordination may causeolatility in national economies:
because a large country’'s fiscal and monetary igsliaffect other
economies; aggregate demand, output and pricesrigenmre volatile
across countries as policies diverge.

* Volatile aggregate demand and output, especialxport sectors
and import-competing sectors, leads to volatile legipent.
» Volatility, not stabilization, may occur.
2. Speculation and volatility in the foreign exchangarket become worse, not
better.

O If traders expect a currency to depreciate in thertsrun, they may
quickly sell the currency to make a profit, eventifs not expected to
depreciate in the long run.

0 Expectations of depreciation lead to actual deptxi in the short run.

O Earlier we assumed that expectations do not chamger temporary
shocks to the economy, but this assumption is abt \f expectations
change quickly in anticipation of even temporargremmic changes.

O Such speculation tends to increase the fluctuatadnexchange rates
around their long run values, as currency tradergkéty react to
changing (interpretations of) economic news.

Q In fact, volatility of exchange rates since 1978 hacome larger.

O But how big of a problem is this?

3. Reduction of trade and international investmentseduby uncertainty about

exchange rates.
19



U But precisely because of a desire to reduce theemmmnty, forward
exchange rates and derivative assets were createdstire against
exchange rate volatility.

U And international investment and trade have expausiece the Bretton
Woods system was abandoned.

O And controls on flows of financial capital are oftemecessary under
fixed exchange rate systems, in order to prevepitadaflight and
financial market speculation.

4. Discipline: if central banks are tempted to enaftationary monetary policies,
adherence to a fixed exchange rates may force themto print so
much money.

Q But the temptation may not go away: devaluation tuénflationary
monetary policy may still be necessary.

O And inflation is contained in the country that de=ait under flexible
exchange rates: the US could no longer “exportatrdn after 1973.

O And inflation targets may be better discipline tlexchange rate targets.

5. lllusion of greater monetary policy autonomy

O Central banks still need to intervene in the fanegxchange market
because the exchange rate, like inflation, afféoéseconomy a great
deal.

Q But for the US, exchange rate stability is usuadlgnsidered less
important by the Federal Reserve than price stglaihd output stability.

Since 1973

* In 1975, IMF members met in Rambouillet, Francaltow flexible exchange
rates, but to prevent “erratic fluctuations”.
* In 1976 in Kingston, Jamaica, they amended thelestiof agreement for IMF
membership to formally endorse flexible rates,
Q but prevented members from “manipulating exchamgest..to gain an
unfair competitive advantage”, i.e., no expenditswdtching policies

were allowed.
20



U The articles allowed “surveillance” of members lilgey members to be
sure they were playing fairly.
Since 1973
* Due to contractionary monetary policy and expanéseal policy in the US,
the dollar appreciated by about 50% relative tedBencies from 1980-1985.
U This contributed to a growing current account debg making imports

cheaper and US goods more expensive.

LS. dollar effective exchange rate indes
160
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//’Illhi _— Real indax
140

130
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104 l
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O T T - - - -
1975 1877 1979 18981 1983 1985 1987 1582 1981 1993 15085 18997 1894 2001 2003

Figure 19-3
Mominal and Real EHective Doltar Exchange Rate Indexes, 19752003

The indexes are measuras of the nominal and real value of the LS. dollar in terms of a basket of 15 industrial-couwntry
currencigs, An increasa in the mdexes is o doflar appreciation, 2 decrease 8 dollar depreciation. For both indexes, the
2000 value is 100,

Saarces internationad Monetary Fond, indevmanoael MSoarcial Sasstcs

To reduce the value of the US $, the US, Germaapad, Britain and France
announced in 1985 that they would jointly intervaméhe foreign exchange markets
in order to depreciate the value of the dollar.

U The dollar dropped sharply the next day and coertino drop as the US
continued a more expansionary monetary policy, imgstitown interest
rates.

O Announcement was called the Plaza Accords, becauses made at the
Plaza Hotel in New York.

» After value of the dollar fell, countries were irgsted in stabilizing exchange

rates.

21



Q US, Germany, Japan, Britain, France and Canadauaced renewed
cooperation in 1987, pledging to stabilize cur@mnge rates.

O They calculated zones of about +/- 5% around whiaolient exchange
rates were allowed to fluctuate.

0 Announcement was called the Louvre Accords, becdausas made at
the Louvre in Paris.

It is not at all apparent that the Louvre accordicceeded in stabilizing
exchange rates.

0 Stock market crash in October 1987 made outputlisyad primary goal
for the US central bank, and exchange rate stalilgecondary goal.

O New targets were (secretly) made after October 1B87¥ by the early
1990s, central banks were no longer attemptingdteiee to these or
other targets.

Q Price stability (low inflation) was also a main ¢ad the US central
bank, not exchange rate stability.

Many fixed exchange rate systems have nonethetessdaped since 1973.

O European monetary system and euro zone (studigubjoter 20).

O China fixes its currency.

0 ASEAN countries have considered a fixed exchangesrand policy
coordination.

No system is right for all countries at all times.

Interdependence of “Large” Countries

Previously, we assumed that countries are “smalthat their policies do not
affect world markets.
U For example, a depreciation of the domestic cugrdras no significant
influence on aggregate demand, output and pricEs@mgn countries.
U For countries like Costa Rica, this may be an atewescription.
However, large economies like the US, EU, Japand &hina are

interdependent because policies in one countrgtadider economies.

22



* If the US permanently increases the money supb&DD-AA model predicts
for the short run:
O an increase in US output and income
U a depreciation of the US dollar.

» What would be the effects for Japan?
O an increase in US output and income would raiseateinfor Japanese

products, thereby increasing aggregate demandatpdtdn Japan
O a depreciation of the US dollar means an apprecatf the yen,
lowering demand for Japanese products, therebyedsitig aggregate

demand and output in Japan

O The total effect of (1) and (2) is ambiguous.
* If the US permanently increases government purchase DD-AA model

predicts:
O an appreciation of the US dollar.

* What would be the effects for Japan?
O an appreciation of the US dollar means an depreniatf the yen,

raising demand for Japanese products, thereby asicig aggregate
demand and output in Japan.

* What would be the subsequent effects for the US?
O Higher Japanese output and income means that mooene is spent on

US products, increasing aggregate demand and ourtghe US in the

short run.
Chiang Mai Initiative
 In May 2000, ASEAN countries (Thailand, Brunei, Gpore, Philippines,
Malaysia, Indonesia) plus China, South Korea amddanet in Chiang Mai,
Thailand.
U They agreed to establish a network of financing ¢ountries with
balance of payments deficits.
U They also considered coordinating monetary policies fix their

currencies, or to create a common currency, irftthee.
23



 ASEAN +3 countries wanted to avert another crigie the one that occur in
1997.

O Banks did not insure (hedge) against a declindénvialue of domestic
currency assets, making the value of assets lassthie value of foreign
currency liabilities after devaluations, leadingomkruptcy.

O Banks expected that that the exchange rate woulfixbd, but since
1997 banks expect greater volatility, and they hbkewise insured
against exchange rate risk.

U Thus, one of the reason for having a fixed exchaage (to avoid a
banking crisis) has been already reduced by banks.

« Some countries are interested in developing expods sectors (e.g.,
clothing, toys, computers).

0 These sectors would benefit from a low valued daimesurrency,
making exports cheap in foreign markets.

O China currently has an undervalued currency; soolEypmakers in
other countries may be interested in having a ladued currency at a
fixed rate.

O But capital controls are necessary to keep mafkats buying domestic
assets and selling foreign assets that might #mette stability of a
fixed exchange rate.

* But not all countries may want to follow a fixedclange rate: central banks
may target an inflation rate instead of an excharmge, depending on
macroeconomic policy and development goals.

O Under a flexible exchange rate, central banks reapond to exchange
rate fluctuations if they believe fluctuations ar@used by short term
flows of financial capital.

Q But long run changes in demand for exports (e.@reKn toys) or in
supply factors (e.g., productivity of labor in Kajemay not justify
targeting a certain exchange rate, and the cebmak may target

inflation or other macroeconomic goals instead.
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* Each major ASEAN member contributed $150 milliorattund for balance of
payments problems, and may withdraw up to 2 tirheg ttontribution in US
dollar, euros or yen if the need arises.

U In addition, bilateral loans maybe made between MS$Eand other
participating countries.

O But it is unclear whether the total fund of aboud & 1 billion is
sufficient to maintain a fixed currency rate.

Summary

1. Arguments for flexible exchange rates are that thegnt monetary policy
autonomy, can stabilize the economy as aggregatarm® and output change,
and can limit some forms of speculation.

2. Arguments against flexible exchange rates are tiv@y cause expenditure
switching policies, can make aggregate demand aridub more volatile
because of uncoordinated policies across countiies$, make exchange rates
more volatile.

3. Since 1973, countries have engaged in 2 major pleffarts to influence
exchange rates:

1. The Plaza accord reduced the value of the dollative to other major
currencies.

2. The Louvre accord was intended to stabilize exceaates, but it was
quickly abandoned.

4. Models of large countries account for the influenteat domestic

macroeconomic policies have in foreign countries.
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Exchange Rates and Inflation
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Figure 19-2
3 Exchange
A Rise in Money Demand Under a rate, E
Floating Exchange Rate

A rise in money demand (the shift
from AA' to AA?) works exactly like a
fall in the money supply, causing the
currency to appreciate to £2 and
output to fall ta ¥ Under a fixed
exchange rate the central bank
would prevent A4' from shifting by
purchasing foreign exchange and
thus automatically expanding the
money supply to meet the rise in
money demand.
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TABLE 19-1 Macroeconomic Data for Key Industrial Regions, 1963-2005

. Period 1963-1972  1973-1982 1983-1992 1993-2002 2003 2004 2005 .
Infation (percent per year) .
United States 3.3 8.7 4.0 26 2.3 30 3.0
Europe 44 10.7 3l 24 2.0 22 2.0
Japan 2.6 8.6 1.5 0.2 -2 -2 -(.2
Unemployment (percent of labor force) .
United States 4.7 7.0 f1.8 32 6.0 5.5 54
Europe 1.9 5.5 94 9.6 8.9 9.0 8.7
Japan 1.2 1.9 2.5 39 53 4.7 45
Per-Capita Real GDP Growth (percent per year) |
United States 2.8 0.9 24 2.1 2.0 3.3 2.5
Europe 39 2.0 30 20 —(.1 1.9 1.9
Japan 8.5 29 34 0.7 23 43 23
Source: International Monetary Fund. Some data are IMF forecasis.
Figure 19A-1
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Figure 19A-2 :
Payoff Matrix for Different Monetary A Somawhat Very
Policy Moves Home restrictive restrictive
Each entry equals the reduction in 8
infiation per unit rise in the unemploy- I 7
ment rate (calculated as —Awm/AU)If  Somewhat
each country "goes it alone,” they restrictive i 0
both choose very restrictive policies.
Somewhat restrictive policies, if
adopted by both countries, lead to an 5
outcome better for both. 0 &
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Chapter 20

Optimum Currency Areas and the European Experience

Preview
* The European Union
» The European Monetary System
» Policies of the EU and the EMS
» Theory of optimal currency areas
* |Isthe EU an optimal currency area?
» Other considerations of a economic and monetarmruni
What Is the EU?
» The European Union is a system of internationdlturtgns, the first of which
originated in 1957, which now represents 25 Euromeaintries through the:
U European Parliament: elected by citizens of merobentries
U Council of the European Union: appointed by governts
of the member countries
U European Commission: executive body

U Court of Justice: interprets EU law
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U European Central Bank, which conducts monetary policy, through a
system of member country banks called theropean System of
Central Banks
What Is the EMS?
 The European Monetary Systemwas originally a system of fixed exchange
rates implemented in 1979 throughexthange rate mechanisniERM).
 The EMS has since developed intoemonomic and monetary unionEMU),
a more extensive system of coordinated economiaranktary policies.
U The EMS has replaced the exchange rate mechanrsmadst members
with a common currency under the economic and naoypeinion.
Membership of the Economic and Monetary Union
* To be part of the economic and monetary union, EhM$bers must
1. first adhere to the ERM: exchange rates were fixedpecified bands
around a target exchange rate,
2. next follow restrained fiscal and monetary policees determined by
Council of the European Union and the Europeanr@eBank,
3. finally replace the national currency with the euntnose circulation is
determined by the European System of Central Banks.
Membership of the EU
 To be a member of the EU, a country must, amonegrdkings,
1. have low barriers that limit trade and flows ofdintial capital
2. adopt common rules for emigration and immigratian dase the
movement of people.
3. establish common workplace safety and consumeegiioh rules
4. establish certain political and legal institutiathgt are consistent with

the EU’s definition of liberal democracy.
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Members of the European Union

N EU-25

I Expected accession
1.1.2007

I Negotiations
from 2005

[ EEA

1 Accession
application

EEA= European
Economic Association,
a free trade group with
the EU.

Countries in red:
EU members that
use the euro and
are members of
the EMU.
Countries in blus:
EU members that
do not use the
euro and are not
members of the
EMU.

Why the EU?
» Countries that established the EU and EMS had akgeals

1. To enhance Europe’power in international affairs: as a union of
countries, the EU could represent more economicpatitcal power in

the world.
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2. To make Europe anified market: a large market with free trade, free
flows of financial capital and free migration ofgme—in addition to
fixed exchange rates or a common currency—weree\mdi to foster
economic growth and economic well being.

3. To make Europeolitically stable and peaceful

Why the Euro (EMU)?
EU members adopted the euro for principally 4 reaso

1. Unified market: the belief that greater market integration ancheenic
growth would occur.

2. Political stability: the belief that a common currency would make
political interests more uniform.

3. The belief thatGerman influenceunder the EMSvould be moderated
under a European System of Central Banks.

4. Eliminate the possibility of devaluations/revaluatons with free flows
of financial capital, capital flight and speculatioould occur in an EMS
with separate currencies, but would be more diffieuith a single
currency.

The EMS from 1979-1998

e From 1979-1993, the EMS defined the exchange raehamism to allow
most currencies to fluctuate +/- 2.25% around taggehange rates.
« The exchange rate mechanism allowed larger fluctst (+/- 6%) for
currencies of Portugal, Spain, Britain (until 1982y Italy (until 1990).
U These countries wanted greater flexibility with ratary policy.
U The wider bands were also intended to prevent sgigmu caused by
differing monetary and fiscal policies.
To prevent speculation,
« early in the EMS somexchange controls were also enforced to limit trading
of currencies.
O But from 1987-1990 these controls were lifted idesrto make the EU

a common market for financial capital.
31



» acredit system was also developed among EMS members to lenduotices
that needed assets and currencies that were indagtand in the foreign
exchange markets.

» But because of differences in monetary and fiscdicigs across the EMS,
markets participants began buying German assetaifbe of high German
interest rates) and selling other EMS assets.

* As a result, Britain left the EMS in 1992 and alemithe pound to float against
other European currencies.

* As aresult, exchange rate mechanism was redefinE@93 to allow for bands
of +/-15% of the target value in order devalue manyrencies relative to
the deutschemark.

* But eventually, each EMS member adopted similadgtrained fiscal and
monetary policies, and the inflation rates in thd3 eventually converged
(and speculation slowed or stopped).

O In effect, EMS members were following the restrdingonetary policies
of Germany, which has traditionally had low inftati
0 Under the EMS exchange rate mechanism of fixedi®aBermany was

“exporting” its monetary policy.

Convergence of Inflation Rates Among EMS Members,978-2000

Country’s annual inflation less Germany's annual inflation
(percent per year)

20

i b Pt
: =5 ’ \ .
Netherlands A M

1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002

—5

Figure 20-2
Inflation Convergence for Six Original EMS Members, 19782003

Shown are the differences between domestic inflation and German inflation for six of the original EMS members, Bel-
gium, Denmark, France, Ireland, Italy, and the Netherlands.

Source! = CFP1 inflation rates from inernational Monetary Fund, rrermational Fnancial Stanstics.

32



Policies of the EU and EMS

Sngle European Act of 1986 recommended that many barriers to trade,
financial capital flows and immigration be remousdDecember 1992.
Q It also allowed EU policy to be approved with ldbgan unanimous
consent among members.
Maastricht Treaty, proposed in 1991, required the 3 provisionsdadform the
EMS into a economic and monetary union.
QO It also required standardizing regulations and reéiming foreign and
defense policies among EU countries.
0 Some EU/EMS members have not ratified all of tlaeises.
The Maastricht Treaty requires that members whicintwto enter the

economic and monetary union

. attain exchange rate stability defined by the ERNble adopting the euro.

. attain price stability: a maximum inflation rate df.5% above the average of

the three lowest national inflation rates amongri&mbers.

. maintain a restrictive fiscal policy:

0 a maximum ratio of government deficit to GDP of 3%.
0 a maximum ratio of government debt to GDP of 60%.
The Maastricht Treaty requires that members whi@mtwo remain in the

economic and monetary union

. maintain a restrictive fiscal policy:

0 a maximum ratio of government deficit to GDP of 3%.
0 a maximum ratio of government debt to GDP of 60%.
Q financial penalties are imposed on countries wikcessive” deficits or
debt.
The Sability and Growth Pact, negotiated in 1997, also allows for financial
penalties on countries with “excessive” deficitslebt.
The euro was adopted in 1999, and the previousaggeh rate mechanism

became obsolete.
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* But a new exchange rate mechanism—ERM 2—was estiaolibetween the
economic and monetary union and outside countries.

» |t allowed countries (either within or outside bktEU) that wanted to
enter the economic and monetary union in the futoimmaintain stable
exchange rates before doing so.

* It allowed EU members outside of the economic andetary union to
maintain fixed exchange rates if desired.

Theory of Optimum Currency Areas

» The theory ofoptimum currency areas argues that the optimal area for a
system of fixed exchange rates, or a common cuyrascone that isighly
economically integrated.

U economic integration means free flows of
* goods and services (trade)
» financial capital and physical capital
» workers/labor (immigration and emigration)

* The theory was developed by Robert Mundell in 1961.

» Fixed exchange rates have costs and benefits tortices deciding whether to
adhere to them.

» Benefits of fixed exchange rates are that they chvbie uncertainty and
international transaction costs that floating exgjgarates involve.

» Define this gain that would occur if a country jetha fixed exchange rate
system as thmonetary efficiency gain

* The monetary efficiency gain of joining a fixed Bange rate system depends
on the amount of economic integration.

» After joining a fixed exchange rate system:

Q If trade is extensive between members, then traiosacosts would be
reduced greatly.
O If financial capital can flow freely between memberthen the

uncertainty about rates of return would be redigredtly.
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Figure 20-3

QO If people can migrate freely across borders to wiirén the uncertainty
about wages would be reduced greatly.
In general, the higher the degree of economic ratemn, the greater the
monetary efficiency gain.
Draw a graph of the monetary efficiency gain asiiaction of the degree of

economic integration.

Monetary efficiency

The GG Schedule gain for the joining country

The upward-sloping GG schedule
shows that a country’s monetary effi-
ciency gain from joining a fixed
exchange rate area rises as the coun-
try's economic integration with the
area rises.

GG

Degree of economic integration between the
joining country and the exchange rate area

When considering the monetary efficiency gain,

we have assumed that the members of the fixed egehaate system
maintained a stable price level.
U But when variable inflation exists among membemtoes, then joining
the system would not reduce uncertainty (as much).
we have assumed that a new member would be fullymated to a fixed
exchange rate system.
U But if a new member is likely to leave the fixedckange rate system,
then joining the system would not reduce uncengias much).
Economic integration also allows prices to convelogéveen members of a
fixed exchange rate system and a potential member.
U The law of one price is expected to hold better wimsarkets are

integrated.
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» Costs of fixed exchange rates are that they redqon@doss of monetary policy
for stabilizing output and employment, and the loSautomatic adjustment of
exchange rates to changes in aggregate demand.

» Define this loss that would occur if a country @iha fixed exchange rate
system as theconomic stability loss

 The economic stability loss of joining a fixed eadge rate system also
depends on the amount of economic integration.

» After joining a fixed exchange rate system, if ttewv member faces a fall in
aggregate demand:

O Relative prices will tend to fall, which will leadther members to
increase aggregate demand greatly if economicraieg is extensive,
so that the economic loss is not as great.

O Financial capital or labor will migrate to areasttwhigher returns or
wages if economic integration is extensive, so thateconomic loss is
not as great.

O The loss of the automatic adjustment of flexibler@ange rates is not as
great if goods and services markets are integrated.

O Automatic adjustment would cause an appreciation fofeign
currencies, which would cause an increase in maicg$ for domestic
consumers when goods and services markets aredtedg

* In general, the higher the degree of economic ratem, the lower the
economic stability loss.

 Draw a graph of the economic stability loss as raction of the degree of

economic integration.
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Figure 20-4
The LL Schedule

The downward-sloping LL schedule
shows that a country’s economic sta-
bility loss from joining a fixed
exchange rate area falls as the coun-
try's economic integration with the
area rises.

Economic stability
loss for the joining country

LL

Degree of economic integration between the
joining country and the exchange rate area

At some critical point measuring the degree of gréion, the monetary
efficiency gain will exceed the economic stabilityss for a member
considering joining a fixed exchange rate system.

Figure 20-5

Deciding When to Peg the Exchange
Rate

The intersection of GG and LL at point
1 determines a critical level of eco-
nomic integration &, between a fixed
exchange rate area and a country
considering whether to join. At any
level of integration above #,, the deci-

sion to join yields positive net econom-

ic benefits to the joining country.

Gains and losses

for the joining country

GG

Gains exceed
losses

Losses exceed
gains

LL

I
I
I
I
|

9,

Degree of economic integration between the
joining country and the exchange rate area

* There could be an event that causes the frequaneyagnitude of changes in

aggregate demand to increase for a country.

* If so, the economic stability loss would be gredater every measure of

economic integration between a new member and membe a fixed

exchange rate system.
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» How would this affect the critical point where th@netary efficiency gain

equals economic stability loss?

Figure 20-6 .
Gains and losses
An Increase in Output Market for the joining country
Variability ete

A rise in the size and frequency of
country-specific disturbances to the
joining country’s product markets 2
shifts the LL schedule upward from

LL' ta LL? because for a given level of
economic integration with the fixed
exchange rate area, the country’s eco-
nomic stability loss from pegging its
exchange rate rises. The shiftin LL
raises the critical level of economic
integration at which the exchange rate
area is joined to #,.

L2

1
I
I
I
I
I

8, 6;

Degree of economic integration between the
joining country and the exchange rate area

Is the EU an Optimum Currency Area?

* If the EU/EMS/economic and monetary union can bpeeted to benefit
members, we expect that its members have a higheeegf economic
integration:

U large trade volumes as a fraction of GDP

U a large amount of foreign financial investment diodeign direct
investment relative to total investment

U a large amount of migration across borders as @idraof total labor
force

* Most EU members export from 10% to 20% of GDP teeoEU members

U This compares with exports of less than 2% of EUPG®the US.
U But trade between regions in the US is a largetifva of regional GDP.

« Was trade restricted by regulations that were resdounder the Single

European Act?
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Figure 20-7
Intra-EU Trade as a Percent of EU GDP

Trade of EU countries with other EU countries has increased since the euro was introduced at the start of 1999, In con-
structing the figure, the extent of an EU country’s trade with EU members is defined as the average of its imports from
and exports to other EU countries. The numbers shown are calculated from total intra-EU trade (for all EU members)
divided by the total GDP of the EU.

Sources: OECD Statistical Yearbook and Eurostat.

» Deviations from the law of one price also occumany EU markets.
O If EU markets were greatly integrated, then therrgmcy adjusted)
prices of goods and services should be nearlyahme sacross markets.
O The price of the same BMW car varies 29.5% betwBdtish and
Dutch markets.
L How much does price discrimination occur?
* There is also no evidence that regional migratsoexitensive in the EU.
» Europe has many languages and cultures, which himiggration and labor
mobility.
* Unions and regulations also impede labor movemeeat&een industries and

countries.

TABLE 20-2 People Changing Region of Residence in the 1990s (percent of total population)

Britain Germany Italy United States
I 5] 0.5 3

Source: Peter Huber, “Inter-regional Mobility in Europe: A Note on the Cross-Country Evidence,” Applied
Economics Letters 11 (August 2004), pp. 619-624: and “Geographical Mobility, 2003-2004." U.S. Depart-

ment of Commerce, March 2004. Table data are for Britain in 1996, Germany in 1990, Italy in 1999, and the
United States in 1999,
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» Evidence also shows that differences of US regiom&mployment rates are
smaller and less persistent than differences obmat unemployment rates in
the EU, indicating a lack of EU labor mobility.

» There is evidence that financial capital flows mfveely in the EU after 1992
and 1999.

» But capital mobility without labor mobility can makhe economic stability
loss greater.

» After a reduction of aggregate demand in a padici#U member,
financial capital could be easily transferred elsexe while labor is
stuck.

» The loss of financial capital could further redupeoduction and
employment.

Other Considerations for an EMU

* The structure of the economies in the EU’'s economic and monetary union is
important for determining how members respond gregate demand shocks.

U The economies of EU members are similar in theeséimst there is a
high volume ofintra-industry trade relative to the total volume.

O They are different in the sense that Northern Ee@opcountries have
high levels of physical capital per worker and more skilled labor,
compared with Southern European countries.

U How an EU member responds to aggregate demand sk depend
how the structure its economy compares to thagledif EU members.

U For example, the effects of a reduction in aggegktmand caused a
reduction in demand in the software industry widpednd if a EU
member have a large number of workers skilled ag@mming relative
to fellow EU members.

* The amount of transfers among the EU members may also affect how EU

economies respond to aggregate demand shocks.
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QO Fiscal payments between countries in the EU’s dgrstem, ofiscal
federalism, may help offset the economic stability loss frumming an
economic and monetary union.

U But relative to inter-regional transfers in the UiBle fiscal federalism

occurs among EU members.

Summary

1.

The EMS was first a system of fixed exchange ratédater developed into a
more extensive coordination of economic and mogeatalicies: an economic

and monetary union.

. The Single European Act of 1986 recommended thatni#gnbers remove

barriers to trade, capital flows and immigrationtbg end of 1992.

. The Maastricht Treaty outlined 3 requirements toe EMS to become an

economic and monetary union.
U It also standardized many regulations and gavé&thénstitutions more
control over defense policies.

U It also set up penalties for spendthrift EMU memsber

. A new exchange rate mechanism was defined in 1898-vis the euro, when

the euro came into existence.

. An optimum currency area has members that havgtadegree of economic

integration among goods & services, financial a@nhd labor markets.
1. It is an area where the monetary efficiency gainjanfiing a fixed

exchange rate system is at least as large asohema stability loss.

. The EU does not have a large degree of labor nyplalie to differences in

culture and due to unionization and regulation.

. It is doubtful if the EU could be classified as@timum currency area.

TABLE 20-1 A Brief Glossary of Euronyms

ECB European Central Bank

ESCB European System of Central Banks
EMS European Monetary System

EMU Economic and Monetary Union
ERM Exchange Rate Mechanism

SGP Stability and Growth Pact
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Twelve month percent change in harmonized price index
(relative to three lowest inflation rates)
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Figure 20-8
Divergent Inflation in the Euro Zone

In 1997 Ireland and the Netherlands both had inflation rates no more than 1.5 percent above the average of the three
lowest EU inflation rates. Subsequently, howewver, both countries have violated that norm, which is one of the Maastricht
Treaty's tests for admission to the euro club.

Chapter 21

The Global Capital Market: Performance and Policy Roblems

Preview

Gains from trade

Portfolio diversification

Players in the international capital markets

Attainable policies with international capital mat&

Offshore banking and offshore currency trading

Regulation of international banking

Tests of how well international capital marketewallportfolio diversification,

allow intertemporal trade and transmit information

International Capital Markets

International capital markets are a group of markiet London, Tokyo, New
York, Singapore, and other financial cities) thhate different types of
financial and physical capital (assets), including

O stocks

U bonds (government and corporate)

U bank deposits denominated in different currencies
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U commodities (like petroleum, wheat, bauxite, gold)
U forward contracts, futures contracts, swaps, optmmtracts
U real estate and land
U factories and equipment
Gains from Trade
* How have international capital markets increasedytins from trade?
 When a buyer and a seller engage in a voluntangaetion, both receive
something that they want and both can be maderludtte
* A buyer and seller can trade
U goods or services for other goods or services
U goods or services for assets

U assets for assets

Figure 21-1
The Three Types of International

Transaction
Residents of different countries Goods Goods
and and

can trade goods and services for services services
other goods and services, goods
and services for assets (that s,
for future goods and services),
and assets for other assets. All
three types of exchange lead to
gains from trade.

Home Foreign

.

Assets Assets

» The theory otomparative advantagedescribes the gains from trade of goods
and services for other goods and services:

Q with a finite amount of resources and time, uss¢h@sources and time
to produce what you are most productive at (contperalternatives),
then trade those products for goods and serviegytiu want.

U be a specialist in production, while enjoying mawopds and services as

a consumer through trade.
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» The theory ofntertemporal trade describes the gains from trade of goods and
services for assets, of goods and services todagdimns to goods and
services in the future (today’s assets).

U Savers want to buy assets (future goods and ssjvice
and borrowers want to use assets (wealth) to comsunmvest in more
goods and services than they can buy with curreme.

Q Savers earn a rate of return on their assets, Wwhi®wers are able to
use goods and services when they want to use themboth can be
made better off.

» The theory oportfolio diversification describes the gains from trade of assets
for assets, of assets with one type of risk wigetsof another type of risk.

U Many times in economics (though not in Las Vega&ppbe want to
avoid risk: they would rather have a sure gain eélth than invest in
risky assets.

U Economists say that investors often displal¢ aversion: they are
averse to risk.

U Diversifying or “mixing up” a portfolio of assets a way for investors
to avoid or reduce risk.

Portfolio Diversification

 Suppose that 2 countries have an asset of farmthatl yields a crop,
depending on the weather.

* The yield (return) of the asset is uncertain, bithwad weather the land can
produce 20 tonnes of potatoes, while with good eyathe land can produce
100 tonnes of potatoes.

* On average, the land will produce 1/2 * 20 + 1/200 = 60 tonnes if bad
weather and good weather are equally likely (bath & probability of 1/2).

U Theexpected value of the yield is 60 tonnes.

» Suppose that historical records show that wherdtimestic country has good
weather (high yields), the foreign country has Wadther (low yields).
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* What could the two countries do to make sure treepat have to suffer from a
bad potato crop?
» Sell 50% of one’s assets to the other party and309p of the other party’s
assets:
U diversify the portfolios of assets so that bothrddes always achieve
the portfolios’ expected (average) values.
* With portfolio diversification, both countries caublways enjoy a moderate
potato yield and not experience the vicissitudeeast and famine.
QO If the domestic country’s yield is 20 and the fgreicountry’s yield is
100 then both countries receive: 50%*20 + 50%*10&D=
U If the domestic country’s yield is 100 and the fgrecountry’s yield is
20 then both countries receive: 50%*100 + 50%*ZD=
Q If both countries are risk averse, then both coestcould be made
better off through portfolio diversification.

Classification of Assets

Claims on assets (“instruments”) are classifieditger
1. Debt instruments
U Examples include bonds and bank deposits
U They specify that the issuer of the instrument muspay
afixed value regardless of economic circumstances.
2. Equity instruments
U Examples include stocks or atitle to real estate
U They specify ownership (equity = ownership) @riable profits or
returns, which vary according to economic condgion
International Capital Markets
The participants:
1. Commercial banks and other depository institutions:
U accept deposits
U lend to governments, corporations, other banksoamudividuals

U buy and sell bonds and other assets
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U Some commercial bankenderwrite stocks and bonds by agreeing to
find buyers for those assets at a specified price.

2. Non bank financial institutions: pension funds,uirce companies, mutual
funds, investment banks

U Pension funds accept funds from workers and inttesin until the
workers retire.

U Insurance companies accept premiums from policgdrel and invest
them until an accident or another unexpected everurs.

U Mutual funds accept funds from investors and invéstm in a
diversified portfolio of stocks.

U Investment banks specialize in underwriting stoeksl bonds and
perform various types of investments.

3. Private firms:

U Corporations may issue stock, may issue bonds gor moarow from
commercial banks or other lenders to acquire fufoisinvestment
purposes.

U Other private firms may issue bonds or borrow ficmmmercial banks.

4. Central banks and government agencies:

U Central banks sometimes intervene in foreign exgbanarkets.

U Government agencies issue bonds to acquire fumdbs,naay borrow
from commercial or investment banks.

5. Because of international capital markets, policykena generally have a
choice of 2 of the following 3 policies:
1. A fixed exchange rate
2. Monetary policy aimed at achieving domestic ecomogaials
3. Free international flows of financial capital
6. A fixed exchange rate and an independent monetaticypcan exist if
restrictions on flows of financial capital prevespeculation and capital flight.
7. Independent monetary policy and free flows of fitiahcapital can exist when

the exchange rate fluctuates.
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8. A fixed exchange rate and free flows of financiapital can exist if the central

bank gives up its domestic goals and maintain$ixed exchange rate.
Offshore Banking

» Offshore banking refers to banking outside of therwaries of a country.

* There are at least 4 types of offshore bankingtutgtns, which are regulated
differently:

1. An agency office in a foreign country makes loans &ransfers, but
does not accept deposits, and is therefore notesultp depository
regulations in either the domestic or foreign count

* A subsidiary bank in a foreign country follows the regulations oétforeign
country, not the domestic regulations of the dorogsrent.

» A foreign branch of a domestic bank is often subject to both dorestd
foreign regulations, but sometimes may choose theerenient regulations of
the two.

* International banking facilities are foreign banks in the US that are allowed
to accept deposits from and make loans to foreigtomners only. They are not
subject to reserve requirement regulations, intewds ceilings and state and
local taxes.

1. Bahrain, Singapore and Japan have similar reguktior offshore
banks.

Offshore Currency Trading

» An offshore currency deposit is a bank deposit denated in a currency other
than the currency that circulates where the basikies.

* An offshore currency deposit may be deposited sulasidiary bank, a
foreign branch, a foreign bank or another depogitostitution located
in a foreign country.

U Offshore currency deposits are sometimes (unfotélyla referred to as
eurocurrencies, because these deposits were balprmade in European
banks.

Offshore currency trading has grown for three reaso
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1. growth in international trade and internationalibass

2. avoidance of domestic regulations and taxes

3. political factors (e.g., to avoid confiscation byavernment because of
political events)

U Reserve requirementsare the primary example of a domestic regulatiat t
banks have tried to avoid through offshore currdnaging.

4. Depository institutions in the US and other cowdrare required to hold
a fraction ofdomestic currency deposits on reserve at the central bank.

5. These reserves can not be lent to customers amdtdaterest in many
countries, therefore the reserve requirement atzts #or banks.

6. Offshore currencies in many countries are not subject to this
requirement, and thus the total amount of depasits earn interest if
they become offshore currencies.

Balance Sheet for Bank

Assets Liabilities + Net worth

Reserves at central bank Deposits

Loans Borrowed funds
-business
-home
-car
-real estate

Govermment and Net worth = bank capital

corporate bonds

Regulation of International Banking
« Banks fail because they do not have enough origine kind of assets to pay
for their liabilities.
U The principal liability for commercial banks andhet depository
institutions is the value of deposits, and banksafaen they can not pay

their depositors
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U If many loans (a type of asset) fail or if the \alof assets decline in
another manner, then liabilities could become gretitan the value of
assets and bankruptcy could result.

* In many countries there are several types of réigulsaito avoid bank failure.
» Deposit insurance

U insures depositors against losses up to $100,08@itJS when banks
falil

U prevents bank panics due to a lack of informatimecause depositors
can not distinguish a good bank from bad one, i itheir interests to
withdraw their funds during a panic when banks @b mave deposit
insurance

Q creates a moral hazard for banks to take on todwmsk

U Moral hazard: a hazard that a borrower (e.g., bank or firnd) @ngage
in activities that are undesirable (e.g., risky e@stment, fraudulent
activities) from the less informed lender’s poiftvew.

2. Reserve requirements

U Banks are historically required to maintain sompa#s on reserve at

the central bank in case of emergencies
3. Capital requirements and asset restrictions

U Higher bank capital (net worth) allows banks totecd themselves
against bad loans and investments

U By preventing a bank from holding (too many) riskgsets, asset
restrictions reduce risky investments

U By preventing a bank from holding too much of onesed, asset
restrictions also encourage diversification

4. Bank examination
U Regular examination prevents banks from engagimgky activities
5. Lender of last resort
U In the US, the Federal Reserve may lend to bankis large deposit

outflows
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U Prevents bank panics
U Acts as insurance for depositors and banks, intiaddito deposit
insurance

U Increases moral hazard for banks to take on todhmak

Difficulties in Regulating International Banking

1. Deposit insurance in the US covers losses up t0,800, but since the size of

deposits in international banking is often muclyéay the amount of insurance
Is often minimal.

. Reserve requirements also act as a form of insardoc depositors, but

countries can not impose reserve requirements i@gfo currency deposits in
agency offices, foreign branches, or subsidiarkbari domestic banks.

. Bank examination, capital requirements and assétiggons are more difficult

internationally.

1. Distance and language barriers make monitoringcditt

2. Different assets with different characteristicg(erisk) exist in different
countries, making judgment difficult.

3. Jurisdiction is not clear in the case of subsidtzayks: if a subsidiary of
an ltalian bank located in London that primarilystadfshore US dollar
deposits, which regulators have jurisdiction?

. No international lender of last resort for banksesx

U The IMF sometimes acts a “lender of last resort”dovernments with
balance of payments problems.

. The activities of non bank financial institutionse ggrowing in international

banking, but they lack the regulation and supeswvishat banks have.

. New and complicated financial instruments like datives and securitized

assets make it harder to assess financial stabiiitiyrisk.

U A securitized asset is a small part of many conbiassets with

different risk characteristics.
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International Regulatory Cooperation

» Basel accords(1988 and Basel Il scheduled for 2006—2008) pmwathndard
regulations and accounting for international finahmstitutions.

0 1988 accords tried to make bank capital measurenstandard across
countries.

U It developed risk-based capital requirements, wheoee risky assets
require a higher amount of bank capital.

» Core principles of effective banking supervisiorwas developed by the Basel
Committee in 1997 for developing countries withcadlequate banking
regulations and accounting standards.

Extent of International Portfolio Diversification

* In 1999, US owned assets in foreign countries ssoreed about 30% of US
capital, while foreign assets in the US was ab6@t ®f US capital.

U These percentages are about 5 times as large @ntsges from 1970,
indicating that international capital markets hal®wed investors to
increase diversification.

» Likewise, foreign assets and liabilities as a parcg GDP has grown for the

US and other countries.

TABLE 21-1 Gross Foreign Assets and Liabilities of Selected Industrial Countries (percent of GDP)

1983 1993 2003
Auustralia
Assels 13 33 68
Liabilities 52 59 136
Canada
34 <49 o5
T o0 93
France
<40 (=1 165
45 T8 172
Germany
38 [a147 148
31 55 139
Traly
Assels 23 43 102
Liabilities 27 54 111
MNetherlands
Assels g 150 374
Liabilities 73 134 384
United Kingdom
Assers 152 208 as2
Liabilities 136 203 357
United Siates
Assels 29 45 O
Liabilites 25 49 o6
Source: Philip R. Lane and Gian Maria Milesi-Ferrewi, “Financial Globalization and Exchange Rates"" Photocopy. Trinity College.

Duablin and IMFE, Junc 2004,

« Still, some economists argue that it would be ogtirhinvestors diversified

more by investing more in foreign assets, avoidimgme bias” of portfolios.
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Extent of International Intertemporal Trade
* |If some countries borrow for investment projecisr (future production and
consumption) while others lend to these countriieen national saving and
investment levels should not be highly correlated.
U Recall that national saving — investment = cureatount
U Some countries should have large current accouptuses as they save
a lot and lend to foreign countries.
U Some countries should have large current accoufititdeas they
borrow a lot from foreign countries.

* In reality, national saving and investment levetstaghly correlated.

Figure 21-2

Saving and Investment Rates for 25
Countries, 1990-2001 Averages

ORe
DECD countries’ saving and investment
ratios to GNP tend to be positively related.

Souwrce: World Bank, World Development Indicators.
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» Are international capital markets unable to allcumtries to engage in much
intertemporal trade?

* Not necessarily: factors that generate a high gasate, such as rapid growth
in production and income, may also generate ainiggstment rate.

« Governments may also enact policies to avoid latgeent account deficits or
surpluses.

Extent of Information Transmission and Financial Caital Mobility
* We should expect that interest rates on offshoreenay deposits and those on

domestic currency deposits within a country shda@ddhe same if
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U the two types of deposits are treated as perfdstisutes,
U financial capital moves freely and
U international capital markets are able to quickhd aeasily transmit
information about any differences in rates.
* In fact, differences in interest rates have apgredczero as financial capital
mobility has grown and information processing hasdme faster and cheaper

through computers and telecommunications.
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Figure 27-3
Comparing Onshore and Offshore Interest Rates for France

The difference between the London and Paris interest rates on French-currency deposits has
approached zero as international capital mobility has growwn.

Source: Datastream, monthly data.

» |If assets are treated as perfect substitutes wkeezxpect interest parity to hold
on average:
R—-R"= (Eet+1 -EBE)/E
« Under this condition, the interest rate differerecthe market's forecast of
expected changes in the exchange rate.
QO If we replace expected exchange rates with actiiatd exchange rates,
we can test how well the market predicts exchaageahanges.
U But interest rate differentials fail to predictdarswings in actual
exchange rates and even fail to predict which tdoe@ctual exchange

rates change.
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 Given that there are few restrictions on finanamalpital in most major
countries, does this mean that international chpitarkets are unable to
process and transmit information about interestsfat
* Not necessarily: if assets are imperfect subssttiten
R —R*(= (E1— E)/E+ p
U Interest rate differentials are associated withharge rate changes and
with risk premiums that change over time.
U Changes in risk premiums may drive changes in exgdhaates rather
than interest rate differentials.
R —R* = (E%1— E)/E+ py
« Since both expected changes in exchange rates iakhdpremiums are
functions of expectations and since expectatioasiaobservable,
U it is difficult to test if international capital meets are able to process
and transmit information about interest rates.

Exchange Rate Predictability

» In fact, it is hard to predict exchange rate chamgeer short horizons based on
money supply growth, government spending growth PGjdowth and other
“fundamental” economic variables.

U The best prediction for tomorrow’s exchange ratgeaps to be today’s
exchange rate, regardless of economic variables.
U But over long time horizons (more than 1 year) eooic variables do
better at predicting actual exchange rates.
Summary

1. Gains from trade of goods and services for othevdgoand services are
described by the theory of comparative advantage.

2. Gains from trade of goods and services for assetdescribed by the theory of
intertemporal trade.

3. Gains from trade of assets for assets are deschypdte theory of portfolio

diversification.
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. Policy makers can only choose 2 of the followingfix@d exchange rate, a

monetary policy for domestic goals, free internadio flows of financial

capital.

. Several types of offshore banks deal in offshorereticy trading, which

developed as international trade has grown and amksbtried to avoid

domestic regulations.

. Domestic banks are regulated by deposit insuranesgrve requirements,

capital requirements, restrictions on assets, amét Bxaminations. The central

bank also acts as a lender of last resort.

. International banking is generally not regulated tire same manner as

domestic banking, and there is no internationadéerof last resort.

. As international capital markets have developedemification of assets

across countries has grown and differences betimterests rates on offshore

currency deposits and domestic currency depositsa country has shrunk.

. If foreign and domestic assets are perfect sulssifithen interest rates in

international capital markets do not predict exgfgarate changes well.

10.Even economic variables do not predict exchangeataanges well in the short

run.
Chapter 22

Developing Countries: Growth, Crisis, and Reform

Preview

Snapshots of rich and poor countries
Characteristics of poor countries

Borrowing and debt in developing economies
The problem of “original sin”

Types of financial capital

Latin American, East Asian and Russian crises
Currency boards and dollarization

Lessons from crises and potential reforms
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» Geography’s and human capital’s role in poverty
Rich and Poor

Indicators of Economic Welfare for 4 groups of countries, 2003
GNP per capita Life expectancy
(1995 USS)
Low income 450 58
Lower-middle income 1480 69
Upper-middle income 5340 73
High income 28850 78
Source: World Bank, World Development Report 2004/2005

* Low income: most sub-Saharan Africa, India, Pakista
* Lower-middle income: China, former Soviet Union riéaean
* Upper-middle income: Brazil, Mexico, Saudi ArabMalaysia, South Africa,
Czech Republic
* High income: US, France, Japan, Singapore, Kuwait
* While some previously middle and low income cowg#rieconomies have
grown faster than high income countries, and thawgelfcaught up” with high
income countries, others have languished.
* The income levels of high income countries and somgkdle income
and low income countries have converged.
» But the some of the poorest countries have hatbtirest growth rates.

GDP per capita (1996 US $) annual growth rate
Country 1960 2000 1960-2000 average
United States 12414 33308 2.5
Canada 10419 26922 2.4
Hong Kong 30475 26503 5.6
Ireland 5208 26379 4.1
Singapore 2280 24939 5.9
Japan 4657 24672 4.3
Sweden 10112 230062 2.1
France 7860 22371 2.6
United Kingdom 0682 22188 2.1
Italy 6817 21794 2.9
Spain 4593 18054 3.4
Taiwan 1468 17056 6.7
South Korea 1571 15881 6.0
Argentina 7395 10995 1.0
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' GDP per capita {1996 U5 %) annual growth rate
Country 1960 2000 1960-2000 average
Malaysia 2147 Q937 3.9
Chile 3818 9920 2.4
Mexico 3970 8700 2.0
Brazil 2395 7185 2.8
Thailand 1121 6857 4.6
Venezuela 7751 6420 -0.5
Colombia 2525 5380 1.9
Paraguay 2437 4682 1.6
Peru 3118 4583 1.0
China 685 3747 4.3
Senegal 1833 1622 -0.3
Ghana 832 1349 1.2
Kenya 780 1244 1.2
Migeria 1035 713 -0

Source: Alan Heston, Robert Summers and Bettina Aten, Penn World Table Yersion 6.1

Poor countries have not grown faster:
growth rates relative to per capita GDP in 1960
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Per capita GDP in 1960 (in PPP-adjusted 1996 U.S. dollars)
Source: Penn World Table, Version 6.1

Characteristics of Poor Countries
* What causes poverty?
» A difficult question, but low income countries haateleast some of following
characteristics, which could contribute to poverty:
1. Government control of the economy
U Restrictions on trade
U Direct control of production in industries and glhlevel
of government purchases relative to GNP
QU Direct control of financial transactions
0 Reduced competition reduces innovation; lack ofkefaprices prevents

efficient allocation of resources.
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2. Unsustainable macroeconomic polices which caude ihftation and unstable
output and employment

Q If governments can not pay for debts through tatlesy can print
money to finance debts.

O Seignoirageis paying for real goods and services by printmaney.

O Seignoirage generally leads to high inflation.

O High inflation reduces the real value of debt ttit government has to
repay and acts as a “tax” on lenders.

O High and variable inflation is costly to societynstable output and
employment is also costly.

3. Lack of financial markets that allow transfer ohfls from savers to borrowers
4. Weak enforcement of economic laws and regulations

0 Weak enforcement of property rights makes investors less willing to
engage in investment activities and makes savessvidling to lend to
investors/borrowers.

0 Weak enforcement of bankruptcy laws and loan contracts makes savers
less willing to lend to borrowers/investors.

0 Weak enforcement of tax laws makes collection of tax revenues more
difficult, making seignoirage necessary (see 2) ma#tes tax evasion a
problem (see 5).

0 Weak of enforcement of banking and financial regulations (e.g., lack of
examinations, asset restrictions, capital requirdg)ecauses banks and
firms to engage in risky or even fraudulent adegtand makes savers
less willing to lend to these institutions.

1. A lack of monitoring causes a lack of transparefeyack of
information).

2. Moral hazard: a hazard that a borrower (e.g., bank or firm) wil
engage in activities that are undesirable (e.gkyrinvestment,
fraudulent activities) from the less informed lerislepoint of

view.
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5. A large underground economy relative to official B@nd a large amount of
corruption
0 Because of government control of the economy (seant weak
enforcement of economic laws and regulations (Sgeudderground
economies and corruption flourish.
6. Low measures of literacy, numeracy, and other nreasaf education and
training: low levels ofhuman capital

0 Human capital makes workers more productive.

Inverse index of corruption (cleanest = 10)

o] 10,000 20,000 30,000 40,000
Annual per-capita output (1995 U.S. doliars)

Figure 22-1
Corruption and Per-Capita Income
Corruption tends to rise as real per-capita income falls.

Mote: The figure plots 2003 values of an {inverse) index of corruption and 2003 values of PPP-adjusted real per-capita
output, measured in 1995 U_S. dollars (the amount a dollar could buy in the United States in 1995). The straight line repre-
sents a statistician’s best guess at a country’s corruption level based on its real per-capita output.

Sowurce: Transparency International, Global Corruption Report 2004; World Bank, World Development Indicators.

Borrowing and Debt in Developing Economies
 Another common characteristic for many middle ineoand low income
countries is that they have borrowed extensivaynfforeign countries.

U Financial capital flows from foreign countries aable to finance
investment projects, eventually leading to higheodpction and
consumption.

U But some investment projects fail and other borebvitends are used
primarily for consumption purposes.

U Some countries have defaulted on their foreigndeliten the domestic

economy stagnated or during financial crises.
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« national saving — investment = the current account
U where the current account is approximately equéheovalue of exports
minus the value of imports
e Countries with national saving less than domestvestment will have a

financial capital inflows and negative current aguio(a trade deficit).

Current account balances of major oil exporters,
other developing countries and high income countries, 1973-
2003 in billions of US$

Major oil Other developing High income

exporters countries countries
1973-1981 363.8 -410.0 7.3
1982-1989 -135.3 -159.2 -361.1
1990-1997 -73.9 -600.1 79.0
1998-2003 236.5 -12.8 -1344.3

Source: IMF, World Economic Outlook, various issues

A financial crisis may involve
1. adebt crisis. an inability to repay government debt or privegetor debt.
2. abalance of payments crisisinder a fixed exchange rate system.
3. abanking crisis: bankruptcy and other problems for private selosoks.
4. A debt crisisin which governments default on their debt can Bel&fulfilling
mechanism.

1. Fear of default reduces financial capitaflows and increases financial
capital outflows (capital flight), decreasing investment and insneg
interest rates, leading to low aggregate demarnguband income.

2. Financial capital outflows must be matched with iaorease in net
exports or a decrease in official internationaleress in order to pay
people who desire foreign funds.

3. Otherwise, the country can not afford to pay peegie want to remove

their funds from the domestic economy.
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4. The domestic government may have no choice butefaudt on its
sovereign debt when it comes due and investorsuavélling to re-
invest.

5. In general, a debt crisis causes low income antti im¢erest rates, which
makessovereign(government) and private sector debt even haocdepay.

1. High interest rates cause high interest paymemtbdth the government
and the private sector.

2. Low income causes low tax revenue for the govertmen

3. Low income makes private loans harder to repay:dis@ult rate for
private banks increases, which may lead to inccebaakruptcy.

6. If the central bank tries to fix the exchange ratbalance of payment crisis
may result with a debt crisis.

1. Official international reserves may quickly be dspt, forcing the
central bank to abandon the fixed exchange rate.

7. A banking crisis may result with a debt crisis.

1. High default rates may increase bankruptcy.

2. If depositors fear bankruptcy due to possible deatabn of the currency
or default on government debt (assets for banks)y they will quickly
withdraw funds (and possibly purchase foreign a3sdeading to
bankruptcy.

8. A debt crisis, a balance of payments crisis andaiakimg crisis can occur
together, and each can make the other worse.

1. Each can cause aggregate demand, output and engioyim fall
(further).

9. If people expect a default on sovereign debt, a currency devalnatar
bankruptcy of private banks, each can occur, and ean lead to another.
The Problem of “Original Sin”
* When developing economies borrow in internationaricial capital markets,

the debt is almost always denominated in US$, gargs: briginal sin”.
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* The debt of the US, Japan and European countriglsasmostly denominated
in their respective currencies.

« When a depreciation of domestic currencies occarghe US, Japan or
European countries, liabilities (debt) which arenaminated indomestic
currencies do not increase, but the value of foregsets does increase.

U A devaluation of the domestic currency causes arease in net foreign
wealth.

 When a depreciation/devaluation of domestic cuiemnoccurs in developing
economies, the value of their liabilities (debges because their liabilities are
denominated iioreign currencies.

U A fall in demand for domestic products causes a@ation/devaluation
of the domestic currency and causes a decreasst ifoneign wealth if
assets are denominated in domestic currencies.

U A situation of “negative insurance” against a falaggregate demand.

Types of Financial Capital

1. Bond finance: government or commercial bonds atd &o private foreign
citizens.

2. Bank finance: commercial banks lend to foreign goreents or foreign
businesses.

3. Official lending: the World Bank or Inter-Americabevelopment Bank or
other official agencies lend to governments.

Q0 Sometimes these loans are made on a “concessiondVorable basis,
in which the interest rate is low.

4. Foreign direct investment. a foreign firm directBcquires or expands
operations in a subsidiary firm.

U A purchase by Ford of a subsidiary firm in Mexi® dlassified as
foreign direct investment.

5. Portfolio equity investment: a foreign investor ghases equity (stock) for his

portfolio.
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U Privatization of government owned firms has ocaliri@ many

countries, and private investors have bought stoskich firms.

6. Debt finance includes bond finance, bank finanakdficial lending.

7. Equity finance includes direct investment and mbidfequity investment.

8. While debt finance requires fixed payments regadlef the state of the

economy, the value of equity finance fluctuates etelng on aggregate

demand and output.

Latin American Financial Crises

In the 1980s, high interest rates and an appreaiatf the US dollar, caused
the burden of dollar denominated debts in Argentiiexico, Brazil and Chile
to increase drastically.
A worldwide recession and a fall in many commodgitices also hurt export
sectors in these countries.
In August 1982, Mexico announced that it could meptay its debts, mostly to
private banks.
The US government insisted that the private baekshedulethe debts, and
in 1989 Mexico was able to achieve:

« areduction in the interest rate,

» an extension of the repayment period

» areduction in the principal by 12%
Brazil, Argentina and other countries were alsovadd to reschedule their
debts with private banks after they defaulted.
The Mexican government implemented several refodus to the crisis.
Starting in 1987,

* It reduced government deficits.

* It reduced production in the public sector (inchglibanking) by

privatizing industries.
It reduced barriers to trade.
* It maintained an adjustable fixed exchange ratea(ting peg”) until

1994 to help curb inflation.
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It extended credit to newly privatized banks wihan losses.

* Losses were a problem due to weak enforcementc&rddaccounting
standards like asset restrictions and capital reménts.

Political instability and the banks’ loan defauttntributed to another crisis in
1994, after which the Mexican government allowed walue of the peso to
fluctuate.

Staring in 1991, Argentina carried out similar refis:

* It reduced government deficits.

» It reduced production in the public sector by ptiziag industries.

» It reduced barriers to trade.

» It enacted tax reforms to increase tax revenues.

* It enacted the Convertibility Law, which requireldlat each peso be
backed with 1 US dollar, and it fixed the exchargfe to 1 peso per US
dollar.

Because the central was not allowed to print masog without have more
dollar reserves, inflation slowed dramatically.

Yet inflation was about 5% per annum, faster th&h ibflation, so that the

price/value of Argentinean goods appreciated rgdaib US and other foreign

goods.

Due to the relatively rapid peso price increaseatkets began to speculate
about a peso devaluation.

A global recession in 2001 further reduced the dehfar Argentinean goods

and currency.

Maintaining the fixed exchange rate was costly beeahigh interest rates
were needed to attract investors, further redumimgstment and consumption
demand, output and employment.

As incomes fell, tax revenues fell and governmemingling rose, contributing

to further peso inflation.

Argentina tried to uphold the fixed exchange rhté,the government devalued

the peso in 2001 and shortly thereafter allowedatse to fluctuate.
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» It also defaulted on its debt in December 2001 bseaf the unwillingness of
investors to re-invest when the debt was due.

» Braazil carried out similar reforms in the 1980s d:1990s:

» It reduced production in the public sector by ptiziag industries.
It reduced barriers to trade.

» It enacted tax reforms to increase tax revenues.

» |t created fixed the exchange rate tedl per US dollar.

» But government deficits remained high.

* High government deficits lead to inflation and sgation about a devaluation
of thereal.

* The government did devalue theal in 1999, but a widespread banking crisis
was avoided because Brazilian banks and firms didoorrow extensively in
dollar denominated assets.

» Chile suffered a recession and financial cristha1980s, but thereafter

» enacted stringent financial regulations for banks.

* removed the guarantee from the central bank thnditerbanks would be
bailed out if their loans failed.

» imposed financial capital controls on short terrbtdso that funds could
not be quickly withdrawn during a financial panic.

» granted the central bank independence from fisgtdaaities, allowing
slower money supply growth.

» Chile avoided a financial crisis in the 1990s.

East Asian Financial Crises

« Before the 1990s, Indonesia, Korea, Malaysia, pihiies, and Thailand relied
mostly on domestic saving to finance investment.

« But afterwards, foreign financial capital financedich of investment, and

current account balances turned negative.
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TABLE 22-4 East Asian CA/GDP (annual averages, percent of GDP)

Country 1990—-1997 19982000 2001-2004
China 15 24 2.5
Hong Kong 0.6 4.1 8.7
Indonesia A 4.6 3.9
Malaysia —5.6 12.8 10.3
South Korea —1.6 6.5 1.9
Taiwan 4.0 2.3 8.1
Thailand =63 10.2 5.1
Source: International Monetary Fund. Central Bank of China, Deutsche Bank.

* Despite the rapid economic growth in East Asia leetw1960-1997, growth
was predicted to slow as economies “caught up” Wdstern countries.

U Most of the East Asian growth during this periodatsributed to an
increase in physical capital and an increase icattn.

0 Returns to physical capital and education are dshing,
as more physical capital was built and as more Ipeapquired more
education and training, each increase became tedsive.

U The economic growth was predicted to slow afterrtdp@d increases in
early generations.

» More directly related to the East Asian crises iaseles related to economic
laws and regulations:

1. Weak of enforcement of financial regulations andck of monitoring caused
firms, banks and borrowers to engage in risky agnefraudulent activities:
moral hazard.

O Ties between businesses and banks on one hand @retnment
regulators on the other hand lead to some riskgstments.

2. Non-existent or weakly enforced bankruptcy laws &vah contracts caused
problems after the crisis started.

Q Financially troubled firms stopped paying their tigeland they could not
operate because no one would lend more until puewilebts were paid.

O But creditors lacked the legal means to confiseatsets or restructure

firms to make them productive again.
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3. The East Asian crisis started in Thailand in 1981, quickly spread to other
countries.

Q A fall in real estate prices, and then stock priesesmkened aggregate
demand and output in Thailand.

Q A fall in aggregate demand in Japan, a major expeatrket, also
contributed to the economic slowdown.

O Speculation about a devaluation in the value otthigt occurred, and in
July 1997 the government devalued the baht slighilyt this only
invited further speculation.

4. Malaysia, Indonesia, Korea, and the Philippinesndaced speculations about
the value of their currencies.

5. Most debts of banks and firms were denominated & ddllars, so that
devaluations of domestic currencies would makeielen of the debts in
domestic currency increase.

O Bankruptcy and a banking crisis would have resulted

6. To maintain fixed exchange rates would have redunigh interest rates and a
reduction in government deficits, leading to a iaun in aggregate demand,
output and employment.

O This would have also lead to widespread defauldelts and a banking
crisis.

7. All of the effected economies except Malaysia tdrie the IMF for loans to
address the balance of payments crises and to amaittie value of the
domestic currencies.

0 The loans were conditional on increased interdsisr&deduced money
supply growth), reduced budget deficits, and reform banking
regulation and bankruptcy laws.

8. Malaysia instead imposed financial capital contsaghat it could increase its
money supply (and lower interest rates), increaseegment purchases, and

still try to maintain the value of the ringgit.
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9. Due to decreased consumption and investment thatr@d with decreased

output, income and employment, imports fell anddheent account increased

after 1997.

TABLE 22-4 East Asian CA/GDP (annual averages, percent of GDP)

Country 1990-1997 1998-2000 2001-2004
China 1.5 2.4 2.5
Hong Kong 0.6 4.1 8.7
Indonesia —-2.5 4.6 3.9
Malaysia —5.6 12.8 10.3
South Korea —1.6 6.5 1.9
Taiwan 4.0 2.3 8.1
Thailand —6.3 10.2 5.1

Source: International Monetary Fund, Central Bank of China, Deutsche Bank.

Russia’s Financial Crisis
» After liberalization in 1991, Russia’s economic fawere weakly enforced or
non-existent.
U There was weak enforcement of banking regulatitms]aws, property
rights, loan contracts and bankruptcy laws.
U Financial markets were not well established.
U Corruption and crime became growing problems.
U Because of a lack of tax revenue, the governmeant@ied spending by
seignoirage.
U Due to unsustainable seignoirage, interest rats oo government debt
to reflect high inflation and the risk of default.
» The IMF offered loans of foreign reserves to trystpport the fixed exchange
rate conditional on reforms.
e But in 1998, Russia devalued the ruble and defdudte its debt and froze
financial capital flows.
« Without international financial capital for investnt, output fell in 1998 but
recovered thereafter, partially helped by risingparces.
 Inflation rose in 1998 and 1999 but fell thereafter
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Russia’s real output growth and inflation, 1991-2003

1991 1992 1993 1994 1995 1996 1997 1998 1999 | 2000-
2003

Real -0.0% -14.5% -8.7% -12.7% -4.1% -3.4% 1.4% | -5.3% 5.3% 5.8%
output
growth

Inflation 92.7% 1734.7% 878.8% 307.5% 198.0% 47.7% 14.8% 27.7% 85.7% 18.0%
rate

Source: IMF, World Economic Outlook

Currency Boards and Dollarization
* A currency board is a monetary policy where the money supply isrelygt
backed by foreign currency, and where the centaskbis prevented from
holding domestic assets.

U The central bank may not increase the domestic ynaupply (by
buying government bonds).

U This policy restrains inflation and government dig$..

U The central bank also can not run out of foreigrerees to support a
fixed exchange rate.

U Argentina enacted a currency board under the 1@®/&tibility Law.

* But a currency board can be restrictive (more tharegular fixed exchange
rate system).

U Since the central bank may not acquire domestiets,sg can not lend
currency to domestic banks during financial crisiso lender of last
resort policy or seignoirage.

» Dollarization is a monetary policy that replaces the domesticeogy in
circulation with US dollars.

U In effect, control of domestic money supply, instreates and inflation
is given the Federal Reserve.

U A lender of last resort policy and the possibilay seignoirage for

domestic policy makers are eliminated.
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* Argentina ultimately abandoned its currency boaedaose the cost was too
high: high interest rates and a reduction in prges: needed to sustain it.

U The government was unwilling to reduce its deficireduce aggregate
demand, output, employment and prices.

U Labor unions kept wages (and output prices) frdimta

U Weak enforcement of financial regulations leadisky loans, leading to
troubled banks when output, income and employnadht f

U Under the currency board, the central bank wasahaived to increase
the money supply or loan to troubled banks.

Lessons of Crises
1. Fixing the exchange rate has risks: governmentsedi&sfix exchange rates to
provide stability in the export and import sectdrgf the price to pay may be
high interest rates or high unemployment.

U High inflation (caused by government deficits acramses in the money
supply) or a drop in demand for domestic exportel$eto an over-
valued currency and pressure for devaluation.

U Given pressure for devaluation, commitment to &diexchange rate
usually means high interest rates (a reductiohemioney supply) and a
reduction in domestic prices.

U Prices are reduced through a reduction in goverhoheicits, leading to
a reduction in aggregate demand, output and em@oym

O A fixed currency may encourage banks and firmsdodaw in foreign
currencies, but a devaluation will cause an in&eashe burden of this
debt and may lead to a banking crisis and bankyuptc

U Commitment a fixed exchange rate can cause a fimlamcisis to
worsen: high interest rates make loans for bankks fams harder to
repay, and the central bank can not freely prinh@yao give to troubled

banks (can not act as a lender of last resort).
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2. Weak enforcement of financial regulations can leadsky investments and a
banking crisis when a currency crisis erupts orrwhdall in output, income
and employment occurs.

3. Liberalizing financial capital flows without implesnting sound financial
regulations can lead to financial capital flighteshrisky loans or other risky
assets lose value during a recession.

4. The importance of expectations: even healthy ecoe®rare vulnerable to
crises when expectations change.

U Expectations about an economy often change whear @bonomies
suffer from adverse events.

U International crises may result frorontagiornn an adverse event in one
country leads to a similar event in other countries

Potential Reforms: Policy Trade-offs
» Countries face trade-offs when trying to achieweftillowing goals:

U exchange rate stability

U financial capital mobility

U autonomous monetary policy devoted to domesticggoal

» Generally, countries can attain only 2 of the 3igjoand as financial capital
has become more mobile, maintaining a fixed exchamigh an autonomous

monetary policy has been difficult.

Figure 22-2 Exéliance

The Policy Trilemma for rate stability
Open Economies

The vertices of the triangle
show three goals that policy-
makers in open economies
would like to achieve. Unfor-
tunately, at most two can
coexist: At most one of the
triangle’s three sides can be
chosen. Each of the three
policy regime labels (floating
exchange rates, currency

board, capital controls) is Monetary Floating exchange rate  Freedom of
consistent with the two policy autonomy capital movement
goals thatit lies between in

the diagram.
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Potential Reforms

Preventative measures:

1. Better monitoring and more transparency: more médion for the public
allows investors to make sound financial decisiorgood and bad times
Stronger enforcement of financial regulations: csfumoral hazard

Deposit insurance and reserve requirements

WD

Increased equity finance relative to debt finance
5. Increased credit for troubled banks through thereeébank or the IMF?
Reforms for after a crisis occurs:

1. Bankruptcy procedures for default on sovereign @@bltimproved bankruptcy
law for private sector debt.

2. A bigger or smaller role for the IMF as a lendefast resort? (See 5 above.)

U Moral hazard versus benefit of insurance beforeadtst a crisis occurs.
Geography, Human Capital and Institutions

* What causes poverty?

« A difficult question, but economists argue if gesggny or human capital is
more important in influencing economic and politicastitutions, and
ultimately poverty.

Geography matters:

1. International trade is important for growth, ance@c harbors and a lack of
geographical barriers foster trade with foreign kats.

U Landlocked and mountainous regions are predictée jooor.

2. Also, geography determined institutions, which may play a role in
development.

Geography determined whether Westerners establgtogerty rights and long-term
investment in colonies, which in turn influencedmamic growth.
Human capital matters:

1. As a population becomes more literate, numerateeadndated, economic and

political institutions evolve to foster long-terraa@omic growth.
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U Rather than geography, Western colonization andtgti@n agriculture;
the amount of education and other forms of humaitaladetermine the
existence or lack of property rights, financial kes, international trade

and other institutions that encourage economic trow

Summary

1.

Some countries have grown rapidly since 1960, thetre have stagnated and

remained poor.

. Many poor countries have extensive government obrdf the economy,

unsustainable fiscal and monetary policies, lacKimdéncial markets, weak
enforcement of economic laws, a large amount afupbion and low levels of

education.

. Many developing economies have borrowed heavilynfroternational capital

markets, and some have suffered from periodic sayerdebt, balance of

payments and banking crises.

. Sovereign debt, balance of payments and bankisgsiean be self-fulfilling,

and each crisis can lead to another within a cguwrtin another country.

. “Original sin” refers to the fact that developingop@omies can not borrow in

their domestic currencies.

. A currency board fixes exchange rates by backingagh unit of domestic

currency with foreign reserves.

. Dollarization is the replacement of domestic cucksem circulation with US

dollars.

. Fixing exchange rates may lead to financial crie¢se country is unwilling

restrict monetary and fiscal policies.

. Weak enforcement of financial regulations cause®eal hazard and may lead

to a banking crisis, especially with free movenafinancial capital.

10.Geography and human capital may influence econoamc political

institutions, which in turn may affect long-termo@omic growth.
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TABLE 22-1 Indicators of Economic Welfare in Four Groups of Countries, 2003

' Income Group GNP per Capita (1995 U.S. dollars) Life Expectancy (years)
Low-income 450 58
Lower middle-income 1,480 69
Upper middle-income 3,340 73
High-income 28,850 78

" Simple average of male and female life expectancies.

Source: World Bank, World Development Report 2004/2003.

 TABLE 22-2 Output per Capita in Selected Countries, 1960-2000 (in 1996 U.S. dollars)

Output per Capita
1960-2000
Annual Average Growth Rate
- Country 1960 2000 (percent per year)

Industrialized in 1960

Canada 10,419 26,922 2.4

France 7.860 22,371 2.6

Ireland 5,208 26,379 4.1

Italy 6,817 21,794 2.9

Japan 4,657 24,672 4.3

Spain 4,693 18,054 34

Sweden 10,112 23,662 2:1

United Kingdom 9,682 22,188 2.1

United States 12,414 33,308 2.5
Africa

Ghana 832 1,349 1.2

Kenya 780 1,244 1.2

Nigeria 1,035 713 -0.9

Senegal 1,833 1,622 -0.3
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TABLE 22-2 Output per Capita in Selected Countries, 1960-2000 (in 1996 U.S. dollars)

Output per Capita
Latin America
Argentina 7,395 10,995 1.0
Brazil 2,395 7,185 2.8
Chile 3,818 9,920 2.4
Colombia 2,525 5,380 1.9
Mexico 3,970 8,766 2.0
Paraguay 2,437 4,682 1.6
Peru 3,118 4,583 1.0
Venezuela 7,751 6,420 —-0.35
Industrializing Asia
China 685 3,747 4.3
Hong Kong 3,047 26,703 5.6
Malaysia 2,147 9,937 39
Singapore 2,280 24,939 6.9
South Korea 1,571 15,881 6.0
Taiwan 1,468 17,056 6.7
Thailand 1,121 6,857 4.6

Note: Data for Singapore and Taiwan only through 1996 and 1998, respectively. Data are taken from the Penn
World Table, Version 6.1, and use PPP exchange rates to compare national incomes. For a description, see
Alan Heston, Robert Summers, and Bettina Aten, Penn World Table Version 6.1, Center for International
Comparisons at the University of Pennsylvania, October 2002.

TABLE 22-3 Current Account Balances of Major Qil Exporters, Other Developing Countries, and Industrial

Countries, 1973-2003
Major Oil Exporters Other Developing Countries Industrial Countries
(billions of dollars)
1973-1981 363.8 —410.0 7.3
1982-1989 —135.3 —159.2 —361.1
1990-1997 =733 —600.1 79.0
1998-2003 236.5 —12.8 —1,344.3

Source: International Monetary Fund, World Economic Outlook, various issues. Global current accounts generally do not sum to zero
because of errors, omissions, and the exclusion of some countries.
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TABLE 22-5 Real Output Growth and Inflation: Russia and Poland, 1991-2003 (percent per year)

1991 1992 1993 1994 1995 1996 1997 1998 1999 200

Real Output
Growth
Russia
Poland

Inflation Rate

Russia
Poland

—5.3
4.8

6.3
4.1

-9.0
—7.0

—14.5
2.0

—12.7
S

—4.1
6.8

—3.4
6.0

14
6.8

—8.7
4.3

85.7
7.3

92.7
70.3

878.8
353

307.5
32.2

198.0
279

47.7
19.9

14.8
14.9

27.7
11.8

1,734.7
43.0

0-2003

6.8
2.6

18.0
4.6

Source: International Monetary Fund, World Economic Outlook, various issues.
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Figure 22-3
Peru New Sol Exchange Rate vs. the U.S. Dollar

Even though Peru’s currency, the new sol, is classified by the IMF as “freely floating,” sharp
changes in its exchange rate against the dollar have been limited.
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