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Foreword

 

In presenting this book I have to acknowledge a personal involvement with the genesis of the underlying research project. In 1994, Fred Bergsten invited me to take part in a seminar organized by his Institute for International Economics to celebrate the 50th anniversary of the Bretton Woods Conference. I accepted on condition that I could associate in the endeavour Fabrizio Saccomanni, friend and colleague of many decades. At the time, Fabrizio was head of the Bank of Italy’s Foreign Department and Chairman of the Exchange Rate Policy Committee of the European Monetary Institute, the precursor of the European Central Bank; he combined a solid background in international economics – based on his earlier experience at the IMF – with a rare insight into the operation of foreign exchange and capital markets. We had been discussing international monetary problems for many years and had become convinced, particularly after the EMS crisis of 1992–93, that all was not well with the working of what used to be called the international monetary system. We thought that the IIE seminar pro-vided a good opportunity for us to express our misgivings about current international monetary arrangements. We quickly agreed that in our paper we should avoid following the path of those who regarded the combination of freely floating exchange rates and full capital mobility as a ‘non system’; we  also agreed to refrain from advocating a ‘new Bretton Woods’. In the paper we prepared, which is quoted in this book, we asked ourselves what kind of institutional underpinnings were needed to ensure the smooth func-tioning of the ‘market-led international monetary system’ that had emerged from the demise of the old ‘government-led international monetary system’ created in 1944 at Bretton Woods. We argued that under the new system, global financial markets would determine the creation and the distribution of international liquidity and the level of exchange rates. We urged monetary authorities to improve their understanding of the unwritten rules and con-ventions of the market-led system and of their implications for the world economy. Indeed, we feared that, in the likely context of further expansion and increased globalization of financial markets, there was a risk of ‘distur-bances that may have an impact on the stability of the financial system’. As our paper was delivered in the summer of 1994, the Mexican crisis was just months away and it would usher in one of the most difficult periods in the recent history of the world’s monetary system.
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xiv                                  Foreword

 

Although plenty has been written on the financial turbulence of the late 1990s, particularly on the debt crises of emerging countries, the hint we gave about the need to investigate the systemic causes of financial instabil-ity and the role that global financial markets could play in the process did not find many followers. Fabrizio’s book, when it was first published in Italy in 2002, provided an important contribution to filling that gap. I found then the book to be very rich in analytical, technical and historical insights and only regretted that it had been written in Italian, a language not widely read internationally on matters other than religion, art, gastronomy, and fashion. I think it is very good that the book appears now in English, in an updated and expanded version covering the new episodes of financial insta-bility that have marked the early years of the third millennium.

The main theme of the book is the relationship between policy-makers and global financial markets. It makes for fascinating reading to follow the author’s detailed yet concise description of the actions and reactions that have generated, ampli fied and propagated situations of financial instabil-ity. Although the book strives to project an objective analysis of the under-lying economic and political determinants of instability, the conclusion the reader is led to draw is that the blame for the many crises of the era of financial globalization rests more with the policy-makers than with the market. Monetary and financial authorities are constrained by political and institutional considerations to formulate and implement policies in a national context; but in the case of systemically important countries, poli-cies have signi ficant international repercussions via global financial markets. Of course, policy-makers are fully aware of the existence of the markets, but they tend to believe that these will reconcile the inconsistency of their national approaches, correct the inadequacy of their measures, or can be convinced through appropriate communication strategies that there are no inconsistencies or inadequacies to worry about. The book provides ample evidence that none of these assumptions is correct. Markets are willing to listen to policy-makers and to analyse carefully their strategies and statements but when, sooner or later, they detect any inconsistency or inadequacy they react with speed and severity. The book also clearly describes the situations in which markets may overreact, leading to unsus-tainable trends in financial flows and asset prices. The correction of any such overshooting is generally abrupt and painful.

The author does not believe that dealing with international financial instability would require a major institutional reform or innovative policy strategies, a belief I am not sure I share in full. He is convinced that the international community already possesses the analytical tools and the policy instruments to deal with the problem; but he is adamant in sug-gesting that policy-makers have the duty to guide the markets towards
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achieving monetary and financial stability. He fears, correctly in my view, that recurrent episodes of turbulence in asset markets – if left unchecked – may eventually lead to protectionist pressures that could be detrimental to the growth of output, trade and employment worldwide. In suggesting a more pre-emptive and active policy approach he departs from conven-tional wisdom. At times, he seems openly ‘interventionist’ and goes so far as to advocate ‘interference’ by the IMF in the operation of the inter-national monetary system. It is clear, however, that in the pragmatic frame-work of multilateral cooperation that he advocates, he would easily settle for any realistic, ‘golden mean’, policy strategy provided it delivered the required results.

All in all, this is a book well worth reading by any person interested in understanding how the global financial system works and in having a criti-cal appraisal of its performance. It also contains a number of suggestions that could be part of the ‘research agenda’ of monetary and financial authorities, both national and international, as well as of academic and business economists. The book flows smoothly and the narration is pleas-antly supported by personal recollections of events that the author wit-nessed. There are also many clever economic and literary quotations, evidence of the author’s broad cultural interests and sharp wit. I found par-ticularly appropriate, in the turbulent liquidity conditions currently pre-vailing in global financial markets, the quote in Chapter 14 from Shakespeare’s Julius Caesar, where the Bard reminds us that ‘on such a full sea are we now afloat;/and we must take the current when it serves,/or lose our ventures’.

 

Tommaso Padoa-Schioppa

Minister for Economy and Finance, Italy

Chairman, IMFC

Rome, September 2007




Preface

 

This book has had a long gestation. It was first published in Italy in 2002 and reflected my own professional experience in dealing with international financial instability at the International Monetary Fund and the Bank of Italy over a period running from the collapse of the Bretton Woods system in 1971 to the creation of the euro and the debt crises of emerging markets in the 1990s. When I moved to London at the beginning of 2003 to work for the European Bank for Reconstruction and Development as Vice President for Risk Management, Edward Elgar offered me the opportu-nity to publish an English version of the book. I realized then that a major revision of my earlier work was required. I had to expand the analysis to cover new important developments in the third millennium, such as the ‘peaceful rising’ of China on the world economic and financial stage, the bursting of asset price bubbles in equity and real estate markets worldwide, and the widening of global payments imbalances. More importantly, I had to assess how these new factors would affect my own interpretation of inter-national financial instability. The review took quite some time and was nearing completion at the end of 2006 when I was appointed Director General of the Bank of Italy. Although my return to Rome meant further delay, testing again the immense patience of my publisher, it has given me the opportunity to catch up with the latest developments in international monetary cooperation in early 2007 as I resumed participating in meetings of the European Central Bank, the Bank for International Settlements and the International Monetary Fund.

In short, this book is the expression of my recurrent dismay, over the last 35 years, at the seemingly incurable nature of international financial insta-bility, which has manifested itself lately with increased frequency. Dismay at the pointless toing and froing of recriminations, after each episode of tension, between those who firmly believe that crises are the result of the excessive power of free market forces and those who believe, equally firmly, that crises occur because of government interference in the operation of markets. And, finally, dismay at the inability of economics, in this case a truly dismal science, not only to help forecast and prevent financial crises, but also to assist in providing a consensus view of their causes and rem-edies. To ease my dismay I have reviewed the vicissitudes of the inter-national monetary and financial system since the dawn of globalization,
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focusing on the relationship between monetary authorities and the global financial market. I have tried to understand the objectives and the strategies of both actors and to identify in what conditions situations of crisis have materialized or have been avoided. I have reached a few conclusions that I hope readers might share.

The global financial market is an institution that plays a fundamental role for the growth of the world economy and it should be free to operate within a regulatory framework that guarantees soundness and transparency without distorting market operations. Monetary and financial authorities, however, must not refrain from guiding the market, through their economic policies, in order to achieve monetary and financial stability, which are the prerequisites for a sustainable growth of output and employment. Economic policies, in a broad sense, do ‘matter’ and can be all the more effective insofar as they are able to credibly influence the expectations of economic and financial agents and the working of global markets. Monetary and financial authorities should use all the instruments at their disposal in the pursuit of stability, explaining clearly to the market their policy intentions and ensuring consistency between announcements and measures. Central banks should be fully involved in these e fforts because of their mandate to ensure price stability and their dual capacity as regulators and market participants. Cooperation among systemically important coun-tries is essential to ensure stability of the global financial system and should be conducted within a multilateral institutional framework.

There is nothing particularly new in these conclusions, but the aim of this book is rather to argue whether old-fashioned ideas may be of help in understanding how the global financial system works and how to cope with its dysfunctions. In writing it, I have become convinced that such a task cannot be accomplished solely with sophisticated mathematical models of financial markets and instruments. What is needed is a political economy approach to globalization, which I see as an interdisciplinary endeavour capable of bringing together not only the main economic and financial determinants, but also the underlying political, social, institutional and legal implications. It is a task that the generation of my nephew Francesco, who is just beginning graduate studies in international economics, will have to undertake.

[image: ]

 

The ideas expressed in this book are entirely personal but they have been developed and sharpened in endless discussions over the years with colleagues at the Bank of Italy. International monetary issues have been a
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subject of constant attention by all the governors with whom I have been privileged to work, Guido Carli, Paolo Baffi, Carlo Azeglio Ciampi, Antonio Fazio, Mario Draghi, and under their leadership the Bank has continued to be a unique workshop of empirical analysis and policy debate. I have also learned a lot from, in chronological order, Rinaldo Ossola, Tommaso Padoa-Schioppa, Lamberto Dini, Pierluigi Ciocca, Rainer Masera and Ignazio Visco. With Tommaso, who entered the Bank at about the same time I did, a lifetime friendship and collaboration has developed, the implications of which are visible throughout the book. The Bank has also given me an opportunity to get to know a number of outstanding gov-ernment officials, central bank governors and international civil servants from other countries, whose ideas and achievements have greatly influenced my own thinking about the power and the limits of international coopera-tion. Among these, I would like to mention Jacques de Larosière, Toyoo Gyohten, Mervyn King, Jacques Polak, Hans Tietmeyer and Paul Volcker.
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I am greatly indebted to a number of people who have assisted me in various ways in the preparation of this book. At the EBRD, Joe Colombano; at the Bank of Italy, Marco Committeri, Giorgio Gomel, Fabio Panetta and especially Aviram Levy, who has read the entire manu-script and provided a number of valuable comments and improvements. Obviously, I am solely responsible for any remaining flaws. Alice Chambers has valiantly translated into English the original text and the subsequent additions, occasionally unmasking hidden flaws in my sometimes convo-luted Italian prose. Christine Stone has volunteered some precious last-minute polishing of the final text. But the greatest debt I owe is to my long-time Personal Assistant, Anna Buttarelli, who has miraculously managed over the last two years to coordinate all phases of the production process, making sense of a huge flow of e-mails, handwritten notes and bib-liographical references; maintaining contact with me in London and with the translator in Rome; and never losing control or patience. Truly, this book would not have seen the light without her.

 

Rome, September 2007




PART I

 

The tigers, the tamers, the circus




1.   An uneasy relationship

 

The relationship between markets and central banks . . . is similar to that between tigers and their tamer. The latter can bend the former to his will if he uses superior skill, great care, and intelligence. If, instead, the tamer excites and irritates the tigers, they will win. The spectacular growth in the size of markets of the last ten years has widened the gap between the strength of the tigers and that of the tamers, and having more than one tamer in the cage does not help.

Tommaso Padoa-Schioppa (1994, p. 19)

 

The relationship between monetary authorities and financial markets has, for most of the twentieth century, been difficult, confrontational and at times openly conflictual. This has reflected the different objectives pursued: monetary and financial stability by monetary authorities; and the optimum combination of risk and return on investments by market intermediaries. The relationship has often been described by the press, but also in economic literature, as a never-ending contest between allegedly sovereign authorities and forces that behave unpredictably, even crazily or irrationally, and are endowed with magic or supernatural powers. These descriptions recall characters such as the ‘gnomes of Zurich’ or financial ‘wizards’ à la George Soros. But there are also references to the ‘casino capitalism’ and ‘mad money’ denounced by Strange (1986 and 1998), the ‘manias and panics’ dis-passionately psychoanalysed by Kindleberger (1978) or the ‘irrational exu-berance’ evoked by the then Federal Reserve Chairman Alan Greenspan (1996). More recently, in 2005, Franz Müntefering, Chairman of what was then Germany’s ruling Social-Democratic Party (SDP) introduced a new variation on the theme, comparing global financial intermediaries to ‘swarms of locusts that fall on companies, stripping them bare before moving on’ (The Economist 2005c, p. 65).

These images fail to fully capture the essence of the relationship between monetary authorities and global finance; moreover, they convey a mislead-ing sense of pessimism as regards the e ffectiveness of monetary and financial policies. Padoa-Schioppa’s metaphor is more apt because it rec-ognizes that in terms of sheer brute force the tigers are clearly superior, but implies that their ‘animal spirits’ can be studied and understood by the tamers. The tamers can then use this knowledge to pursue their goals, but in order to tame the tigers they have to enter the cage, show no fear, send
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clear signals and appropriately administer threats and rewards. Managing international financial instability is in many ways a similar exercise.

Metaphors aside, for the purposes of this book and in the context of financial globalization, the ‘tigers’ are the intermediaries who operate simul-taneously on the bond, stock, foreign exchange and derivatives markets wherever there are adequate banking and financial structures. The ‘tamers’ also belong to a broad category, including first and foremost the monetary authorities, namely the treasury or finance ministries and central banks, but also the various supervisory agencies of different specialized markets. The ‘circus’ is the institutional framework within which authorities and markets operate. The interaction among these characters is complicated by the global nature of the market and the national jurisdiction of the authorities. But what makes the relationship potentially con flictual is the innate ten-dency for the authorities to ‘regulate’ markets where participants would prefer to operate free of any impediment or restriction.

Official meddling in the operation of financial markets can take several forms. Most countries acknowledge that it is incumbent on authorities to ensure ‘orderly market conditions’. This means allowing intermediaries to engage in financial transactions in ways and according to terms that have been freely agreed on, while supervising – and if necessary taking appro-priate steps – to cope with market manipulation, illiquidity or extreme price volatility. If it is in the public interest, the authorities may devise rules of behaviour for market participants or set limits to price variations. This has been the case, for example, for transactions carried out on foreign exchange markets, given the implications that exchange rate fluctuations can have for a currency’s purchasing power and a country’s balance of payments. The authorities can, moreover, ‘intervene in the market’ by acting as buyers or sellers of financial assets (government bonds, foreign exchange and some-times shares) for monetary and exchange rate policy purposes.

The nature of the relationship between monetary authorities and markets naturally varies in line with the evolution of the economic, polit-ical and institutional context, both in individual countries and internat-ionally. Especially influential is the pattern of the international monetary system: that is, the set of standards, practices and institutions governing inter-state economic and financial transactions, which may change in line with shifts in the balance of power on the world’s stage. Basically, the ‘system’ comprises the exchange rate regime between the various curren-cies, mechanisms for the creation and distribution of international liquid-ity and policies for adjusting balance of payments disequilibria. From around the middle of the nineteenth century, when the gold standard system prevailed, it was thought that the operation of automatic mech-anisms based on fixing a parity for currencies in terms of a specified
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amount of gold, and the use of gold as an o fficial reserve and means of international payment, could reconcile the objectives of market forces and government authorities by ensuring stable monetary conditions on an international scale. In reality, stability to the extent that it was effectively achieved owed more to the hegemony of the British Empire and the dis-count rate policy of the Bank of England.1 After the First World War, attempts to re-establish an international monetary order failed and the conflict between markets and governments became increasingly apparent. Despite the widespread destruction of productive capacity, governments attempted to restore the pre-war gold parities, triggering economic reces-sion and eventually the depression of 1929–30. The markets’ lack of con-fidence forced a series of competitive devaluations of exchange rates: first sterling in 1931, followed by the dollar and the other main currencies. Unable to contain market pressures, governments further reacted by intro-ducing restrictions on trade and foreign exchange operations. The inter-national economic and trading system crumbled, paving the way for the Second World War.

It was not until the United Nations conference held in Bretton Woods in 1944 that the problematic relationship between markets and monetary authorities was tackled and managed in a comprehensive and systematic way (James 1996). It was at this time that the rules were drawn up and the institutions established for an international monetary system based on intergovernmental cooperation. The Articles of Agreement of the newly established International Monetary Fund (IMF) obliged member coun-tries to fix a parity for their national currency in terms of gold and dollars, remove restrictions on international trade of goods and services and pursue economic policies compatible with the maintenance of fixed exchange rates. To achieve these objectives, members were allowed to introduce restrictions on capital movements. If, however, a country was unable to maintain the equilibrium of its balance of payments, it could apply to the Fund for credit that would be granted on condition that the applicant take all necessary economic policy measures to correct the imbalance in its foreign accounts. Only in the event of a ‘fundamental disequilibrium’ could the IMF auth-orize a change in the par value and the resulting devaluation or revaluation of a national currency. Under the Bretton Woods system, therefore, the market was conditioned by decisions taken by monetary authorities at both a national and international level, and the set of rules and instruments devised to keep it under control seemed to be exhaustive and efficient. Monetary authorities determined not only exchange rates but also the process for the creation and distribution of international liquidity, thereby promoting monetary stability worldwide through the international coordi-nation of economic policies.
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The cohesion of the Bretton Woods system was jeopardized by the behaviour of some of its most important members and by the operation of market forces that revealed a fundamental inconsistency in the system’s architecture. In the early 1960s it had already become clear that the obli-gation to pursue economic policies compatible with exchange rate stabil-ity constituted a politically intolerable constraint not only for the United States but also for the major European countries and Japan. While the-oretically possible, the alternative of changing par values was considered impractical for reasons of national prestige, because this was equated with a declaration of failure to play by the rules of the system. Speci fically, the idea of changing the par value of the system’s key currency – the dollar – was ruled out for fear this would trigger an international monetary melt-down. At the time of his election in 1960, President John Kennedy had identified the correction of the deficit in America’s balance of payments as being among his administration’s top priorities. But the need to sustain economic growth and later, under President Lyndon Johnson, the Vietnam War, persuaded the United States to eschew adjustment policies that would have entailed the devaluation of the dollar and a contraction of domestic demand. Instead, the United States financed its balance of pay-ments deficit by increasing liabilities to foreign central banks. Meanwhile, even those countries that were accumulating substantial surpluses in their balances of payments vis-à-vis the United States, such as Germany, France, Italy and Japan, were not willing to revalue their currencies or increase domestic demand, preferring instead to keep a competitive exchange rate and to bolster their dollar reserves. The result of these incon-sistent approaches was the creation of international liquidity denominated in dollars that far exceeded demand, fuelling inflationary pressures world-wide. At the same time, trade liberalization, one of the linchpins of the Bretton Woods system, provided strong stimuli for foreign investment, the development of multinational corporations and the international integra-tion of economic and financial systems. In these circumstances, restric-tions on capital movements, permitted and indeed recommended by the Bretton Woods system to guarantee exchange rate stability, became an obstacle to the financing of international trade and global growth. This is what prompted intermediaries to lobby governments to liberalize banking and financial transactions while simultaneously trying to circumvent national restrictions by seeking non-regulated foreign havens as opera-tional bases. That is how the Eurodollar financial market was born.

It was against this backdrop that the conditions for the gradual disman-tling of the Bretton Woods system were created. The first pillar to tumble was the system of fixed exchange rates, with President Nixon’s decision of August 1971 to discontinue the dollar’s convertibility into gold. Once the
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exchange rate of the key currency was allowed to fluctuate, the entire inter-national monetary system e ffectively moved to a floating exchange rate regime. The second pillar, controls on capital movements, was eroded grad-ually in the course of the 1970s. Its demise was accelerated by monetary and foreign currency upheavals stemming from the devaluations of the dollar over the period 1971–73, and the subsequent oil crises that enhanced the role of the markets in ‘recycling petro-dollars’ and in financing balance of payment de ficits.

It was not until the beginning of the 1980s, however, with the coming to power of Margaret Thatcher in the United Kingdom and Ronald Reagan in the United States, that financial liberalization would find its full legit-imization. Passionate advocates of the superiority of free market mech-anisms for the creation and distribution of wealth, the two leaders promoted programmes of rapid and complete deregulation of financial markets, at both a national and international level. The impact of full-scale liberalization proved momentous, given that Reagan represented the great-est economic and military power on earth, and Thatcher the world’s most efficient and sophisticated financial market. The Anglo-American leader-ship drove continental European countries to participate in the deregula-tion process and the European Community adopted, in the late 1980s, a plan for the gradual liberalization of capital movements that became the prelude to Economic and Monetary Union (EMU). At the end of the decade, the collapse of the Soviet bloc and the reunification of Germany created unprecedented and significant opportunities for international financial integration.

By the early 1990s, the era of financial globalization had effectively dawned, fully adhered to by all the major industrial countries of North America, Asia and Europe, alongside a growing number of countries with economies that were sufficiently advanced in order to access international capital markets. The result was the establishment of an entirely new inter-national monetary system with respect to the one conceived at Bretton Woods. Whereas the latter had been led and influenced by governments and the IMF, the system at the close of the twentieth century was led and in fluenced by market forces (Padoa-Schioppa and Saccomanni 1994). It is the market that now determines the exchange rates of major currencies and governs the creation and distribution of international liquidity, deciding which businesses, financial institutions and countries are ‘creditworthy’ and under what conditions. One may well wonder whether a scenario such as this can be defined a system in the general sense of the term, that is as denoting a set of institutions and agreed rules for the achievement of sys-temic objectives. The current arrangements are certainly not based on any one central institution responsible for general governance, nor on rules 8                    The tigers, the tamers, the circus 

 

sanctioned by an international treaty. The ‘market’, however, despite its multifaceted nature, is an institution within which the rules of the game and behavioural modes have been established, albeit subject to an ongoing reformulation and reinterpretation in the light of new developments and experiences. Even if the rules of such a system are not written down, they are nonetheless stringently applied and the players must respect them. The role of monetary authorities in a market-led system is clearly a very di fferent one: they can no longer fix prices or authorize individual transac-tions and must limit themselves to establishing the overall legal framework for the activity of markets and the standards of conduct for market partici-pants. They can, however, try to influence market trends by adopting eco-nomic policy measures, acting as counterparties for market intermediaries in financial transactions, and by communicating to the market information, assessments and policy intentions.

Since the establishment of the regime of financial globalization in the early 1990s, episodes of international monetary and financial instability have increased in number and frequency. These episodes have been asso-ciated with large one-way movements in the price of assets, such as bonds, shares, currencies and real estate, followed by sharp reversals. This has led to disruptions in the orderly functioning of financial markets, the bank-ruptcy of intermediaries and corporations or, in some cases, to the suspension of the debt servicing obligations of major sovereign bor-rowers. Contrary to popular belief, these episodes have not occurred only in emerging or transition countries, but have also involved mature economies, like Japan, or affected efficient markets like the New York Stock Exchange, NASDAQ or the international bond market. Exchange rate misalignments have not been concentrated in Latin America or South East Asia, but have at one time or another affected the three key curren-cies of the world monetary system: the dollar, the euro and the yen. Instability has generally manifested itself first on exchange markets, but this is not surprising. In a global financial system the exchange market is the channel through which most financial transactions are funnelled, and tensions are transmitted internationally. The ups and downs of the rela-tionship between markets and authorities, therefore, has increasingly been felt at the level of exchange rates, thus drawing the attention of both eco-nomic operators and international public opinion to this crucial indicator. The currency market is, in fact, particularly relevant because the exchange rate is the yardstick that determines the external value of a given currency. Its level and performance express a synthetic – but clear and immediate – judgement on the health of a national economy, its ability to compete worldwide, and the confidence it inspires among citizens and the interna-tional community. Finally, the exchange rate is the indicator that most
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rapidly provides an assessment by the market of the adequacy of policy actions taken by monetary authorities and, in particular, by central banks.

Unfortunately, in a scenario of recurrent instability and financial market volatility, public opinion, even among the most informed com-mentators, has become increasingly convinced of the existence of a cause and effect relationship between globalization and financial crises and of the impossibility of governing global finance. The argument most fre-quently used in support of this conclusion is the divergence between the ‘firepower’ of financial markets and the ‘ammunition’ available to mon-etary authorities in the form of o fficial reserves. While such arguments do not stand up to scrutiny, as it will be shown throughout this book, they nonetheless raise questions that must be taken seriously if we are to arrive at a full understanding of both the dynamics of the global eco-nomic and financial system, and of the wider political implications of globalization.

Commenting on the completion, in March 1990, of the liberalization of foreign exchange restrictions in Italy, the then Italian Treasury Minister Guido Carli (1993, p. 388) wrote: ‘I wanted to allow Italian citi-zens to acquire the right to cast a daily vote of con fidence on the govern-ment and the country, by exercising the possibility of investing their savings in securities issued by other countries and expressed in other cur-rencies’ (this author’s translation from the original). This quotation high-lights a further vital component of the relationship between monetary authorities and markets, the political aspect tout court. The management of financial portfolios, the hedging of risks, the constant reassessment of government economic policies, all play a role in the direct exercise of democracy by market participants whereby the concepts of citizenship, sovereignty and representation are continually rede fined and reinter-preted. Just who are the market participants entitled to ‘vote’ in this context? Are they the citizens in the narrow sense of the state where the securities they own are bought or sold? Or are they the holders and the asset managers of these securities, irrespective of their nationality? And in this broader context, would those holding securities for saving purposes be the only ones entitled to vote? And what about those who managed them for profit or speculative purposes on behalf of their clients? These questions, that are for political scientists and experts of constitutional law to analyse, are recalled here to underline the fact that the comprehension of financial market behavioural patterns should not be a task reserved solely for financial analysts and economists. Rather, it is in the interest of all those ‘entitled to vote’ to understand the underlying motivations of market behaviour, the mechanisms and instruments used, and the 10                   The tigers, the tamers, the circus 

 

reaction functions of markets to the economic policy of monetary and financial authorities.

 

NOTE

 

1. The gold standard has been the subject of countless studies by economists and historians.

Among the former, see de Cecco (1974) and Eichengreen (1985); among the latter, Ferguson puts it in this way: ‘The gold standard had become, in effect, the global mon-etary system. In all but name, it was a sterling standard’ (2004a, p. 247).




2.   Global financial players

 

What  an extraordinary episode in the economic progress of man that age was which came to an end in August, 1914! . . . The inhabitant of London could order by telephone, sipping his morning tea in bed, the various products of the whole earth, . . . and reasonably expect their early delivery upon his doorstep; he could at the same moment and by the same means adventure his wealth in the natural resources and new enterprises of any quarter of the world, and share, without exertion or even trouble, in their prospective fruits and advantages; . . . and could then proceed abroad to foreign quarters . . . bearing coined wealth upon his person, and would consider himself greatly aggrieved and much surprised at the least interference. But, most important of all, he regarded this state of affairs as normal, certain and permanent, except in the direction of further improvement, and any deviation from it as aberrant, scandalous, and avoidable.

John M. Keynes ([1919] 1971, p. 6)

 

Despite the general usefulness of the assumption of rationality, markets can on occasions – infrequent occasions, let me emphasize – act in destabilizing ways that are irrational overall, even when each participant in the market is acting rationally.

Charles P. Kindleberger (1978, p. 41)

 

2.1   THE ORIGINS OF FINANCIAL

GLOBALIZATION

 

The globalization of finance is a recent phenomenon but its roots are ancient.1 The books that a scholar of international financial history such as Kindleberger (1978 and 1984) has devoted to the subject provide readers with a host of episodes, dating back to the seventeenth and eighteenth cen-turies, rich in analogy with current developments in globalization. But it was the introduction of the gold standard in the last quarter of the nineteenth century in England and subsequently in other major European countries and in the United States that created the conditions for the international-ization of the economic and financial system described by Keynes above. In all likelihood, had the First World War not broken out, the process would have expanded further, enabling the free trade of goods, financial services and capital on a truly global scale. In the post-war era, any return to that regime proved impossible. This was due to the difficulties of reconstruction
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and the political turmoil that followed the advent of communism in Russia, Fascism in Italy and Nazism in Germany: regimes that were hostile to the market economy and free trade for ideological reasons or out of necessity. Not even after the Second World War was it possible to re-establish the degree of financial liberalization that characterized the gold standard era. Keynes himself, one of the key architects of the Bretton Woods system, was so shocked by the devastating effects of trade protectionism during the 1920s and 1930s that he believed the absolute priority of the new internat-ional economic order to be the free movement of goods and services, even at the expense of the free movement of capital. In any event, the severe eco-nomic difficulties in which the countries of continental Europe found them-selves made a return to the convertibility of major European currencies impossible until 1958, and it took three more decades to remove foreign exchange controls and restrictions on capital movements.

The process of financial globalization was accordingly frozen until the 1980s.2 The technical ‘de-freezing’ factors, in addition to those of a politi-cal and economic nature already mentioned in Chapter 1, were the wide-spread use of new information and communication technologies, and of new financial instruments and techniques. The main components of the process of financial innovation were: (1) securitization: the possibility of transforming any kind of financial fiduciary operation into a securitized instrument that can be traded on the market; (2) the development of deriv-atives: instruments permitting the pricing and unbundling of risks con-nected to financial transactions (interest rate risk, exchange rate risk, credit risk); (3) the growing importance of non-banking financial intermediaries, entailing an enhanced role for market indicators in assessing client credit-worthiness; (4) the institutionalization of private savings management as financial wealth grew, which implied an expanding role for professional managers in the allocation of savings among the various instruments avail-able; (5) the international consolidation of banking and financial interme-diaries, which drastically reduced the number of global players active on the market through mergers and acquisitions, and at the same time aug-mented structural dimensions and operational potential.

Since the liberalization of foreign exchange restrictions, advances in information technologies have enabled market participants to increase the range of opportunities for investment on an international scale, by dealing in bonds and shares of foreign issuers and using market instruments to manage exchange risk. The development of advanced data processing systems has slashed transaction costs in and across various markets allow-ing intermediaries to manage an ever higher number of positions and oper-ations. Comprehensive accounting entries can be obtained for each trade, as well as an instantaneous assessment of its impact on the intermediary’s
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overall exposure to speci fic market instruments, currencies or countries. Computer technology assists traders in the decision-making process by providing models for managing financial positions and for assessing the overall risk to which any single intermediary is exposed. Finally, the devel-opment of telecommunications has given market participants access to a continuous flow of real-time information on asset prices across all the major monetary and financial markets worldwide, as well as on the eco-nomic situation and financial accounts of companies, banks and countries.

The simultaneous listing on the market of liabilities issued by individual debtors, be they countries or companies, allows the ongoing assessment of the risk rating attributed by the market to each borrower. This is expressed as the difference, or spread, between the yield of any given security under consideration and that of an analogous security associated with a low to nil risk. For example, the spread on ten-year bonds issued in US dollars by the Brazilian or Korean governments is calculated with reference to bonds having the same maturity issued by the US Treasury (T-bond). In Europe, the reference spread is generally that calculated on securities issued by the German federal government (Bund); similar methods are used to calculate the spreads on securities of corporate issuers. The spread gives a measure of the risk premium that each issuer must pay investors to convince them to accept an implicitly higher risk associated with their security compared with other lower-risk securities. Market participants can, therefore, contin-ually assess the degree of risk they intend to take on and monitor its move-ment over time. With globalization and the growth of markets in financial assets, the practice of calculating the value of assets and liabilities at market prices (‘mark to market’) has become widespread among debtors, investors and intermediaries and plays a vital role in global finance. This allows each market participant to obtain a rapid, realistic and updated assessment of profits and losses made on various activities.

It is through the generalized application of these financial and techno-logical innovations that the conditions are created for a levelling of prices of financial assets on a global scale and for the harmonization of behav-ioural models – conditions that constitute the essential traits of financial globalization.

 

2.2   THE GLOBAL PLAYERS

 

Globalization has paved the way for an unprecedented expansion of inter-national financial flows and intermediation as well as of the size and turnover of financial markets, both in absolute terms and in relation to gross domestic product (GDP). For instance, between 1990 and 2003 14                   The tigers, the tamers, the circus 

 

external assets of industrial countries rose from $9.7 trillion to $36 trillion, that is from 75 to over 200 per cent of GDP. External assets of emerging and developing countries rose from $336 billion to $1849 billion, that is from 30 to 70 per cent of GDP (IMF 2005b, pp. 110–12). Similar trends are recorded in the volume of foreign liabilities for both groups of countries. In the period 1990–2005 capitalization of stock exchanges in the G7 coun-tries rose from 59 to 96 per cent of the area’s GDP, after a peak of 141 per cent in 2000 (World Bank 2006). The nominal value of exchange-traded derivatives rose between 1990 and 2005 from $2.3 trillion to $58 trillion, that is from 16 to 214 per cent of the group’s GDP (BIS Quarterly Review, various issues). At the beginning of the third millennium, the daily turnover in the major financial markets ranged from $0.2 trillion for equity markets (excluding derivatives) to $2.4 trillion for exchange-traded derivatives (see Borio 2004).

Myriads of intermediaries and investors operate in the various segments of the global financial market. The number of truly global players is, however, relatively small as the widening of financial markets has led to a significant consolidation of intermediaries, most of which now perform ‘universal banking’ functions covering a broad range of financial services. The activity of large and complex financial institutions (LCFIs) that play an important role as channels for the cross-border transmission of financial market developments has become the focus of increasing attention by supervisors and regulators, among other things because of the high share of business in certain segments of the market, such as that for derivatives, that is concentrated in the hands of a few institutions.3

Institutional investors, hedge funds and private equity firms are playing an increasingly important role in global financial markets. Although com-parable historical data are not always available for all of these players, a few figures are sufficient to illustrate the magnitude of their operational capa-bilities. According to the IMF (2007b) at the end of 2005 non-bank insti-tutional investors (insurance companies, pension funds and mutual funds) in industrial countries had total assets under management amounting to $46 trillion, 132 per cent of the area’s GDP; compared with 1995, the rate of increase was in the order of 100 per cent in the United States and in Germany, 240 per cent in the United Kingdom and in France; much smaller in Japan. Some of these institutional investors are individually very big: the largest US bond mutual funds’ manager, Paci fic Investment Management Company (PIMCo), had $668 billion in fixed-income investments at the end of 2006 (www.pimco.com); the largest US pension fund, the California Public Employees’ Retirement System (CalPERS) had an investment port-folio valued at $241.7 billion at the end of March 2007 (www.calpers. ca.gov). Hedge funds are among the newest categories of intermediaries to
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have acquired an important role on the global stage and have attracted con-siderable media attention for their alleged part in the currency crisis of 1992, which forced sterling and the Italian lira to abandon the Exchange Rate Mechanism (ERM) of the European Monetary System (EMS), and in the ‘serial killing’ of Asian currencies in 1997. Because of their nature as private partnerships, hedge funds are not subject to the disclosure and regu-latory requirements that apply to banks, security houses or institutional investors. This means that little is known about their strategies and the size of their financial activity. On the basis of the information provided volun-tarily by hedge funds and collected by private market research companies, the IMF estimates that, at the end of September 2006, about 9000 hedge funds were in operation worldwide, with total assets under management of about $1.34 trillion (see IMF 2007a), although the figures may underesti-mate the actual size of the phenomenon. A growing role in the global financial system, albeit on a smaller scale, is being played by private firms that invest mostly in buyouts of companies and in venture capital. Again, information on the activities of these firms is limited because of their nature, but it is estimated that there are currently about 2700 private equity firms operating worldwide and in 2006 the value of private equity buyouts was $440 billion in the United States and Europe combined, up from roughly $70 billion in 2000. The size of individual firms dealing in private equity has also increased considerably over time and the ten largest firms in 2006 all raised between $8 and $16 billion each.4 Despite their relatively small size, private equity firms have attracted considerable attention from the media because of their role in aggressive corporate takeovers, through ‘leveraged buyouts’, sometimes followed by a breakup and resale of the various components of the original company. The Carlyle Group has been the target of special attention because of its alleged in fluential political connections in the United States and in other major countries.5 The dis-tinction between the various categories of global players mentioned above is by no means clear-cut. In fact, commercial banks, security houses and investment banks have created their own hedge fund and private equity firms to broaden the range of financial services provided to their clients and to attract investors with a higher propensity to risk.

 

2.3   OBJECTIVES AND STRATEGIES OF GLOBAL

FINANCIAL PLAYERS

 

Financial globalization is much more than a purely geographical phenom-enon. The global player is, by definition, present all over the globe. But this is nothing new. As early as the 1960s, large banks in industrial countries had 16                   The tigers, the tamers, the circus 

 

branches in all the major financial centres, mostly to assist domestic cus-tomers in their foreign trade transactions. What is new is the fact that global players are now simultaneously present in all countries but also in all markets, using the full spectrum of instruments at their disposal (bonds, shares, currencies, derivatives and so on), and carrying out a multiplicity of functions. In addition to borrowing and lending, they manage assets on behalf of clients, invest their own resources, hedge risks, and engage in speculation. The global vocation of these intermediaries has a ffected their internal organization. Activity is no longer divided between departments dealing with ‘domestic’ and ‘foreign’ markets, but has been broken down into specialized functions carried out on a global scale. For example, one department will look after global equity markets, another global fixed income or global foreign exchange. Within each sector there are further specializations but always in a global perspective. For example, within the global equity department there will be a separate division to deal with telecom sectors worldwide and monitor the stock market performance of, say, AT&T, Deutsche Telekom and British Telecom in order to make appro-priate reallocations of investments based on the relative profitability of each. Integrated control structures determine what the maximum limit of exposure towards any given country or sector should be. This assessment will include all transactions concluded with counterparts in the country or sector with reference to the totality of instruments used. At the top of the organization there will be a committee to determine the intermediary’s global strategy, identify potential growth areas and set profit objectives, fixing the maximum amount of risk that can be borne by the institution in respect of its capital or net worth.

Like every other economic agent, global players attempt to maximize the profit of their overall investment position, while containing risk within acceptable limits. Given that competition tends to reduce yields on less risky investments, up to the point that the intermediation margin is almost completely annulled, the pursuit of higher yields and spreads necessarily involves the financing of clients carrying a higher risk or having limited access to the market, and therefore, willing to pay higher interest rates. This often implies the decision to include new countries in the list of those with access to the global market. The process is a complex one, involving not only the global players themselves, but also the authorities of the country in question, international financial institutions such as the IMF and the World Bank, as well as the authorities of countries that host the world’s main financial markets. The admission to the market of a country with strong potential for economic growth creates major opportunities for the development of a substantial volume of business for all parties including global intermediaries. The issue of foreign currency denominated bonds
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and shares, the involvement of foreign investors in mergers, acquisitions and privatizations, the diversification of the currency composition of pri-vate portfolios: these are just some examples of the vast range of opportu-nities that access to the global market makes possible at competitive costs and in a short time.

Risks can, of course, increase or decrease over time, because of factors a ffecting the creditworthiness of debtors (credit risk) or due to changes in interest and exchange rates (market risk) that can affect the market value of the financial instrument utilized (bonds, shares, derivatives). In a floating exchange rate regime, the risk that exchange rates will undergo significant fluctuations has grown enormously and has important implications for the work of global intermediaries. In assessing, for instance, the attractiveness of an investment in Brazilian sovereign bonds, American banks must take into account the risk of devaluation of the real with respect to the dollar. Even if this risk is theoretically covered by the higher rate of interest obtain-able on Brazilian securities compared with that paid by the US government, in practice it is possible for exchange rate fluctuations to be so abrupt and large as to annul or exceed the yield of the securities. Instruments and tech-niques for currency risk hedging are available, but are often quite costly, even to the point of offsetting the greater yield of the foreign investment. In any event, global players tend to take on exchange rate risks that are not fully covered, believing the vast amount of available market liquidity will allow them to withdraw without losses from an investment for which the exchange rate risk has unexpectedly risen. However, this exit route, which is viable under normal conditions, can be abruptly closed off in crisis situations (see section 2.6, below). Intermediaries must, therefore, constantly monitor developments in the exchange market in order to intercept any signals that could require a timely and radical review of investment and portfolio man-agement strategies.

 

2.4   SPECULATION

 

Operations of a speculative nature occupy an especially important place in global finance, even though this activity has been an integral part of com-modity and capital markets since time immemorial. The concept of specu-lation is often misunderstood and unfairly censured. To speculate, in the original Latin, means to observe from a height affording a broader view of the horizon than that which is visible at sea level. In this sense all global market intermediaries are speculators, since they reassess risks on an ongoing basis, taking into account all available data and information that enables them to foresee the development of positions subject to risk. 18                   The tigers, the tamers, the circus 

 

Naturally, given that forecasting is an activity with a rather uncertain outcome, the speculator par excellence is often seen as a gambler, who has no valid reason for supposing the ball on the roulette wheel will come to rest on a black number rather than on a red one. But this is not the case of a player operating on the global market today, who can – without incurring excessive costs and with great ease – make use of all the information avail-able on the market. In the same way, young Nathan Rothschild, who is said to have made his fortune in England from successfully arranging to be informed of the outcome of the Battle of Waterloo – and Napoleon’s defeat – before other London bankers, was no gambler. He was just smarter and more e                    6 ffi cient than his peers.

What makes speculators unpopular probably has to do with the fact that they often tend to operate ‘short’, selling, that is, with delivery at a given time and at a pre-fixed price, goods, currencies or securities they do not actu-ally possess. In this case it is said speculators ‘short the market’ because they will only make a profit if the price of the goods or securities they must deliver drops in the interval between the forward sale and the date of con-signment. But operations like these make a vital contribution to the correct functioning of the market as they allow dealers to quote buying and selling prices continuously. In fact, the most serious dysfunction of a financial market is illiquidity, when sellers no longer find buyers or vice versa. In normal conditions, a downward price movement attracts buyers to the market and a rise attracts sellers. But anomalous conditions can occur, for example, when all market participants want to sell shares because they fear a stock market collapse; in this case falling share prices only have the effect of increasing the number of sellers and driving prices further down. In this illiquid or one-way market profit opportunities may open up for speculators. If they believe that the general panic and pressure to sell is overstated, they will ‘lean against the wind’ and will purchase securities speculating that the tendency will invert. If, instead, they believe the down-ward trend will continue, they will sell short, but in order to honour the con-tract will nonetheless have to buy the securities on the due date. In both cases, the speculator brings liquidity to the market by becoming a buyer among sellers. Naturally, speculators can get their sums wrong and incur a loss, and, if they have used credit to finance their speculations, can even be declared insolvent. But this is a risk any market always runs, irrespective of the presence of speculators.

When seeking the optimum combination of return and risk on invest-ments, global players pay particular attention to opportunities afforded by temporary glitches in the working of market mechanisms whereby the same commodity or currency is quoted at different prices on different markets. Arbitrage is the technique used to make a profit from diverging market
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quotations: it consists in buying the commodity or currency on the market quoting the lower price and reselling it on the market quoting the higher price. If the transactions can be carried out simultaneously and operational costs can be contained, the risk is very low or even nil. The risk is greater for what are called ‘relative-value arbitrage’ transactions. In a perfect market, the yield of two financial assets with the same risk profile should be identical. However, it can happen that two securities issued by the same debtor with identical financial characteristics have different market quota-tions for reasons of an entirely fortuitous nature. Then an alert dealer can sell the overvalued security short, using the proceeds to buy the underval-ued security and speculating that the latter will soon be quoted at a higher price than the former. Many operations like the one described are called convergence trades as they are based on the likely convergence of market quotations to what are seen as normal or equilibrium levels: these trades imply making a wager where the result, however reasonable convergence may seem in theory, is highly uncertain. Of course, when it becomes appar-ent the bet cannot be won, intermediaries are forced to unwind the trans-action rapidly, either taking whatever profit may have materialized or adopting stop loss strategies.

Hedge funds have developed a full range of speculative investment strat-egies, involving to varying degrees active trading, short selling and relative-value arbitrage; some funds specialize in investments based on the anticipation of movements in interest rates, exchange rates, stock or com-modities prices (known as ‘macro’ strategies), while some invest in other hedge funds (‘fund of funds’) (IMF 2004a, pp. 45–58). Speculative strat-egies are by no means the exclusive preserve of hedge funds as all categories of global players may be pursuing speculative objectives in any of their lines of activity. A recent example is provided by the notorious episode involving the large transactions carried out by Citigroup, a major global player, on the electronic trading platform for EU government bonds managed by Euro-MTS, where participants commit themselves to provid-ing quotations at narrow bid–ask spreads for at least five hours a day. As reported by the Financial Times, on 2 August 2004, Citigroup London-based bond traders bought bond futures at the Eurex derivatives exchange in Germany to drive up bond prices; then, in two minutes of trading, sold on the Euro-MTS various bonds worth €11 billion. As prices fell on Euro-MTS, Citigroup was able to repurchase bonds for €4 billion with a profit of €17.5 million (see Van Duyn and Munter 2004). Citigroup top manage-ment, while maintaining no regulation had been violated, disapproved of the trading strategy which it termed ‘knuckleheaded’. Some observers, however, have regarded the strategy as a legitimate attempt to increase com-petition in the European bond market by exposing the limitation of the 20                   The tigers, the tamers, the circus 

 

market-making agreement (see Gapper 2005). In the end, the strategy became the subject of an investigation by regulatory agencies in the United Kingdom, Germany and Italy (from where the Euro-MTS originates) for alleged market manipulation: eventually the UK’s Financial Services Authority (FSA) fined Citigroup £13.9 million for ‘failing to conduct its business with due skill, care and diligence and failing to control its business effectively’ (FSA 2005b).

 

2.5   RISK MANAGEMENT

 

In today’s global financial system, risk management is vitally important and must cover risks arising from a whole range of counterparts (other intermediaries, companies, sovereign states) and financial instruments (bonds, shares, currencies, derivatives). 7 Global operators have responded to this challenge, in part following the recommendations of financial regu-lators, by investing large amounts of human and financial resources in risk analysis and in techniques and instruments for risk management. Risk management in highly integrated and volatile markets is a non-stop process incorporating all the price variations of assets and liabilities as they occur over time.

Normally, risk managers make use of statistical and mathematical models enabling the degree of risk to which a portfolio of assets and liab-ilities is exposed to be assessed in relation to variations in market interest rates and exchange rates or in default probabilities. The aim is to quantify the maximum potential loss that can be incurred on a given financial posi-tion over a fi                                                      8 xed time period and at a certain level of probability. On the basis of these models, intermediaries determine the maximum amount of losses they are willing to accept given their capital base (net worth). Within this limit, individual traders in currency, bonds or derivatives are free to choose the risk–return combination. The drawback of these models is that since they are based on the analysis of past performance of prices they are not able to factor in any ‘unprecedented’ variations in quotations, as hap-pened during the international financial crises of 1998 (more on this in Chapter 5, section 5.2.2). 9 Moreover, the widespread use of VaR models tends to generate a certain uniformity of behaviour among intermediaries, helping to amplify the intensity of the expansion and contraction of invest-ment in specific categories of assets (or risks). Avinash Persaud (2004), an expert in risk management, puts it this way:

 

The common current practice amongst risk managers is to take some data on returns, their volatility and correlation and to optimise and draw risk–return
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frontiers. Our risk–return frontiers are similar if not identical because today investors use the same information, the same statistical techniques and the same investment universe. Seventy per cent of international equity and bond investors have near identical benchmarks. The problem is that we assume that we react to seeing the optimal portfolio but nobody else does. (p. 2)

 

The global financial market offers a broad range of instruments, mostly derivatives, to mitigate or manage unwanted risks. Interest rate risk can be hedged through interest rate swaps or by operating in the futures market. Forward exchange rate transactions or foreign exchange options can be used to deal with exchange rate risk. Credit risk can be transferred to other market participants or investors via securitization, including the use of structured financial products such as asset-backed securities (ABS), collat-eralized debt obligations (CDO) or through the purchase of credit default swaps (CDS). 10

For global players, risk analysis implies not only the correct assessment of quantifiable available data, but also an estimate of the future evolution of qualitative variables liable to in fluence the degree of risk. This quest for indicators of future behaviour and performance induces global players to venture into uncharted territory, where they may find themselves treading on thin ice. When it comes to assessing the degree of risk of a company or a bank, account will be taken not only of its capital base and profitability, but also of the validity and consistency of its business strategies and the quality of corporate governance, involving an analysis of factors that are di fficult to calculate, such as the level of protection afforded to sharehold-ing minorities, the efficiency of internal controls, and management’s com-mitment to creating value for shareholders. If the risk assessment involves an investment in securities issued by a sovereign state or in its currency, then macroeconomic data, such as GDP, the rate of in flation, and the balance of payments, will all be factored in. But account will also be taken of polit-ical and social indicators. An attempt will be made to assess the consistency of monetary, fiscal and wage policies to determine whether there is a risk of ‘policy dilemmas’ liable to compromise the sustainability of a govern-ment’s action. Other less easily quantifiable factors will also be considered, such as the credibility of a government’s strategies and of its communi-cation practices, the ‘staying power’ of a cabinet in Parliament or the popularity of its leader. While elements of subjective judgement and arbi-trariness will inevitably be present, these will nonetheless be subject to immediate examination by the market to verify, if not the reliability of the assessment, at least its consistency with the prevailing consensus of other market participants. If, for example, an institutional investor believes the fiscal policy of the Italian government involves an unacceptable risk of in flation in the medium term, it will liquidate its portfolio of Italian 22                   The tigers, the tamers, the circus 

 

Treasury bonds on the market; if this risk assessment is shared by the market, there will be further o ffers of Italian bonds and a drop in their price, widening the spread between the yield of the Italian securities and those of other industrial countries. If, instead, the market does not share this assessment, liquidation by an individual investor will have no lasting implications for the security’s quotation. The drop in the price owing to the initial sale will, in fact, make the security more attractive to other dealers, whose purchases will bring the quotation back to its original level.

When assessing the degree of risk associated with financing a sovereign state, operators attach considerable importance to constitutional and insti-tutional factors as these can influence the nature of a country’s economic policies and its ability to honour its international obligations. A democracy is less risky than an authoritarian state because the government’s action is subject to parliamentary control, ensuring greater transparency and accountability, even if this can imply greater uncertainty as to the timing and content of government strategies. When it comes to managing eco-nomic and monetary policies, the market tends to react positively to regu-lations distinguishing clearly between the functions of the government and those of the central bank, or where the autonomy of the central bank to pursue price stability is guaranteed under explicit rules, because this reduces the risk that the country will fall prey to inflation.

The global market also takes into account a country’s membership in institutions and international bodies that can provide support in times of di fficulty, both from a financial point of view, and in terms of cooperation on strategies for economic recovery and the correction of disequilibria. Membership of the IMF, the World Bank or the World Trade Organization (WTO) is certainly a positive factor when assessing a country’s risk, but perhaps even more important is its participation in international bodies with a more political mandate such as NATO, the European Union or the G7. A country’s admission to one of these bodies has strong implications for its credit rating and risk premium and is seen as a fundamental step in the ‘graduation process’ that will eventually involve access to the global market. This was true of Mexico and Korea’s accession to the Organization for Economic Cooperation and Development (OECD), generally regarded as an elite club of industrial countries. Mexico’s standing significantly improved when it joined the North American Free Trade Agreement (NAFTA), alongside the United States and Canada. Similar positive effects on Russia’s risk rating were seen in 1997, following its participation in some of the G7 meetings. Naturally, the importance attributed to these factors is subjective and debatable. Often they are seen as indicators that a country has the same credit rating as other members of the organization or group, or that they would bene fit from a bail-out operation in the event of a
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financial crisis. These assumptions were proved partially valid in the case of Mexico, which received substantial financial assistance from the United States and the other G7 countries following the financial crisis of end-1994, but turned out to be completely unfounded in the debt crises of Korea in 1997 and of Russia in 1998.

The assessment of risk for issuers of securities traded on the market is also carried out by specialized agencies which, on their own initiative or fol-lowing a request by the issuer, provide a risk rating that is then made public. In this way, all potential investors are aware of the degree of risk assigned to each market instrument and can determine the risk–return combination for their own portfolio. Globalization has led to a rise in the demand for ratings of sovereign risks, that is risks on securities issued by a state or asso-ciated with state guarantees. Nowadays, there are around 90 countries with a rating assigned by one of the three major agencies operating worldwide: Standard & Poor’s, Moody’s Investor Services and Fitch Ratings. Many institutional investors, such as pension funds and insurance companies, choose the riskiness of their own portfolio by identifying a rating level under which they believe it is unwise to invest (the ‘investment grade’). If the rating of an issuer falls below the investment grade, its securities will immediately be sold by institutional investors that are guided by an agency’s rating. Widespread recourse to rating agencies is another factor that leads to uniformity of behaviour among intermediaries and investors with respect to decisions to extend or curtail credit, accentuating financial market cycles. It has also frequently happened that rating agencies have been unable to foresee the increasing riskiness of countries (as in the Asian crisis of 1997) or companies (as in the case of Enron and Parmalat), while they tend to react with hasty reductions in a rating when financial turbu-lence has already occurred (The Economist 2005a). Italy in the 1980s is a further example I can cite from personal experience: despite a deteriorating economic performance, its rating was maintained at the highest level of triple A until the eve of the currency crisis of 1992; yet over the next three years, when the process of adjustment of the structural imbalances of the Italian economy was already underway, its rating was repeatedly downgraded.

 

2.6   GLOBAL MARKET CONVENTIONS

 

Aside from economic and financial indicators, global market players also rely on pre-established guidelines or reference models when assessing the significance (in terms of risk) of particular events and data concerning countries, companies or intermediaries to which they are exposed. These 24                   The tigers, the tamers, the circus 

 

models vary depending on the set of principles around which there appears to be a prevailing market consensus, accepted by all participants. Given its informal nature, this general consensus among intermediaries can be defined as a convention that nonetheless has the power to influence market behaviour. It is not important whether the content of the convention is true or false: what matters is whether market consensus tends towards believing it to be true. The concept of a convention, in the sense used here, was intro-duced by Keynes (1936) in his General Theory as one of the fundamental traits underpinning the operation of financial markets in a monetary economy. This de finition was taken up by Ciocca and Nardozzi (1996) to explain the persistence in industrial countries of high real interest rates during the 1980s. The role played by conventions in global finance is analysed by Eatwell and Taylor (2000). As conventions evolve over time, it is important, both for monetary authorities and for market participants, to detect rapidly signs of any changes to a convention triggered by new events.

The convention that currently influences the behaviour of global financial players is based on the emergence in the 1980s of an international consensus strongly advocating monetary and fiscal discipline and the deregulation of economic and financial activity. The collapse of the Soviet bloc and the failure of the theories of economic planning cleared the way for the global dissemination of new principles for the conduct of economic policies in countries willing to participate in the global economic and financial system. This set of principles became known in the 1990s as the ‘Washington Consensus’, after the definition coined by John Williamson (1990), since it enjoyed the strong support of both the US Treasury and of the IMF. In operational terms the current convention attaches great importance, for example, to the efficient management and protection of private savings. This means asset managers will take a positive view of factors contributing to an enhanced return on savings and give a more neg-ative  assessment of any factors tending to reduce current and future returns, making it harder to liquidate investments, or to benefit from them. These assessments are translated into strategies for portfolio management (that is, into decisions to buy or sell) which have the effect of varying the risk premium managers believe is acceptable in order to carry out the investment itself. Through the choices of single asset managers, the market ‘rewards’ or ‘penalizes’ the conduct of issuers of securities depending on whether they behave either in a manner that is consistent with or in con-trast to the convention. Given the aim of protecting the present and future value of savings, the convention will reward – in the case of investments made in securities issued by a sovereign state – economic policies that pursue monetary stability and budgetary equilibrium, the deregulation of markets and of entrepreneurial activities, the privatization of public
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companies and so forth. The convention will penalize, by contrast, in flationary economic policies, growing imbalances in public finances, restrictions on the movement of capital and currency transactions, and the nationalization of private enterprise. Similarly, in respect of private stock companies, the convention rewards corporate strategies that create value for shareholders, transparent corporate accounts and actions, and effective internal controls. Again it will penalize the opposite behaviour and any conduct likely to translate into stocks performing below the sector average. These rewards and penalties are likely to result in, respectively, the purchase or sale of the security, currency or share and, therefore, a rise or fall in the instrument’s price and value.

Because of their informal nature, conventions may be changed over time in ways that are also informal. For example, a major pillar of the Washington Consensus, the prescription to remove restrictions on capital movements, was severely criticized by academics and officials following the debt crises of emerging countries (see Eichengreen et al. 1998; Stiglitz 2002). In particular, the case of Russia’s default provided evidence of the problems created by a premature capital account liberalization in the absence of adequate financial market structures and of regulatory and supervisory institutions. Thus a proposal to make capital account liber-alization mandatory for members of the IMF has now been shelved inde fi      11 nitely.

One might well ask at this point whether it is possible for a country to escape the judgement of the global market altogether, but the question is not well put. The market does not oblige any country to borrow from it; Romania under the dictatorship of Nicolae Ceaus¸escu is an extreme example of a regime that survived until the 1980s without incurring any form of foreign debt, thus eluding any direct judgement by the market. The nature of the problem changes if a country needs financial resources but wants to avoid being conditioned by foreign creditors or the international market. This can be costly, and not necessarily successful: a country can issue state securities on the domestic market and request credit from domestic banks. Businesses can do the same: small and medium enterprises in Germany or Italy are known to prefer to turn to banks or self-financing rather than obtain a stock exchange listing. The possibility of resorting to such alternatives, however, is increasingly ineffective: the distinction between domestic and foreign financial markets is becoming blurred in today’s globalized economy, except for those countries where strict controls on the economic and financial activities of residents are in force. In the absence of such a regime, which can work only in countries where no true political and economic freedom exists, it is highly probable that internat-ional intermediaries will invest in securities issued by domestic borrowers 26                   The tigers, the tamers, the circus 

 

(and meant for domestic investors) and apply their own rules for managing them. As regards credit lines from banks too, the possibility of securitizing credits and selling them on the international market makes it difficult for debtors to evade the market’s judgement.

If one concludes it is not possible to escape the market’s verdict, the next question is whether the ‘trial’ will be a fair one, or whether there is some-thing fundamentally unacceptable about the way in which market conven-tions are arrived at and how the market assesses deviant behaviour. Ultimately, the only truly discriminating factor the market stubbornly applies is the assurance it will recover invested capital and enjoy the fruit of its investments. If this assurance is compromised, or merely called into ques-tion, the market reacts negatively by liquidating the investment. Contrary to appearance, markets are not guided by any particular political ideology. Prior to the fall of the Berlin Wall, countries such as the Soviet Union and Poland used to obtain substantial credit from international markets. There were  times in the 1970s when the market preferred to give credit to a Communist country – where order reigned and where there were no doubts as to the government’s commitment to honouring its international debts – rather than to a Western capitalist country like Italy, bogged down in grave political uncertainties, the terrorism of the Red Brigades and an economic crisis of dubious outcome. Certainly the market is not willing to support economic policies that deliberately march in the opposite direction to the one mapped out by the prevailing convention. But this premise rests less on ideology than on the conviction that such policies can compromise a country’s ability to repay its foreign debts. If, for example, a country decides to nationalize a private company, there is the risk that residents will react by exporting capital, thereby reducing the foreign exchange reserves of the state and its creditworthiness. On the contrary, the market will welcome strategies of convergence towards the ‘conventional model’ and accept that this process will occur gradually and over the long term or might entail the use of instruments that curb market forces, such as restrictions on capital movement or a regime of fixed exchange rates. This is the case, for example, of the People’s Republic of China, which has gained access to substantial credit on the international market despite its ‘unconventional’ policies; in such instances the cost and conditions for obtaining finance are determined by the market on a case-by-case basis and depend on its assessment of the risk involved, although credit will in any event be granted.

Markets also take a negative view of any inconsistency of behaviour, either between stated objectives and measures taken to achieve them, or over time. When debtors, be they a sovereign state or private company, obtain financing from the market, they are also lent additional creditwor-thiness over and above their own personal and subjective standing.
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Whoever is ‘admitted to the market’ can carry out a series of operations at costs and in ways that are inaccessible to outsiders: credibility has a value and a market price. Like a financial loan, a ‘credibility loan’ must be hon-oured and duly ‘serviced’. Exploiting the trust of the market by acting inconsistently is not tolerated (no free riders allowed). The market regards signs of inconsistency as strong indicators that its trust has been abused, and was therefore misplaced. The market may be slow initially to detect an inconsistent behaviour, due to a lack of transparency on the part of gov-ernments (or companies) or because of a deliberate ploy of misinforma-tion. Incidents of this kind occurred in the Asian crisis of 1997, when Thailand and Korea provided incomplete and misleading information to the market as to the real size of their official currency reserves. Similarly, companies like Enron or Parmalat went bankrupt in the early 2000s after using various fraudulent techniques to conceal the real state of their financial accounts from the market. However, the potential for analysing and assessing data and information at the market’s disposal is such that sooner or later inconsistencies are unmasked. In general, the market’s reac-tion to these belated discoveries is fierce: in fact the logic of the market does not permit it to stand by while a crisis evolves in the hope that the debtor’s actions will become consistent again. The logic is that of ‘closing the pos-ition’, taking the profit made or the loss incurred and thereby concluding an operation where the riskiness turned out to be higher than originally foreseen. Naturally, this does not stop the market from setting terms for subsequent dealings with the same debtor, but subject to new conditions that are a better reflection of the change in his economic and financial cir-cumstances as well as creditworthiness. This will lead to a wider spread and in all likelihood, given the market’s proverbial ‘long memory’, the situation will remain unchanged until further developments justify a reduction in the risk premium.

The growing sophistication of information technologies that has accompanied financial globalization has highlighted some of the draw-backs of decision-making mechanisms based on conventions even though they may have their own rationale. The need to react promptly to the avalanche of new data continuously flooding the computer screens of dealers in securities, shares and currencies has given rise to a proliferation of conventions. Aside from the basic Washington Consensus, mentioned above, that is applied principally to emerging and developing countries, other conventions focusing on specific aspects of the economic systems of the most advanced countries have now emerged and are used to assess the impact of speci fic measures on the economy’s cyclical evolution. Complex economic situations are analysed with reference to rough data conven-tionally held to be meaningful. The examples abound: data on industrial 28                   The tigers, the tamers, the circus 

 

production in Germany is seen as a valid indicator of the economic shape of the euro area, able to in fluence the exchange rate of the euro even if Germany ‘weighs’ less than 33 per cent of the area total; data on America’s balance of payments do not generally have an impact on the dollar’s per-formance (although they should), while the data on productivity in the US manufacturing industry can influence share, bond and currency markets across the globe; data once considered to be of vital importance, such as the growth of the money supply M2 in the United States, are now ignored by traders.

Ahead of the release of indicators that are considered significant, dealers require from analysts a range of estimates of likely outcomes and elaborate possible alternative responses for immediate adoption depending on whether the new information is in line or not with forecasts. Some inter-mediaries will have an economist in the dealing room to provide an instant assessment of the economic signi ficance of the data or news which they then translate into suggestions for transactions. TV channels specialized in financial reporting like Bloomberg and Reuters also provide instant analy-sis and the possible market implications of new data and policy develop-ments. In any event, when waiting for the data to be announced, dealers will take a position based on the prevailing opinion of the market. But they will remain ready to close it and open another based on the new information. In general, the risk is that the operational strategies triggered by the publi-cation of a single item of information turn out to be short-lived and later have to be radically re-worked, thereby increasing market volatility.

In a scenario where new conventions are frequently introduced to the market, replacing and at times contradicting conventions previously held to be sound and durable, the dissemination by monetary authorities of information and interpretations able to support the investment choices of operators becomes crucial. As the market is continually on the lookout for an optimal operational model, and therefore willing to review conventions, monetary authorities can contribute to the review process by providing appropriate analytical and statistical support. This issue will be addressed in detail in Chapter 3 and in the concluding chapter of this book. Here, it is enough to recall, as an especially important example, the interpretation provided by the Chairman of the Fed, Alan Greenspan, of such a complex phenomenon as the development of the ‘new economy’ in the United States. Paul Krugman (2003) used these words to describe the attitude of the Fed Chairman:

 

in early 1997 Mr Greenspan discovered that his tentative e fforts to deflate the emerging bubble made investors furious, and lost his nerve. Worse, he then began giving ever more euphoric speeches about the wonders of the new economy.
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Surely he must have known that these speeches were interpreted by investors as a retraction of his own previous warning, as a signal that soaring stock prices were justified after all. (p. 86)

 

The positive assessment by the Fed of the implications of new informa-tion technologies for the productivity of the American economy and for its long-term growth and non-in flationary prospects significantly influenced the behaviour of stock and foreign exchange markets in the closing years of the last century, orienting financial flows on a global scale (see Chapter 5, page 128 below).

 

2.7   GLOBAL MARKET FAILURES

 

Structural defects in the working of the global market were revealed during the financial crises of the 1990s. The single biggest dysfunction was the ten-dency of intermediaries to underestimate the credit risk and overvalue the degree of liquidity of the market. The causes of these anomalies are mani-fold.12 However efficient the market is in collecting and assessing data, it is inevitable that asymmetries in information persist, as do situations of insu fficient transparency preventing an accurate assessment of risk. In a highly competitive market, opportunities for profit depend on the ability of investors to detect at an early stage a tendency of a debtor or issuer towards ‘virtuous’ behaviour, as revealed, for example, by measures that bring about a signi ficant and lasting improvement in the market price of securities, shares, or a currency. The substantial similarity of risk assessment models and of the operational conduct of portfolio managers ensures the market’s reaction to a new pro fit opportunity will most often be uniform. It follows that if the market believes a potential borrower, based on the information available, is on the point of becoming fully creditworthy, then the competi-tion among intermediaries will be such that the borrower will be offered financing well beyond its effective requirements and, perhaps, its ability to honour the debt. In this instance, market participants are said to behave as a herd since they follow, for no other reason than their trust in the judge-ment of the leader, a course whose motives and final destination are unknown to them. This is known to happen in particular in the case of investment decisions involving complex financial strategies and instru-ments where only a few major players have full knowledge of the underly-ing risks and of the appropriate techniques to deal with them. Naturally, cases of herd behaviour can also occur on stock markets and be intensified by  the practice of online trading by non-professional investors, easily swayed by the indications of analysts at the main financial companies 30                   The tigers, the tamers, the circus 

 

posted on the Internet. It is in this competitive climate that phenomena of adverse selection materialize whereby the market ends up being exposed to the most risky clients. Persaud (2004) describes this perverse development as follows:

 

What happens is that as I adopt the optimal portfolio of high returns and low volatility and correlation so does everybody else, a process that changes the portfolio’s characteristics as there is now an over-concentration of investors, lowering future returns and raising risks. Here is another juicy paradox that has been flatteringly called the Persaud Paradox: the result of the widespread adoption of common market sensitive risk management systems is that the observation of a safe area of the financial markets makes it riskier – as the herd flows there – and the observation of a risky area of financial markets, makes it safer as investors depart, leaving little firewood for a future conta-gion. (p. 2)

 

More importantly, these dysfunctions may lead to situations of excessive credit expansion followed by an abrupt contraction, generating conditions of illiquidity or of crisis (boom and bust cycles). When situations such as these involve a wide spectrum of debtors, private investors or sovereign states, they can generate instability across the entire international monetary and financial system.

A second dysfunction of the market consists in the possibility – during a phase of rapid disinvestment triggering illiquidity – that countries and debtors, which in normal circumstances would be fully able to meet their international debts, see their credit lines abruptly withdrawn due to a per-verse ‘contagion’ e ff    13 ect. The very existence of contagion and the way it spreads are among the most controversial issues of global finance. The victims of contagion claim it derives from arbitrary categorizations used by intermediaries to classify debtors and issuers. The ‘emerging markets’ cat-egory, for example, includes a wide range of countries with very different economic and financial systems, such as Brazil, Argentina, Mexico, China, Korea and Russia. The accusation is that if a country in this group regis-ters a deterioration in its economic situation serious enough to warrant a review of the risk premium paid to the market, the same review will be applied to all the other countries regardless, even if their economic situa-tion has remained unchanged. The crisis of 1997 involving Asian countries, which was sparked off by Thailand, ended up affecting countries such as Singapore, Hong Kong and even China, whose financial situations were markedly stronger. The contagion was made worse by the intervention of speculators who, anticipating an upward movement in the risk premium for all the countries in the group, began shorting the currencies, securities and shares even in those countries whose economy was ‘healthy’, thereby
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‘infecting’ the whole group. A second school of thought, often championed by  creditor countries and their major financial institutions, claims truly healthy debtors are immune to such contagion, and that it would a ffect only those organisms already weakened by structural deficiencies and therefore predisposed to infection.

Mechanisms of contagion certainly play a role in the workings of global finance, but their operation is not as irrational or perverse as it is sometimes claimed. There are, in fact, economic linkages capable of justifying pre-cautionary behaviour by market participants. If, for instance, as actually happened in 1999, Brazil devalues its currency, it is not entirely irrational to assume its principal trading partners in Latin America will feel the impact of this on their own balance of trade or on the exchange rate and, therefore, on economic activity and inflation. In a situation of this kind, the market must assess how a country such as Argentina is likely to react to the devaluation of the Brazilian real: one possibility is that it might imitate Brazil and devalue the peso, but this might be unlikely given that Argentina has adopted a fixed exchange rate regime with the dollar as the foundation of its anti-in flation strategy. Market participants, therefore, conclude that Argentina will maintain its exchange rate, that its trade balance will deteri-orate, that its authorities will be forced to adopt a restrictive fiscal policy, and before this bears fruit, will be forced to turn to the international market to finance the trade deficit. Following this line of reasoning, financial insti-tutions will conclude, given the new developments, that the risk premium paid by Argentina is insufficient, and will therefore ensure, through selling transactions, that listed Argentinean securities refl                    14 ect the higher risk. This complex sequence of analytical forecasting and operational decisions occurs very rapidly since it is part of the reaction model implicit in the current convention. Indeed, one may be under the impression that the market’s reaction has been hasty or irrational, with the spread of contagion as its sole objective – just as people in the Dark Ages believed the spread-ing of a plague was the result of deliberate action by malignant plague carriers.

A contagion mechanism with some degree of arbitrariness occurs when a global financial institution, which faces a loss due to the devaluation of the exchange rate in, say, Korea, decides to liquidate a position on which it is making a profit (Greek state bonds, for example). In this instance, Greece can rightly claim to have fallen foul of Korean contagion, but the investor’s behaviour is entirely rational since it aims not to damage Greece but rather rebalance its profit and loss account. If the situation in Greece does not give rise to concern, the impact on the quotation of the securities will be entirely temporary and the market will replace the original investor with another one. Contagion spreads in a less rational manner when the crisis situation 32                   The tigers, the tamers, the circus 

 

in one emerging country functions as an alarm bell for global players, leading to a drastic and sweeping reduction in their propensity to take on risk with respect to any emerging country irrespective of their creditwor-thiness. Here the risk of contagion toppling a whole array of ‘healthy’ debtors is quite high, because excessive caution on the part of financial institutions translates into an indiscriminate upward adjustment of the risk premium across a wide range of market securities. This hampers the risk diversification strategies normally adopted by investors, obliging them to modify the composition of their portfolio to achieve a more acceptable combination of risks.

Market failures, or dysfunctions, would not merit special attention if they remained limited to the sphere of bilateral relations between interme-diaries and clients. They become significant for national and international monetary authorities because in a globalized financial regime they have an impact on the world’s monetary and financial system, often generating con-ditions of systemic crisis. Because of these failures, the market loses its ability to discipline debtors, as it becomes unable to induce them to behave ‘virtuously’ through constant and meticulous scrutiny. In reality, the market frequently falls prey to the ‘too much too late’ syndrome (Willett 2000), being overly clement in boom periods and applying disciplinary measures with delay and in a draconian manner.

The establishment of a global financial market at the close of the twen-tieth century marked an extraordinary development in international eco-nomic and financial relations. In the 1990s, the market channelled net flows of private capital of over a thousand billion dollars to emerging countries alone, providing a fundamental contribution to the growth of GDP, trade and international investment (see Summers 2000). The globalization of finance, like other watersheds in the evolution of the world economy, is the result of a set of factors inherent in the system, in part supported by de-cisions taken by governments, but essentially fuelled by technological progress and its application to the financial sector. Like the industrial rev-olution of the nineteenth century, the globalization of finance is here to stay, but the international community must learn how to manage its dys-functions and excesses. The governments of the nascent industrial powers – in England, and later in continental Europe and the United States – soon had to cope with new problems such as inhuman working conditions at industrial factories, the deterioration of the environment, and monopolis-tic practices. They responded by drawing up a set of rules and establishing institutions that would enable them to exploit the positive effects of the industrial revolution, and eliminate or compensate the negative ones. National and international monetary authorities are now faced with a similar challenge.
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NOTES

 

1. For a brief historical sketch of globalization, see IMF (1997, pp. 112–16). For an

overview of the pros and cons of globalization see Stiglitz (2002), Bhagwati (2004) and Wolf (2004).

2.   Globalization is a wide-ranging process that clearly goes beyond finance, involving also

the production and exchange of goods and services with international economic and social implications for labour mobility and employment. Much has been written on these non-financial aspects of globalization: the main issues of economic policy are well identified by Rodrik (1997), IMF (1997) and Visco (2001) whereas IMF (2006b) focuses on the implications of globalization for inflation.

3.   The Financial Services Authority (FSA) in the United Kingdom has identi fied a group of

15 LCFIs based on their ranking in two or more of the following activities: book runners of international bond issues, book runners of international equity issues, book runners of global syndicated loans, notional interest rate derivatives outstanding, foreign exchange revenue and worldwide custody assets. The group comprises: ABN Amro, Bank of America, Barclays, BNP Paribas, Citigroup, Crédit Suisse, Deutsche Bank, Goldman Sachs, HSBC, JPMorgan Chase, Lehman Brothers, Merrill Lynch, Morgan Stanley, Société Générale and UBS (see Bank of England 2001, pp. 80–81). Using similar criteria, the IMF has identified an additional group of 31 ‘internationally active’ banks and secu-rities houses generally headquartered in the United States, United Kingdom, Continental Europe, Japan and Oceania (see IMF 2004a, p. 75).

4.   The information quoted is drawn from an article in The Economist (2007).

5.   The history of the Carlyle Group is narrated in detail in Briody (2003).

6.   Ferguson (1998, pp. 2 and 16) calls this anecdote a ‘myth’.

7. Here again, nothing much is new under the sun as the analysis and management of risk

has attracted the attention of philosophers, scientists and mathematicians since the sev-enteenth century, when Pascal and Fermat first established the laws of probability (see Bernstein 1996). For a broad survey of the applications of risk management techniques to various types of activities, see Celati (2004).

8. The most widely used methodology to manage the market risk of asset portfolios is the

‘Value at Risk’ (VaR) which determines the maximum potential loss by means of prob-abilistic simulations based on past patterns of interest rates and exchange rates. A more advanced technique, called eVaR, can be used to determine the ‘expected shortfall’, that is, the average of a given percentage – say 5 per cent – of the potential losses that could be incurred over a given time horizon. A similar methodology has been developed to manage credit risk (credit VaR) which uses historical data from credit rating agencies on the frequency of rating changes and defaults (see Hull 2006).

9. These low-probability events with a large impact inhabit – in the risk managers’ jargon –

the ‘fat tails’ of the curve of probability distribution.

10. The implications of the credit risk transfer market for the stability of individual inter-

mediaries and of the financial system have been thoroughly examined by financial regu-lators (BCBS 2004). The report raises a number of issues, including whether participants understand the risks involved, and whether an undue concentration of risks is develop-ing in the market; it also formulates a series of risk management recommendations for intermediaries and supervisors. The matter has been taken up again by Trichet (2007) who advocates ‘market driven initiatives’ to improve the transparency of a market in which the notional amount of CDS had risen by 52 per cent to $26 trillion in 2006.

11. The full story of this controversial item of the Washington Consensus is narrated in a

report of the IMF Independent Evaluation Office (IMF 2005a) that also provides a com-prehensive list of official and academic references.

12. Financial market failures have been the subject of countless books and papers. For a

concise survey of the literature see Stiglitz (1994) and Mishkin (1997). On the overesti-mation of market liquidity, see Persaud (2003) and Borio (2004). For a severe critique of the behaviour of financial markets and of prevailing theories of finance, see Mandelbrot 34                   The tigers, the tamers, the circus 

 

and Hudson (2004). Similarly, Kay (2004, p. 319) warns that ‘securities markets are better described as arenas for sophisticated professional gambling than as institutions which minimize the cost of risk bearing and allocate capital efficiently among different lines of business’.

13.   The question of financial contagion following the Asian crisis was first analysed by the

IMF (1999a, pp. 66–87). See also Goodhart and Illing (2002); Desai (2003, ch. 10).

14. The hypothetical sequence of events outlined here did in fact materialize in Argentina in

early 2002 (see also Chapter 5 below).




3.   Monetary and financial authorities

 

Monetary and financial stability are of central importance to the effective func-tioning of a market economy. They provide the basis for rational decision-making about the allocation of real resources through time and therefore improve the climate for saving and investment. . . . In extreme cases, disruptions to the financial sector can have severe adverse effects on economic activity and even on political structures. Maintaining stability is thus a key objective of financial authorities.

Andrew Crockett (1997, p. 1)

 

3.1   NATIONAL MONETARY AND FINANCIAL

AUTHORITIES

 

Monetary and financial stability constitutes a shared objective that is pursued jointly by the authorities of each country, but with a clear separa-tion of roles and instruments. ‘Monetary stability’ implies the absence of in flation or deflation in the prices of goods and services. In the majority of countries the responsibility for ensuring monetary stability is entrusted to the central bank, which conducts monetary policy accordingly. Price stab-ility can also be pursued by means of administrative controls managed directly by government authorities, but these instruments generally prove ineffective in the medium term and provoke severe distortions in the func-tioning of the economic system and in the allocation of resources. In fact, price controls are typical of planned economic systems and have only been used by market economy countries in exceptional circumstances (for instance in wartime or after an oil price shock). The pursuit of monetary stability also depends on a country’s general macroeconomic situation, for which government authorities are responsible through the setting of bud-getary and income policies. ‘Financial stability’, on the other hand, implies the absence both of significant movements in the price of financial assets and of crises impairing the solvency of institutions operating on the banking and financial intermediation markets (or, put differently, that affect the nominal value of the assets entrusted to these intermediaries by their clients). The movements and crises that the authorities are expected to prevent are those that have significance for the stability of the financial system in its entirety, that is those that could hamper normal borrowing
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and lending operations, generate illiquidity in markets, or produce a chain reaction of bankruptcies among intermediaries. Any short-term volatility of asset prices or a crisis affecting a single financial institution are seen as physiological phenomena that testify to the vitality and regular function-ing of markets and do not require the intervention of monetary authorities. The achievement of financial stability is the joint responsibility of govern-ment authorities and of specialized and independent agencies, usually operating under delegated authority from national parliaments. Generally, governments are in charge of setting the overall financial policy strategy, central banks are responsible for ensuring banking sector stability, and the supervision of stock exchanges is entrusted to special institutions such as the Securities and Exchange Commission (SEC) in the United States. Elsewhere, such as in the United Kingdom, Japan and Germany, the super-vision of national banking, financial and insurance systems is carried out by  a single independent institution. However, even in countries where central banks no longer perform banking supervision, they retain the func-tion of ‘lender of last resort’, namely to provide financial support to inter-mediaries that are temporarily illiquid. Institutional differences aside, authorities use two instruments to pursue monetary and financial stability objectives – regulation and direct intervention – with di fferent repercus-sions on the functioning of monetary and financial markets.

 

3.1.1   Regulation

 

The state’s regulatory function consists essentially in the adoption of laws and administrative directives on the basis of which the relevant authorities issue rules that financial market participants must respect. Aside from the organizational and operational structure of markets, a wide range of transactions and operations carried out by market participants as part of their activities may be regulated. Regulations can concern: the ‘birth’ of the intermediary, for example by setting the requirements (legal, capital and so on) for establishing a bank or a financial company and for their admission to the market; the ‘life’ of the intermediary, in fluencing the conduct of its operations (the collection and investment of savings, the issue and trading of securities and so on) through disclosure obligations, authorizations and prudential requirements; and the ‘death’ of the inter-mediary, through the formulation of procedures for managing mergers and acquisitions, liquidation and bankruptcy. Implicit in the concept of regulation is the existence of a supervisory body whose job is to ensure the rules are respected.

Without going into the multiplicity of forms that the regulation of banking and financial systems has assumed in the experience of most
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industrial countries, it is possible to make a basic distinction between regulatory mechanisms that prevent or constrain the normal modus operandi of intermediaries and those that impose administrative requirements, which may affect how financial operations are managed, reported to authorities or disclosed to the public. The deregulation processes that accompanied international financial integration among industrial countries led to a gradual abandonment of restrictions of the first kind and to the simplification and rationalization of administrative requirements. For example, strict limits on domestic credit expansion by the banking system that were once relatively widespread (the ‘corset’ in the United Kingdom, ‘encadrement’ in France or ‘massimale’ in Italy) have disappeared. In the case of foreign exchange operations, obligations such as the requirement to balance daily exchange positions (whereby currency acquisitions must match sales, in order to avoid pressures on the exchange rate of the national currency) have been removed, as have bans or prohibitive penalties concerning certain kinds of foreign investment. In general, authorities are no longer confident in the ability of such restrictive measures to prevent adverse economic conditions or financial crises and there has been a growing consensus that they generate severe ine fficiencies and distortions in the operation of the financial and eco-nomic system.

In parallel to the dismantling of these kinds of restrictive regulations, a new trend towards a market-friendly regulation has been set in motion in most industrial countries, largely in response to insolvency crises affecting banks, financial intermediaries and corporations (Padoa-Schioppa 2004a, pp. 1–13). This kind of regulation aims to strengthen the solidity of financial systems by imposing rules to ensure good governance, trans-parency, accountability and the adequacy of the capital base with respect to risks taken by the intermediaries. In the context of closer financial integration, the regulatory strategies of individual countries have been increasingly formulated within the framework of international cooperation among monetary and financial authorities (see section 3.2 below and Chapter 6). In this context, consensus has broadened among financial authorities in favour of the gradual closing o ff of regulatory loopholes; these can materialize in the supervisory network either because of the development of new types of intermediaries (such as hedge funds) or because of the establishment of offshore financial centres (OFCs), usually located in exotic islands, that attract financial intermediaries by offering shelter from regulation, supervision and taxation. Following the financial crises of the 1990s, the tendency to strengthen financial structures and supervisory networks has intensi fied and spread to emerging countries, as will be seen in more detail in Chapter 6 (page 153).
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3.1.2   Direct Intervention

 

Direct intervention by authorities in monetary, financial and exchange markets aims both to achieve macroeconomic objectives of sustainable growth in output and employment and to maintain conditions of monetary and financial stability without which the achievement of these goals might be compromised. These interventions are generally carried out by govern-ment authorities, through the treasury or finance ministries, and by central banks.

 

Intervention by governments

Governments operate on financial markets primarily in order to fund the budget deficit. They collect private savings by issuing public debt securities on the domestic bond market, and in this way they also affect long-term interest rates. In fact, all things being equal, an expansion in the supply of government bonds will lead to a rise in interest rates and a contraction will lead to a decline. This is not an automatic e ffect. The underlying deter-minants of bond rates are linked to inflationary expectations and the risk premium that investors demand in order to protect themselves from the uncertainty implicit in medium- and long-term investments; in turn these factors are influenced by the expansion or contraction in the size of the public debt. If the government covers the state budget de ficit by issuing foreign currency denominated bonds on international capital markets, it can also influence the foreign exchange market if it sells the currency proceeds on the market against the national currency, which will appreciate. Alternatively, it can sell the currency ‘o ff-market’ to the central bank, bolstering its official reserves, with a potentially positive e ffect on the quotation of the national currency. Another reason a state might resort to the market is in order to buy or sell assets. Governments can sell real or financial assets on the market as part of privatization schemes: in this case they drain liquidity from the market, that can then be used to reduce public debt (by repurchasing state securities) or to finance other spending programmes. The opposite effects occur in the case of nationalization, when the purchase of assets by the gov-ernment increases the public debt and private sector liquidity. Because of the political relevance of their financial market activity, governments have a strong interest in ensuring that the markets in which they conduct their oper-ations are the most efficient possible in terms of the cost of funding and liquidity. To ensure these conditions are met, governments endeavour to organize the government bond market in such a way as to take into account the needs of institutional investors and of major domestic and international market makers, using straightforward and transparent operational practices with fully automated platforms for trading and settlement of transactions.
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Intervention by central banks

Direct intervention on the market by central banks for monetary and exchange rate policy purposes has the self-declared aim of influencing interest rate levels on the money market (namely the market for deposits or securities having a maturity up to three months) and exchange rate quota-tions on the currency market. These interventions consist in the purchase or sale of securities or currency against liquid assets (money) with market counterparts. If the central bank wants to adopt a more restrictive monet-ary policy in order to contain in flation and support the exchange rate, it will sell government bonds or foreign currency reserves, thus draining liquid assets from the market and replacing them with financial or foreign assets which are not immediately available for domestic payment purposes. All things being equal, this will lead to a rise in short-term interest rates and to the appreciation of the exchange rate. Similarly, if the central bank wants to pursue an expansionary monetary policy, it will act as a buyer of securities or foreign exchange on the market selling domestic currency: this will bring short-term interest rates down and lead to a depreciation of the exchange rate. The effectiveness of monetary policy interventions in in fluencing interest rates is ensured by the fact that in modern-day mon-etary systems the liabilities of central banks in the form of banknotes in cir-culation or of deposits of commercial banks, represent the ‘monetary base’ of the banking system. By means of their monopoly power to control the volume of the monetary base, central banks are able to control nominal interest rate levels in the short term. The market’s awareness of the exist-ence of this power means that any announcement of a change in the o fficial discount rate (namely, the rate at which the central bank is willing to provide liquidity to money market participants against collateral) is enough to bring market rates in line with levels desired by central banks. Changes in interest rates are then transmitted to real economy variables (output, employment, prices), influencing their movement in the desired direction. Although this transmission process takes place in ways that even monetary theorists such as Benjamin Friedman (1999, p. 322) have called ‘somewhat mysterious’, economists agree that monetary policy is able to determine the general level of prices in the medium to long term and significantly affect income levels and employment in the short to medium term. This conclusion has not been invalidated, at least up to now, by the growing degree of concentration of global financial markets in favour of a smaller number of larger intermediaries.1

The development of information technologies, with their monetary and financial applications such as credit cards and electronic money, has also raised the question of whether it should be possible to conduct a ‘monetary policy without money’ (King 1999; Friedman 1999; Woodford 2000; 40                   The tigers, the tamers, the circus 

 

Goodhart 2000). The debate has been under way for some time and is far from reaching any unanimous conclusions. There is consensus, however, that the reason for the existence of central banks is not based on purely technical constraints, such as the use of paper money or the provision of monetary base for the final settlement of payments. According to Goodhart, the central bank exists for reasons of political economy, because of governments’ decisions to endow the state with an institution, even an autonomous and independent one, capable of controlling interest rates. And governments will always be able to organize the financial system’s structure in such a way as to make resort to the central bank necessary, irre-spective of technological progress.

In the majority of contemporary banking systems, central banks have the exclusive power for the creation or destruction of the monetary base.2 Even if, historically, central banks were established as ‘banks of the sover-eign’ and therefore obliged to finance wars and plans for territorial expan-sion, over time they have been entrusted (following acts of parliament or government decisions) with conducting national monetary and exchange rate policies aimed at maintaining a currency’s domestic and foreign pur-chasing power. In order to exercise these functions, the central banks are granted by law a high degree of independence from political power. The trend towards greater autonomy for central banks has grown as the globalization of finance has become more widespread. Laws safeguarding the independence of central banks were introduced by the United States Congress as far back as 1913 with the act establishing the Federal Reserve System; a similar law established the Bundesbank in Germany in 1948. The trend was confirmed in the 1990s when the Treaty of Maastricht included the independence of central banks among the convergence criteria that countries had to meet for admission to the EMU, obliging candidate coun-tries to modify conflicting national laws by 1997. Partly in reaction to this trend, in 1997, the United Kingdom also sanctioned the independence of the Bank of England, discontinuing, however, its role as supervisor of the banking system. Lastly, in 1998, the Bank of Japan was granted full auton-omy. Of course, the ways in which the independence of central banks is sanctioned and safeguarded vary from country to country and depend on the institutional and political context of each. Central banks’ statutes are generally the object of a special law approved by parliament, which can be amended by normal legislative procedures. In the case of EMU, the independence of the European Central Bank (ECB) is sanctioned by a law having constitutional status, such as the Treaty of Maastricht, which can only be amended following the special procedures contemplated for the stipulation and ratification of international treaties. As a corollary of independence, central banks are called on to ensure transparency and
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accountability to parliaments and the public as regards the underlying motivations and the methods of conduct of monetary policy.

The fundamental reason for the independence of central banks, in rep-resentative democratic systems based on a division of powers between diverse bodies and on the interplay of ‘checks and balances’, is the need for a clear separation of responsibility among institutions with spending power and institutions with the power to finance expenditure. If a govern-ment wants to increase public spending, it must ask parliament for author-ization. Parliament, in turn, will determine whether to finance the increase by taxation or by borrowing on the market (which e ffectively means simply postponing the tax increase). The autonomy of central banks is designed to prevent governments from forcing them to finance public spending through the ‘printing of money’. Printing money takes place through direct lending by central banks to governments, the purchase of govern-ment bonds or, indirectly, through the adoption of expansionary monetary policies that facilitate the placement of public debt and make the state’s repayment obligation less costly through inflation. Ultimately, the mone-tary financing of public deficits is seen as detrimental to monetary and financial stability. There are, moreover, economic reasons that support the option of giving responsibility for monetary policy to an independent tech-nical body. The effects of monetary policy on output and inflation are only felt over a relatively long period of time, and this implies that the benefits of an anti-inflationary policy will be reaped only gradually, while the costs are immediate. Given this, a central bank controlled by political instances (be they governmental or parliamentary) may risk being overly conditioned by short-term considerations and therefore tend to conduct an in flationary monetary policy. This point has been confirmed by empirical evidence (Grilli et al. 1991; Eij ffinger and De Haan 1996) and by the fact that in all countries a decision by the central bank to raise o fficial rates, or its reluc-tance to reduce them, is invariably accompanied by protests from political leaders, who often highlight the ‘democratic deficit’ that they claim char-acterizes the ‘unelected offi                                           3 cials’ whose job it is to set monetary policy. The accusation is clearly a pretext, since it is democratically elected govern-ments that appoint central bank governors; autonomy is granted to central banks by parliaments and central banks are accountable for their policy actions in ways prescribed by national law. But these controversies con firm the importance and sensitivity of monetary policy decisions even in leading democracies. 4 Indeed, it is a process with political and institutional impli-cations comparable to those of the administration of justice by an inde-pendent entity such as the judiciary.

In a globalized financial system, central banks must be able to act inde-pendently not only of political power but also of markets. According to 42                   The tigers, the tamers, the circus 

 

Blinder (1998, pp. 54–62), an academic from Princeton University and Vice Chairman of the Fed from 1994 to 1995, there is in fact a risk that central banks will choose to ‘follow markets’ in order to avoid destabilizing them by making unexpected policy moves. Hence markets are supplied the inter-est rate that is already implicit in the prices of financial assets. Blinder believes this is a temptation that must be resisted because the financial markets ‘tend to run in herds and to overreact to almost everything’, making them ‘susceptible to fads and speculative bubbles which sometimes stray far from fundamentals’; it follows that:

 

If the central bank strives too hard to please the markets, it is likely to tacitly adopt the markets’ extremely short time horizons as its own. This can create a dangerous ‘dog chasing its tail’ phenomenon wherein the market reacts, or rather overreacts, to perceptions about what the central bank might do, and the central bank looks to the markets for guidance about what it should do. (p. 61)

 

Central banks, however, cannot ignore the market’s attitude because ultimately the effectiveness of monetary policies and their impact on the real economy depend on the market’s reaction to changes in monetary conditions.

 

Monetary policy and global markets Changes in short-term interest rates

driven by monetary policy measures are reflected in bond and currency market conditions and have an immediate impact on portfolio decisions of global financial intermediaries. The development of information technol-ogies makes it possible for central banks to communicate their decisions on o fficial rates simultaneously to all major agencies responsible for dissemi-nating and processing market data. The evolution of financial market tech-niques has induced the vast majority of central banks to rely on public auction mechanisms for the conduct of open market operations to inject or mop up liquidity. In this way, transparent conditions are ensured and all players are aware of the overall volume of liquidity being created or destroyed.

The level of interest rates on the money market is closely watched by intermediaries dealing in securities on a global scale. These typically fund themselves by borrowing at the short term, say over three months, and investing in five- or ten-year bonds, where the yield is normally higher. They make a profit on the interest differential by exploiting the normally positive inclination of the yield curve by maturity (the longer the duration of the investment the higher the rate). This type of operation allows intermediaries to earn by ‘riding the curve’, but it exposes them to the risk that short-term interest rates may rise, making the refinancing of the operation on maturity more costly. At the same time, there is the risk that if longer-term rates rise
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because of an expectation of higher inflation, bond prices will drop, causing a decline in the market value of the invested securities. These operations can also be carried out on markets in different countries. For example, dealers can borrow yen at three months in Tokyo where rates have been historically very low, sell yen against the dollar on the exchange market, and buy a ten-year dollar bond in New York. In this transaction, technically de fined as a carry trade, investors are exposed both to the interest rate risk and the exchange rate risk because, were the dollar to depreciate against the yen, the value of the dollar investment would fall and the debt in yen to be repaid would rise. Of course, these risks can be hedged using derivatives, but this would significantly reduce the attractiveness of the investment. In practice, therefore, intermediaries accept a certain amount of risk but are ready to undo the operation at a moment’s notice if the risk and yield conditions change. From this perspective, the evaluation of possible future behaviour by central banks with regard to official rates proves crucial. Typically, inter-mediaries hope that, through their policy actions, the authorities will vali-date the market’s expectations that are incorporated in asset prices, but this does not always happen because central banks can assess the needs of the economy differently. Here, however, authorities must be ready to cope with negative market reactions or, in any event, reactions that appear to contra-dict the traditional ‘laws’ of the economy. If, for example, the market expects a rise in inflation in the future (implied by a very steep yield curve), a modest increase in official rates by the central bank will be judged inadequate and will provoke capital outflows from foreign exchange and bond markets, leading to a depreciation of the exchange rate and to a further increase in the long-term interest rate. This happens because the market considers that the central bank has fallen ‘behind the curve’; as a consequence it then expects a further sizeable increase in interest rates and covers itself against the related risks. Conversely, if the central bank adopts a more aggressive monetary policy than expected by the market (positioning itself ‘ahead of the curve’), traders will assume that in flation will fall and will increase their investments in the currency and bonds of that country, pushing the exchange rate up and long-term interest rates down.

In this context of actions, reactions, and changing expectations, the decision-making process and execution of monetary policy operations are meticulously analysed by market participants to obtain clues as to the future evolution of official interest rates, on which the cost of funding for intermediaries depends. The importance of market expectations in the evolution of interest rates has been vividly underlined by Mervyn King (2005), Governor of the Bank of England, in his ‘Maradona theory of interest rates’. King recalls that, in the match against England in the 1986 World Cup in Mexico City, Diego Maradona of Argentina:
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ran 60 yards from inside his own half beating five players before placing the ball in the English goal. The truly remarkable thing, however, is that Maradona ran virtually in a straight line. How can you beat five players by running in a straight line? The answer is that the English defenders reacted to what they expected Maradona to do. Because they expected Maradona to move either left or right, he was able to go straight on. Monetary policy works in a similar way. Market interest rates react to what the central bank is expected to do. (p. 3)

 

It is from the legitimate, but not always achievable, aim of knowing in advance what will happen next that pressures by market participants and academic economists are brought to bear on central banks to induce them to adopt a more readily intelligible and predictable reference framework for monetary policy.5 Greater transparency in decision-making processes is considered necessary as the market wants to know in detail what economic and financial indicators and what standard criteria central banks refer to when formulating monetary policy. Moreover, intermediaries would like to have quicker access to the minutes of meetings of decision-making bodies in order to know what policy considerations were taken into account to justify a particular monetary stance. They also want to know whether the decisions were approved unanimously or by a narrow majority to gain an insight into possible future policy moves.

At an operational level, monetary policies can be more readily pre-dictable when official interest rates are linked to the performance of some publicly available indicators. For example, central banks could commit to maintaining the rate of expansion of the money stock (variously de fined as M2 or M3) within a fixed band of percentage increases, say from 3 to 5 per cent (a model usually referred to as monetary targeting). Since the statistics on the performance of monetary aggregates belong to the public domain, the market would be able to anticipate the moves of the central bank: if M2 or M3 grows by over 5 per cent, it will anticipate a rise in official rates; if it grows by less than 3 per cent, it will expect a cut. Another indicator that is frequently used is the exchange rate: central banks undertake to maintain a stable or fixed exchange rate of the national currency against other cur-rencies (exchange rate targeting). If this rate tends to fall in value, central banks will increase official rates; if it tends to increase, they will lower them. This line of conduct implies de facto that the monetary policy of the country in question depends on the decisions made by the central bank to whose exchange rate the currency is pegged. The use of these kinds of indi-cators implies that central banks, given that the ultimate objective of mon-etary policy is price stability, modulate their interventions on the basis of an intermediate objective – a certain rate of increase of M2 or M3 or the stability of the exchange rate – held to be instrumental in achieving this final aim. The technical and institutional difficulties that arise as a result of
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using intermediate objectives have led economists and central bankers to believe it preferable that monetary policy should be guided directly towards the final goal – price stability – but quantified in an explicit manner and with reference to an indicator that is readily understood by intermediaries such as the index of consumer prices (in flation targeting). If the central bank defines price stability as a less than 2 per cent increase in consumer prices, the market will be able to anticipate its likely reaction should the index move significantly below or above the 2 per cent threshold.

Central banks have responded in various ways to market pressures for greater transparency. Some central banks publish the minutes of their decision-making meetings (the Fed and the Bank of England) and they do so a short time – around four weeks – after the meeting is held. The ECB holds a monthly press conference in which the President outlines the deci-sions taken by the Governing Council and provides information on the ana-lytical considerations informing such decisions, but no indications are given on the position of individual board members. Irrespective of the opera-tional model adopted, central banks provide information to market partici-pants in periodic reports, as well as with statements and parliamentary hearings of key o fficials involved in the monetary policy decision-making process. The ECB also publishes a monthly bulletin containing a detailed account of its monetary policy decisions, in line with the practice of other central banks in leading European countries. The Fed publishes a quarterly bulletin, but its Chairman is also obliged by law to make periodic state-ments to Congress on the bank’s monetary conduct. Japan’s central bank draws up periodic reports on the state of the economy and its monetary policy, and reports to the Diet on a relatively regular basis. The role played by central bank communication in monetary policy formulation and in its transmission is increasingly subject to analysis and investigation.6 The impact of central bank communication has been interpreted in various ways. For example, Friedman (1999) believes that:

 

Central bankers’ public utterances and other, more subtle signals . . . regularly move prices and yields in the financial markets, and these financial variables in turn a ffect non-financial economic activity in a variety of ways. Indeed, a widely shared opinion today is that central banks need not actually do anything. With a clear enough statement of intentions, ‘the market will do the work for them’. (p. 1)

 

On the other hand, Padoa-Schioppa, the then member of the Executive Board of the ECB, was quoted in an interview with the Wall Street Journal on 15 July 2004 as saying: ‘The danger that I see is that the market becomes lazy. . . . If it is spoiled to the point that it is told everything in advance, it relies not on its own analysis, but on the analysis of the central bank’ (see Sims, 2004).
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Central banks have been slower in responding to calls to make monetary policy less unpredictable. In the United States the Fed’s policy-making body, the Federal Open Market Committee, has been granted maximum discretionary power with regard to the setting of official rates. US law does not mandate the Fed to pursue price stability exclusively but also to promote full employment. This is in line with the prevailing Keynesian philosophy that reigned in the years of the Roosevelt presi-dency and continues to permeate US economic legislation today. In Japan too, ever since the central bank was granted decision-making autonomy by the government, monetary policy decisions have been made on a dis-cretionary basis. The situation in Europe is more varied. Prior to EMU, Germany’s Bundesbank set itself an objective in terms of a monetary aggregate (M3) and managed official rates to maintain monetary condit-ions in line with this objective. In so doing, however, it exercised a high degree of discretionary power, reserving the right to evaluate case by case the causes and duration of the deviation of monetary aggregates from its ultimate objective before taking decisions on interest rates. The other European countries whose currencies were pegged to the German mark under the ERM of the EMS followed the moves of the Bundesbank with the discretionality allowed by the band of permissible exchange rate flexibility envisaged under ERM. In the period from 1979 to 1993, when exchange rates could fluctuate up to a maximum of 2.5 per cent around the fixed parity, the scope for action with respect to the choices of the Bundesbank was quite limited and could only be extended at the risk of devaluing the parity. There was greater scope for action following the crisis of the EMS in 1993, when the band was widened to 15 per cent below or above the central parity. In short, before EMU, monetary policy in Germany depended on a monetary target, while in other ERM coun-tries it depended on an exchange rate target. Monetary policy in Great Britain was decided with the maximum of discretionary power by Her Majesty’s government and uncritically applied by the Bank of England until November 1990 when sterling joined the ERM, implying the accept-ance of an exchange rate target. After the 1992 crisis and the UK’s aban-donment of the ERM, the Bank of England adopted a strategy centred on an inflation target that remained in place even after the Bank was granted full autonomy in monetary policy by the government in 1997.

The advent of EMU ushered in signi ficant changes in the monetary regime of countries that had chosen the euro as their national currency. In pursuing price stability as a priority objective, as sanctioned by the Treaty of Maastricht, the Eurosystem – that is, the ECB and the national central banks in the euro area countries – opted for an eclectic approach that reflected the very different experiences of the national central banks that
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were  part of EMU. Having de fined monetary stability as an increase in prices of less than 2 per cent, the Eurosystem bases its monetary policy decisions on two distinct elements or ‘pillars’ involving the analysis of a broad range of indicators of monetary and economic conditions. The mon-etary pillar involves the assessment of monetary conditions with respect to the reference growth rate for the money stock of the euro area (M3) and of the evolution of credit aggregates; the economic pillar involves the assess-ment of factors liable to in fluence the performance of prices in the short term (domestic and external demand conditions, wage developments, the performance of bonds and stock markets, the price of oil, the exchange rate of the euro and so on). This approach initially caused some puzzlement on the part of market participants and analysts; in particular, it was claimed that the use of two distinct indicators and the discretionary powers exer-cised by the Eurosystem in interpreting them prevented the market from accurately predicting future developments. In response to these criticisms the ECB provided the analytical motivations and institutional clarifications required for a better understanding of its actions. 7

In conclusion, all the major central banks provide the market with a series of general indicators regarding their monetary policy objectives and their reaction function to the occurrence of certain events. Clearly, none of the central banks give the market any speci fic indications in advance about the timing, direction and extent of changes in official rates. This would merely have the effect of anticipating the bond price movements normally associated with a change in rates, only a ffecting the timing of those uncer-tainties that the pre-announcement was supposed to eliminate. In reality, the market as a whole would not derive any particular advantage or disad-vantage from having even more precise advance information on the mon-etary authorities’ plans, and most central bankers would consider a ‘keep them guessing’ approach to be the normal strategy vis-à-vis market partici-pants. The minor drawback of this approach is that individual operators, who get their prediction of the central bank’s behaviour wrong and incur losses, will then point the finger at the central bank, accusing it of scant transparency, obscure communication policies, and so forth. The situation would be di fferent if all money market participants were misled by unclear central bank signals. In this case, the market would experience a sudden reversal when the true policy intentions of the central bank would become clear and this would increase uncertainly and volatility in financial markets, eventually raising the cost of capital for investors. In order to avoid these drawbacks, some central banks like the Fed and the ECB use ‘code words’ in their communications that should enable market participants to guess with some degree of accuracy the direction, if not the timing, of the next monetary policy measure.
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Forced to operate in conditions of uncertainty with regard to the conduct of central banks, the market tends to formulate its own forecasts on the basis of data on past behaviour, or track record. Naturally, the longer the track record, the more reasonable and realistic the forecasts based on it will be. If, on the contrary, a central bank has a relatively short institutional history, the market will tend to exercise maximum caution when predicting future behaviour. The same caution will be exercised when a new governor is appointed, someone whose ability to make rapid decis-ions and react swiftly to events is not yet proven. This kind of stance also characterized the market’s initial attitude to the ECB, whose track record was short, given that it was established on 1 January 1999. The fact that the ECB was the result of the merger of 12 national central banks, each with its own established analytical capacities and a long history of monetary rigour, was seen to be of little importance. As far as the market was con-cerned, the Eurosystem was a completely unprecedented institutional reality within which internal decision-making processes, the relation-ships between members of the Executive Board and the governors of the national central banks, and its ability to withstand external pressures, were unknown quantities. The market’s initial apprehension about ECB’s Governing Council processes was due in part to the fact that each member of the Council was entitled to one vote irrespective of the size of the country he or she represented. It was feared, for example, that the ‘hawks’ of the Bundesbank and other central banks in the mark area, which tradi-tionally advocated a rigorous monetary line, might be forced into a minor-ity by a coalition of reputedly overindulgent ‘doves’. These early fears have now apparently been dispelled as the ECB has remained firmly committed to preserving price stability in the euro area, resisting calls for monetary relaxation that may have generated inflationary pressures or expectations.

Irrespective of the monetary regime that is adopted, it is inevitable that the conduct of monetary policy will continue to be characterized by a certain degree of discretionary power, with the risk that outsiders see this as arbitrary. In this sense Ralph Hawtrey’s (1932) famous definition, according to which the profession of a central banker is more of an art than an exact science, remains as valid as ever. On deciding if, when, and with what vigour, measures should be taken to oppose in flationary pressures, the central bank must of necessity make a subjective assessment in uncertain conditions of an extraordinarily complex phenomenon in fluenced by factors that are difficult to quantify, such as the expectations of financial markets and the collective psychology of consumers or investors. In the same way as it is preferable not to entrust the delicate phases before touch-down in stormy weather entirely to an automatic pilot, it is unwise to tie the work of the central banker to any particular indicator or unchanging rule.
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In both cases it is better to rely on the judgement, experience and prompt reactions of the person at the controls, and above all on their ability to take account in the decision-making process of every analytical element liable to contribute to a better assessment of what to do.

 

Exchange rate policy and global markets Operations carried out by central

banks on foreign exchange markets are closely linked to monetary policy decisions. In fact, the purchase or sale of a foreign currency on the market implies, respectively, the creation or the destruction of money in circula-tion. This is why, in the majority of jurisdictions, foreign exchange oper-ations are left to the discretion of central banks. However, since foreign exchange policy operations influence the external value of the national cur-rency, they have broad political implications above and beyond the specific competence of central banks. It is up to government authorities, therefore, to choose the exchange regime and determine the scope within which central banks can intervene on currency markets. As will be discussed in detail in Chapter 4, the regime can envisage either that the exchange rate be free to fluctuate on the market in relation to the supply and demand of foreign currency, in which case the central bank will not intervene at all, or that the exchange rate be maintained through intervention by central banks within limits decided on by governments or under international agreements, like Bretton Woods or the EMS. In countries with a floating exchange rate regime, government authorities are responsible for making decisions on occasional central bank interventions on the exchange market, since this implies, even temporarily, a regime change. In cases where foreign exchange operations are within the authority of central banks, they may be carried out in a discretionary manner, involving a degree of confidentiality, and therefore be less transparent. This is not the case where central banks buy or sell currency for monetary policy aims. In fact, these operations are conducted via public auction mechanisms of which the market is fully aware. On the other hand, the market will monitor closely exchange oper-ations by central banks executed to influence the quotation of the national currency. Since interventions of this kind are often carried out with a single dealer as counterpart in a con fidential transaction, other market partici-pants may only guess that the ‘central bank is on the market’, if they spot a dealer acting against the prevailing trend. But even when the interven-tions of central banks are not covered by confidentiality, the market remains uncertain as to the extent of the intervention, its duration and ultimate purpose. And the doubt remains that the market’s knowledge of an exchange intervention covers only a part of a much larger operation of which little is known. Furthermore, given that exchange transactions impact on monetary conditions, dealers may well wonder whether the 50                   The tigers, the tamers, the circus 

 

effects of this kind of intervention will be neutralized or whether they will be allowed to influence the monetary base. In the second case, interventions could be a prelude to direct monetary action, for example a change of o fficial interest rates.

Why do central banks intervene on foreign exchange markets? 8 There are many circumstances in which a central bank may deem it appropriate to influence the market price of the national currency. First, a central bank may decide to act to lessen what it sees as excessive daily fluctuations of exchange rates. This is especially true when national law or an inter-national agreement oblige central banks to adhere to a fixed exchange rate or to maintain it within certain pre-agreed limits. In these cases, given that conditions of supply and demand on the market can be subject to con-siderable daily fluctuations depending on the performance of foreign trade, tourist flows and capital movements, central banks act as counter-parts on markets where the supply of currency is either excessive or insufficient. If excessive, they will acquire foreign currency and increase o fficial reserves; if insufficient, they will sell foreign currency reserves. In this way fluctuations that may be of limited economic significance, but nonetheless raise uncertainty and transaction costs, can be avoided. In principle, there is no particular reason for keeping this kind of interven-tion secret from the market. In fact, in many instances it is carried out publicly, at times on the stock exchange or at the headquarters of the central bank as part of a procedure for ‘fixing’ official exchange rate quo-tations. In conducting this kind of smoothing intervention the central bank will normally act as both buyer and seller, and such interventions tend to o ffset each other over time.

The situation changes when exchange markets show persistent excesses in the demand or supply of foreign currencies. Excess demand will result in an outflow of foreign currency and put downward pressure on the exchange rate, while excess supply will result in an inflow of foreign currency and put upward pressure on the exchange rate. In either case, the rationale behind intervention may simply be that of ‘gaining time’ in order to allow mon-etary authorities to analyse the evolution of the balance of payments and decide whether the outflow or inflow of foreign exchange is a temporary phenomenon or whether it reflects an imbalance requiring corrective eco-nomic policy measures. Central banks may decide that more time is needed to allow a strategy of balance of payments adjustment to start taking effect: if so, interventions may be useful to prevent exchange rate movements from hindering economic policy measures or rendering them ineffective. If, for example, the government and the trade unions agree to implement a wage policy aimed at containing inflation, a devaluation of the currency can significantly alter the expected performance of prices and negatively affect
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the unions’ attitude vis-à-vis the agreement and jeopardize the policy’s outcome.

When foreign exchange markets reflect a clear trend, interventions by central banks are necessarily unidirectional and, taken together over time, give rise to significant upward or downward variations in official reserves. In these cases, the central bank may intervene through private channels in order not to alarm dealers and to avoid the kind of counterproductive reac-tions the visible presence of the central bank on the market could engen-der. There is also the risk that, if news of the ‘covert’ intervention becomes known to dealers, concerns will be raised that exacerbate market tensions. In any event, the market can obtain con firmation of intervention by analysing the statistics on the volume of official reserves that the central banks periodically make available to the public, even if not immediately. The significance of data on official reserves can be lessened if the central bank simultaneously conducts financial operations that conceal the impact of interventions on reserves. Central banks may finance intervention sales from the proceeds of foreign currency debts incurred by the government or another public agency, or through a swap operation (involving the purchase of foreign currency against an agreement to resell it at a speci fied future date). However, if the central bank is seen selling currency and reserves do not fall, dealers will immediately guess that some other items in the country’s ‘consolidated balance sheet’ must have changed, such as the state’s foreign debt or the central bank’s currency repurchase obligations. Broadly speaking, therefore, covert intervention in exchange markets is necessarily limited both in time and extent. When the intervention is undisguised, the central bank is exposed to the immediate judgement of the market, which may not agree with or understand its motives and the ultimate goal of its action. But in this way central banks have an opportu-nity to send an unambiguous signal to the market, spelling out their own reading of the balance of payments and exchange market situation. This message can be reinforced with an exhaustive illustration by monetary authorities of the economic reference framework and the economic policy strategy that lies behind the actions of the central bank. Dealers take due account of the signals and messages received from monetary author-ities, but they reassess them on an ongoing basis to ascertain their consist-ency with subsequent developments and pre-announced economic policy strategies.

The role that market interventions can play in the context of strategies aimed at in fluencing exchange rates is a subject on which quite divergent opinions have been expressed. One view, in particular held among central banks participating in exchange rate arrangements, is that interventions are a monetary policy instrument which can be used pragmatically, with 52                   The tigers, the tamers, the circus 

 

appropriate sterilization measures designed to offset the impact of inter-ventions on the monetary base if needed, usually through purchases or sales of government bonds. Economists, especially those of the monetarist school, take the opposite view. Where the e ffects of interventions on mon-etary conditions are not immediately ‘sterilized’, economic analysis equates them with normal monetary policy measures. In other words, an unsterilized sale of foreign exchange against the national currency will have the same impact on exchange markets as the sale of government bonds, reducing the money stock and bolstering the exchange rate of the national currency. In the light of this equivalence, prevailing economic theory holds that it is useless, and even detrimental, to carry out monetary policy operations on foreign exchange markets. If, on the other hand, interventions on foreign exchange markets are completely sterilized, traditional empirical analysis tends to conclude that they will have no effect on exchange rates, because sterilization leaves monetary conditions unchanged.

Continuous reliance on sterilized and unsterilized interventions on the part of numerous central banks following the introduction of the floating exchange rate system has led analysts to rethink traditional theoretical con-clusions and concede that even non-covert sterilized interventions may play an effective ‘signalling’ role as regards both the level of exchange rates and the stance of monetary policy. This is the thrust of the conclusions reached by  empirical research conducted both within central banks (Catte et al. 1994; Fratzscher 2004b, 2005; Vitale 2006) and by academics (Dominguez and Frankel 1993; Sarno and Taylor 2001a; Dominguez 2003; Kubelec 2004). According to these views, intervention in foreign exchange markets signals that the central bank feels the quotation of a national currency is unjustified, and that it intends to take monetary policy measures in order to bring exchange rates back to a level it believes more appropriate. The signal helps modify dealers’ expectations, their behaviour and, therefore, exchange rate quotations. Naturally, the market will constantly watch the monetary authorities of countries to see how trustworthy the ‘signal’ proves to be and how likely a change of monetary policy stance is.

The more the intervention reflects the opinion of all the main authorities involved, the stronger the signal broadcast to the market. If, for example, the Bank of Japan decides that the yen is overly depreciated against the US dollar, an intervention to buy yen against dollars will have a greater likeli-hood of success if there is a corresponding sale of dollars and purchase of yen by the US Fed. The market pays particular attention to these kinds of coordinated interventions, especially when accompanied by declarations of intent by the monetary authorities involved, spelling out the reasons and objectives of the course of action. This was the case of the coordinated
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rounds of intervention undertaken by the G7 from the 1980s onwards to in fluence the performance of the dollar with respect to the yen, the German mark or the euro, and which were preceded by official declarations by finance ministers and central bank governors (see Chapters 7, 9 and 11). At times monetary authorities have been led to believe that they can in fluence the course of exchange rates by resorting to ‘oral’ intervention only, not backed up by foreign exchange transactions or monetary policy measures. The impact of these purely communicational initiatives is usually modest and short-lived, but there has been a significant exception to this rule in the case of the United States. The dominant position of the American economy and of the dollar in the world economic and financial system is such that the market tends to adapt itself to indications on exchange rate movements when these emanate from the highest political and monetary authorities and when they are frequently repeated. This happened when the American government tried to ‘talk the dollar down’ in the second half of the 1970s and the early 1990s; and again in the late 1990s when the United States under President Clinton o fficially endorsed a ‘strong dollar policy’. The evolution of the US dollar under the Administration of George W. Bush has clearly shown, however, that the mere announcement of a ‘strong dollar policy’ will not sway markets unless it is supported by consistent monetary and fiscal policies. Without these the dollar has ‘strongly’ depre-ciated in the early 2000s.

While the advent of a regime of generalized floating has not eliminated the need for monetary authorities to try to influence the performance of foreign exchange markets, the attitude of market participants with respect to strategies of exchange market intervention and the accompanying com-munication campaigns have begun to change. Intermediaries remain fun-damentally sceptical about the effectiveness of intervention by central banks. However, they realize that such interventions cannot be disregarded since they can signal a change in monetary policy or a new economic policy strategy that could have a signi ficant impact on market quotations and risk assessment by investors. And even though individual currency dealers at major international banks remain free to react as they see fit to interven-tions by central banks with respect to their own risk exposure, even ‘going against’ the indications of monetary authorities, global currency strategists in the same institutions would not exclude, in their medium-term scenarios, the hypothesis of a U-turn in the exchange rate trend of the currency that is the subject of o fficial intervention. Translated into operational indica-tions, this kind of scenario can go some way towards altering the choices of currency brokers and can help explain why, in many cases, the effectiveness of an intervention is only revealed after a certain length of time. On the other hand, intermediaries also attribute major significance to 54                   The tigers, the tamers, the circus 

 

the absence of intervention by central banks when the currencies for which they are responsible are rapidly depreciating under a speculative attack; here, a non-interventionist strategy is interpreted as tacit acceptance of market movements or seen as a symptom of indecision within monetary authorities or in government, helping to reinforce the trend under way.

The debate over the effectiveness of interventions in exchange rates will run on, and the evidence for and against will continue to be partial and sus-ceptible to multiple interpretations, particularly if the exchange rate rela-tionships among the major currencies of the world remain as unsettled as they have been in the early years of the third millennium. What seems certain, however, in a regime of globalized financial markets where each item of information is carefully assessed by global players and taken into account in their decision-making processes, is the market’s greater willing-ness to assess exchange policy strategies on a case-by-case basis, without being conditioned by the preconceptions of ‘conventional wisdom’.

 

3.1.3   Intervention by Governments and Central Banks

 

The market assigns great importance in its assessments of the policy strat-egies of countries to the respective roles assigned to governments and central banks. As already noted, the market reacts positively to arrange-ments that distinguish clearly between the roles of the two institutions, whereby monetary policy is set autonomously. But the market also judges the ‘policy mix’ of monetary and fiscal measures as a whole, assessing their overall consistency and e ffectiveness. Its analysis focuses on the objectives of the strategy in order to determine whether the policies that have been adopted are compatible with the stated aims. One crucial element in this evaluation is the judgement on the strategy’s sustainability over time. Sustainability is a concept that extends beyond mere economic concerns to include the political and social acceptability of measures envisaged under a particular strategy. Two examples can be considered. If a government decides to pursue an expansionary fiscal policy, leading to a larger budget deficit, and the central bank reacts by announcing a restrictive monetary policy, the market may regard the policy mix as balanced but will have doubts regarding its sustainability. This is because a rise in interest rates will end up making public debt repayment obligations more burdensome and therefore widen the budget deficit, necessitating a further increase in inter-est rates in a kind of vicious circle that only a reduction in public debt can break. In this case, the market’s immediate reaction will be to push interest rates on government bonds up, in the expectation that inflation will increase. In the second example, a policy mix whereby both monetary and fiscal policies are restrictive in order to safeguard exchange rate stability
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may turn out to be unsustainable, given the negative effects this strategy could have on output and employment and, therefore, on political and social conditions. In this instance, the market will exert pressure on the exchange rate, in the expectation that monetary and fiscal policies will become less restrictive. The way in which monetary authorities respond to these initial pressures of the market will provide a further test of their credi-bility and of the sustainability of their strategy.

Another type of intervention by monetary authorities that is closely watched by the market is the ‘bail-out’ of banking and financial intermedi-aries or of other companies whose di fficulties can threaten the stability of financial and foreign exchange markets. Operations of this kind have wide-ranging implications. In principle, the prevailing convention is that the fate of both banks and companies that prove unable to meet their financial obligations should be left to run its course: either they are expelled from the market through bankruptcy or liquidation, or taken over by another healthy company. In reality, even if monetary authorities accept this prin-ciple, they will inevitably worry that the failure of a major intermediary or corporation could have negative implications for the solidity of banking and financial systems and for the smooth functioning of the payment system. Managing systemic risk, either domestically or internationally, falls within the competence of monetary authorities. Specifically, in the case of a bail-out, the central banks will be involved due to the implications for monetary policy and the working of the payments system; the government will be involved due to the implications for the budget. A bail-out opera-tion entails first and foremost an injection of liquidity into the system through the creation of money by the central bank, which grants credit to illiquid intermediaries or counterparts in difficulty owing to the inability of the former to meet their obligations. In this case, the market may fear that the creation of liquidity, albeit necessary in order to prevent a systemic crisis, may prove excessive with respect to the need to maintain price stab-ility. Naturally, the central bank can always compensate for the monetary effects of the bail-out operation, but the market will want to be sure that this happens very quickly indeed or even simultaneously, and will react neg-atively if the sterilization happens gradually or is postponed for some time. An additional worrying aspect of bail-out operations is their impact on public finances. In fact, a government intervention using taxpayers’ money would be required to make good the losses incurred if the illiquid interme-diary turned out to be insolvent. Naturally, if the failure of the intermedi-ary risks provoking systemic repercussions, then the public finance intervention will also be of systemic dimensions and therefore liable to have a negative impact on the national budget. As a result, corrective measures such as expenditure cuts or tax increases may well prove necessary.
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Crises requiring bail-out operations have not been limited to developing countries but have involved all the leading industrial countries at one time or another. Among many examples, the crisis of the savings and loan asso-ciations in the United States in the 1980s stands out, as do the numerous interventions in support of banking and non-banking intermediaries in Sweden, Japan and France. The market’s reaction to this type of interven-tion has been twofold: on the one hand, as noted earlier, it views with concern the implications of these bail-outs for monetary and fiscal policy and for the regular functioning of competition; on the other, investors see in the monetary authorities’ commitment to preventing systemic crises a kind of implicit guarantee of invulnerability for major companies and intermediaries, be they private or public. Whoever is believed to be ‘too big to fail’ automatically becomes a low-risk client to whom the market is only too willing to grant credit, even at suboptimal conditions. And so an anomaly in the working of the market occurs, whereby the perception of the likelihood of intervention by monetary authorities produces a systemic underestimation of risk by financial markets leading to excessive risk-taking. The knowledge that the authorities will step in if necessary, even if motivated by public interest, can favour reckless behaviour by market oper-ators, creating a ‘moral hazard’ with dangerous implications for the stab-ility of the system.

 

3.2 INTERNATIONAL MONETARY AUTHORITIES

 

International monetary authorities exercise signi ficant influence over the functioning of global finance. The role and functions of authorities oper-ating at an international level are very different from those of authorities of individual sovereign states. Moreover, with the gradual emergence of financial globalization, the very concept of international monetary authority has been increasingly questioned, in parallel to the consolidation of a market-led international monetary system. That said, it was not until the twentieth century that the idea of conferring a certain amount of policy-making and supervisory powers on supranational institutions made any kind of headway in international relations among leading coun-tries as a way to achieve a more binding and effective form of cooperation among independent sovereign states. It has been a slow process, with fre-quent stoppages and setbacks. The League of Nations, established in 1920 by  the victorious powers of the First World War, is the earliest known international authority in the political sphere. The first act of institutional cooperation in the monetary sphere was the creation of the Bank for International Settlements (BIS) in 1930 by the central banks of the allied
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countries to manage the flow of war reparations owed by Germany. But the BIS was never endowed with truly supranational powers and essen-tially acted only as a central banks’ bank and as a forum for informal monetary cooperation.

It was not until 1946, when the IMF was established, that a truly inter-national monetary authority was created, an institution with its own statute ratified by the parliaments of member countries, granting it powers and financial resources. In reality, however, the IMF’s authority has always been based more on the consensus of its leading stakeholders than on the exer-cise of the limited disciplinary powers at its disposal. The United States’ abandonment, in 1971, of the fixed exchange rate system managed by the IMF heralded an abrupt erosion of its authority. Over time the Fund began to look increasingly like a multilateral surveillance forum where develop-ments in the international monetary system were discussed, while its power to in fluence economic policies was gradually being restricted only to those countries that appealed to it for financial aid (Saccomanni 1988; James 1996). The IMF continues, however, to exert a high degree of in fluence over the trends and decisions of financial markets in a variety of ways. With 185 member countries, the IMF is the only institution of truly global propor-tions and is seen as the main non-partisan observer of the general perfor-mance of the world economy, particularly as regards the evaluation of the adequacy of economic policies pursued by leading countries, as well as their implications for growth, inflation and trade on a global scale. The Fund is also seen as an institution that has the power to issue a ‘clean bill of health’, or at least of ‘good conduct’, for emerging countries that intend to operate on the market. This role assumes special importance in times of financial crisis; together with the country concerned, the IMF is called on to devise and implement a strategy for the adjustment of financial and structural disequilibria. In these instances, the IMF acts on various fronts, drawing on its own resources to provide financial assistance, mobilizing funds from other o fficial creditors, and calling on private financial institu-tions to keep existing lines of credit open. In this way, it functions as a ‘cat-alyst’, providing the financial resources required to halt the crisis and block the spread of contagion. Naturally, the IMF is by no means infallible and has, on more than one occasion, been accused of making errors of judge-ment both in the prevention and in the management of financial crises. Partly in response to such criticism, the Board of Directors of the IMF set up an Independent Evaluation Office to assess the performance of IMF management and staff                          9 in handling crisis situations. Despite these di fficulties, the market continues both to assign a high degree of credibility to judgements emanating from the IMF and to regard its role as being of vital importance.
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The erosion of the IMF’s authority has been accompanied by a growing role for informal groups from major industrialized countries, which have gradually become venues for mutual consultation and occasional economic cooperation in speci fic areas. In these settings participants cannot exercise direct decision-making powers, but they can agree on what stance they will take in competent institutional quarters such as in national parliaments or the Board of Governors of the IMF. To the extent that participants follow through in practice the decisions taken in informal cooperation groups, the role played by these ‘unofficial’ authorities can become quite important, especially in respect of financial markets. The origin of informal interna-tional cooperation is strictly linked with the history of the international monetary system. When in 1971 the United States dissociated itself from the rules of the IMF, it nonetheless recognized the need to preserve close rela-tions with its European allies and Japan. This approach appeared warranted not only by the strong US trade deficit vis-à-vis precisely these countries, but also by emerging tensions on various international fronts, including: the worsening con flict in Vietnam; the energy crisis triggered by the quadru-pling of oil prices decreed by the Organization of Petroleum Exporting Countries (OPEC); and pressures from Third World countries to bring about a ‘new international economic order’. Taken together, these develop-ments risked transforming the IMF from a technical body for the delibera-tion of speci fic monetary issues into a forum for political debates not unlike the United Nations General Assembly.

The quest for a more exclusive venue, where the major industrial coun-tries could reach agreement on policies to be pursued collectively in the wider institutional fora, was not without difficulties. The ten main industrial countries in the world – the United States, Japan, Germany, France, the United Kingdom, Italy, Canada, the Netherlands, Belgium, Sweden (and subsequently Switzerland) – had already created in 1962 the Group of Ten (G10), with the aim of bolstering the IMF’s resources through the estab-lishment of a network of supplementary credit lines. It was in this forum that the finance ministers and governors of central banks negotiated the depreciation of the dollar in December 1971, after the declaration of its inconvertibility into gold the preceding August. But the United States grew to resent the presence of so many European states in the G10, often united in opposing US positions. In Europe, on the other hand, France believed that international monetary questions had become so important that they should be handled at the highest political level in a more restricted forum. It was a thesis that proved convincing, and President Valéry Giscard d’Estaing convened a meeting of the heads of state and government of the United States, Japan, Germany, France, the United Kingdom and Italy in Rambouillet in 1975.10 From that point on, these countries, together with
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Canada which joined later, made up the G7, becoming over time a kind of global economy ‘directorate’. Despite the fact that it has retained an infor-mal structure, backed by neither a treaty nor an international agreement, the G7 has in reality become institutionalized, with procedural rules and inter-nal working arrangements that envisage an annual ‘summit’ meeting, chaired by each country in the Group in rotation and preceded by numer-ous technical-political meetings attended by finance ministers and the gov-ernors of the central banks.11 In addition to adopting a common stance with respect to the major issues of international politics and economics at the summit, the G7 has also developed forms of cooperation aimed at achiev-ing specific financial and economic targets that have a significant impact on market trends (Putnam and Bayne 1984). Some of the most important initiatives of the G7/G8 summits include: the review of the IMF’s Articles of Agreement that sanctioned floating exchange rates (1975), the adoption of a coordinated strategy for economic recovery (1977), the management of the energy crisis (1978 to 1979), the correction of the overvaluation of the dollar (1983 to 1985), the management of the financial crisis in Mexico and its consequences (1995), the reform of the international financial architec-ture (IFA) and the management of the Asian crisis (1997 to 1999), the fight against poverty (2004 and 2005), and energy security (2006). On these matters, the G7/G8 acted by resorting to a wide range of instruments, pro-moting the adoption of economic and fiscal policy measures, coordinating interventions in exchange markets, granting financial assistance to countries in crisis, and adopting prudential regulation in the field of banking and finance.

Global financial players follow all the deliberations of the G7 very closely, deriving indications for their own activities, including the adoption of appropriate measures for ‘hedging’ against the risk of initiatives whose outcome is unpredictable. The market was most conditioned by what hap-pened in the period from 1985 to 1987, when the G7 seriously considered the possibility of adopting a mechanism for the international coordination of economic policies based on the performance of the exchange rates of the respective national currencies. The idea was subsequently abandoned due to fundamental di fferences of opinion with regard to the political implications of such a mechanism,12 but the G7 finance ministers and gov-ernors continued occasionally to express their view of the exchange rates of major currencies, sometimes pre-announcing monetary policy meas-ures or intervention in exchange rates compatible with pre-set objectives. The relationship between the market and the G7/G8, however, has retained a certain amount of ambiguity on both sides. The heads of state and gov-ernment of the Group’s member countries want their deliberations to in fluence the market, but they often refrain from making any specific 60                   The tigers, the tamers, the circus 

 

commitments on sensitive economic and monetary policy issues in an international forum lest they run up against subsequent opposition in the competent national institutions (parliaments for fiscal measures, central banks for monetary and exchange rate policies). Global market players, on the other hand, seem to expect nothing less than the birth of a ‘world eco-nomic government’ from every meeting, only to be severely disappointed, afterwards, by the scarcity of results or the inconsistency of the statements made.

While the G7/G8 has acquired a predominant role in informal cooperation on the major issues of economic and global financial management, other informal venues for cooperation have sprung up alongside the G7 to examine specific questions relating to international banking and financial activities. In the BIS, the central banks of the G10 countries have set up committees to coordinate their activity on an international level in various areas: the Basel Committee on Banking Supervision (BCBS), the Committee on Payment and Settlement Systems (CPSS) and the Committee on the Global Financial System (CGFS).13 Similarly, supervisory committees for stock exchanges and capital markets (International Organization of Securities Commissions – IOSCO) and for insurance companies (International Association of Insurance Supervisors – IAIS) have also been established. These committees, and others that have been established to deal with more specific issues, have promoted the drafting of standards of ‘good practice’ for market partici-pants. The standards cover a wide range of matters – from risk management to accounting, the dissemination of statistics and corporate governance – and end up becoming actual codes of conduct that aim in general to guide market participants towards soundness, accountability and transparency (more will be said on this in Chapter 6). Overall, this informal rule-making activity has given rise to a vast body of international law of a completely new kind: these are not regulations imposed under the binding instrument of ‘hard law’ but rather a kind of ‘soft law’, namely a set of suggestions whose adoption is at the discretion of the parties concerned.

The idea behind such codes of conduct is to reconcile systemic stability objectives with the interests of market participants, and efforts are made by ‘standard setters’ and international monetary authorities to ensure that the codes are adopted by the greatest possible number of intermediaries and countries. In this way, a kind of indirect collaboration between authorities and markets is achieved, thereby contributing to the e ffective adoption of sound, stability-oriented practices. The codes will eventually become part of the prevailing convention: the market will therefore reward those coun-tries and businesses that adopt the codes, granting them more advanta-geous financial conditions, and penalize those that do not. In a sense then, the market may be seen as acting as agent of the authorities on whose
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behalf it encourages ‘virtuous’, and penalizes ‘deviant’, behaviour. Ultimately, this kind of soft law is an instrument that authorities may need in order to in fluence the general functioning of markets without recourse to direct intervention, which could create distortions and inefficiencies. While acknowledging the potential benefits of soft laws in an international context where no supranational legislative body exists, jurists doubt that regulations adopted on a voluntary basis, even when subject to the careful supervision of both national authorities and the market, can be ‘resilient’ enough to weather situations of major crisis in global finance (Giovanoli 2000).

 

NOTES

 

1.   A survey conducted by the G10 confirms that financial sector consolidation has not had

any signi ficant impact on the channels for monetary policy transmission (G10 Deputies 2001, pp. 19–22).

2. A stimulating contribution on the role of the central banks remains the anthology edited

by Ciocca (1987), which brings together the views of eminent central bankers from the main industrial countries. See also Goodhart (1988).

3. A good example of the perspective from which the activities of central banks are often

seen and described is Stephen Solomon’s book (1995), subtitled How Unelected Central Bankers Are Governing the Changed Global Economy; in it the author presents a detailed analysis of the disinflationary path embarked on by the central banks of the G7 in the 1980s. What followed, perhaps as a reaction to these concerns, was a debate on the advis-ability of rigidly limiting the autonomy of central banks to the sole exercise of monetary policy and reducing their sphere of influence. The Economist devoted ample attention to the issue in a special report, in which it claimed that ‘central banks are now more pow-erful than ever before. They should enjoy their moment of glory: it will not last’. See the article by Woodall (1999, p. 3).

4. For a legal analysis of the relationship between central bank independence and account-

ability, see Zilioli (2003).

5. For an analysis of the evolution of the reference framework for monetary policies, see

Cottarelli and Giannini (1997) and Borio (1997).

6. See Blinder et al. (2001). The topic is a subject of recurrent analysis in the ECB: see

Fratzscher (2004a); Ehrmann and Fratzscher (2005a, 2005b).

7. See Issing et al. (2001) and García Herrero et al. (2001). For a comprehensive analysis

and evaluation of the ECB policy strategy see Padoa-Schioppa (2004b, pp. 67–96). For an analysis of monetary policy predictability in the euro area see Wilhelmsen and Zaghini (2005).

8. This question was examined in detail within an ad hoc working group set up by the G7

in 1982–83 to analyse the e ffectiveness of exchange market interventions. As a former member of that working group representing the Bank of Italy, I believe the group’s con-clusions, which are summarized in Jurgensen (1983), are still valid.

9.   See IMF (2003c). The role of the IMF in financial crises is described in Chapters 5 

and 6.

10.   See James (1997) on the origins of the G7. 11. Beginning with the Denver Summit of 1997 Russia had been included in the summit

meetings of the Group, now formally known as the Group of Eight (G8). The first G8 meeting under Russian chairmanship took place in St Petersburg in July 2006. However, finance ministers and central bank governors of the original G7 have continued to meet 62                   The tigers, the tamers, the circus 

 

in the same format, occasionally inviting colleagues from Russia, China or other relevant countries to attend part of their meetings.

12.   These questions are considered in more depth in Chapter 7. 13. See Padoa-Schioppa and Saccomanni (1994) on the potential for fostering cooperation

between central banks under the aegis of the BIS.




4.   The global market for foreign

 

exchange

 

The exchange rate is too important a price to be left wholly at the mercy of the exchange markets.

Paul Krugman (1989, p. 100)

 

The global foreign exchange market represents capitalism red in tooth and claw. This largely self-regulated trading system never sleeps and routinely transfers staggeringly vast sums of money around the world in seconds at the click of a mouse. In spite of its size and power the foreign exchange market has proved very adept at coping with change. It is immensely complicated but price trans-parency and intense competition ensure it operates on the tiniest of margins.

Financial Times (2004)

 

4.1   A TRULY GLOBAL MARKET

 

The global foreign exchange market is the nearest thing to a model of a perfect competitive market ever to have been achieved on a global scale, given the very large number of participants, efficient processes for deter-mining and disseminating quotations, and secure trading and settlement procedures.1 Yet, it is only since 1989 that the scale and operation of global currency markets have been the subject of systematic research. Prior to that, only balance of payments statistics had been available on a country-by-country basis, and these did not provide indications on the size of the foreign exchange market or its organization in terms of currencies and instruments. Following an initial sample survey conducted on the London, New York, Tokyo and Toronto exchanges, a broader survey was carried out under the aegis of the BIS in 1989. The sample size was then gradually extended to 54 countries in 2007, based on a methodology approved by the respective central banks. Given the complexity and extent of the phenom-ena under examination, the survey was conducted only every three years and measured turnover levels for just the month of April of the reference year.

The surveys provide a truly startling picture of a market of gigantic pro-portions and explosive dynamism (see Table 4.1). The daily turnover recorded in April 2007, equal to $3210 billion, was – for the sake of com-parison – about one-fourth larger than the annual GDP of Germany. Only
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Table 4.1                                          a Global foreign exchange market turnover (daily averages in

April, in billions of US dollars)

 

1989   1992   1995    1998    2001    2004    2007

Spot transactions         317    394     494      568     386     621    1005 Outright forwards         27     58      97      128     130     208     362 Foreign exchange 

swaps                190    324    546      734     656     944    1714 Estimated gaps 

in reporting              56      43      53       61       28     107      129 Total turnover            590    820    1190    1490    1200    1880    3210 Memorandum item

Turnover at April 2007

exchange ratesb         680    880    1150    1650    1420    1950    3210

 

Notes:

a.    Adjusted for local and cross-border double-counting. b. Non-US dollar legs of foreign currency transactions were converted into original

currency amounts at average exchange rates for April of each survey year and then reconverted into US dollar amounts at average April 2007 exchange rates.

Sources:   BIS, Quarterly Review, December 2004; BIS, Triennial Central Bank Survey, September 2007 (rounded figures).

 

with the introduction of the euro, which eliminated turnover between the pre-euro currencies (absorbing highly active market segments like those of the German mark–French franc and German mark–Italian lira), did the relentless pace of the market stall, coinciding with a reduction in the number of market participants and greater recourse to electronic trading systems. The rising trend of the turnover resumed, however, in 2001–04, despite the persistence of the factors that had determined the decline in 2001. The BIS estimates a new key factor may have been the increased interest of money managers and leveraged investors ‘in foreign exchange as an asset class alter-native to equity and fixed income’ (Galati and Melvin 2004).The accelera-tion in turnover growth in 2004–07, according to a preliminary assessment by the BIS (2007, p.1) is due to ‘a significant expansion in the activity of investor groups including hedge funds . . . and retail investors’.

The monitoring and regulation of the foreign exchange market is conducted by the regulatory authorities of the major financial centres (namely, London, New York and Tokyo) on the basis of their national jurisdictions. In these centres, moreover, the authorities chair ad hoc committees comprising representatives of the main financial institutions, foreign exchange dealers and electronic broking firms, with the aim of
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promoting ‘best practices’ through the establishment of guidelines or codes of conduct. On a global scale, the only widely accepted principles are those adopted by the international association of foreign exchange dealers.2

The interpretation of foreign exchange turnover data should not be stretched beyond the very concept of turnover, namely the sum of the amount of every purchase and sale of a currency against the national cur-rency of the country carrying out the survey, net of double counting. Turnover should not be seen as an indicator of the market’s speculative activity, actual or potential. In fact, foreign exchange dealers, in addition to buying and selling currencies on behalf of their clients for commercial and financial reasons, typically carry out a large number of daily transac-tions on their own behalf to make a profit from fluctuations in exchange rates, often investing the same amount of money in a chain of transactions. For example, a dealer with an initial amount to invest of one million euros can carry out a large number of transactions, moving the sum from one cur-rency to another and closing the day by repurchasing one million euros in order to ‘square’ the exchange risk position, which is the most prudent and least speculative approach that can be recommended. At the day’s close, he or she will have in their books an amount of one million euros, plus or minus the profit or loss made, but they will have recorded a turnover of as many million euros as the number of transactions carried out in the course of the day. In turn, the volume of transactions tends to be influenced by the volatility of market quotations. As it happened, conditions of uncertainty and tension prevailed in the market during almost all the periods chosen for conducting the foreign exchange survey: in April 1992, due to the deep-ening of the EMS crisis; in April 1995, due to the fallout from the Mexican debt crisis; and in April 1998, due to the contagion e ffects of the Asian crisis. Turnover declined in April 2001 when foreign exchange market con-ditions were relatively calm, but rose again in April 2004 due to the uncer-tainties created by the persistent weakness of the US dollar and the prospect of possible further declines. Yet the results are nonetheless aston-ishing and provide a series of snapshots of how the process of financial globalization evolved, using currency and derivative markets as the instru-ments and resources to fuel its rapid progress.

The release of these highly technical data into the public sphere is often accompanied by commentaries in which a simple comparison is made between data on the size of the market and the relatively modest volume of currency reserves held by central banks (see Table 4.2).

Although it is well known that it makes no sense to compare data on turnover over a given period with data on the volume of reserves at a given moment in time, the juxtaposition of these statistics may lead to the con-clusion that it is impossible for monetary authorities to influence exchange

.
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markets, and therefore financial markets in general. For the purposes of this book, this particular item of conventional wisdom is especially mis-leading, because it implicitly assumes the only way in which monetary authorities can influence exchange rates is through interventions aimed at rebalancing the demand and supply of currency on the market. In reality, the issue is not so much the ability of monetary authorities to in fluence the exchange rate through the use of their official reserves, but rather the adequacy of the policy mix they are willing to adopt in order to pursue their exchange rate objectives. This in turn raises the question of what should be, in the context of the policy mix, the role of interventions in foreign exchange markets. Part III of this book will review how and with what results this question has been addressed by different countries at various times.

 

4.2   THE EXCHANGE RATE: A VERY SPECIAL

‘PRICE’

 

Demand and supply in the global foreign exchange market determines the price at which di fferent currencies are bought and sold. The price is the exchange rate, namely the amount of national currency needed to buy one unit of a foreign currency (or, vice versa, the amount of foreign currency needed to buy one unit of the national currency). The exchange rate plays a central role in the relationship between monetary authorities and global finance. This is the result of its complex nature and of the important impli-cations that exchange rate movements can have for economic systems, financial markets and political and social stability. One might well wonder how it happened that a price, albeit a very special one, was assigned so many and such important roles in the daily life of even the largest and most developed countries. At the root of this fundamental issue is the fact that nation states – irrespective of their constitution or internal organization – have historically had different currencies. It follows that if residents of di fferent states wish to do business and establish trade relationships among themselves, as has been the case since time immemorial, then it should be possible to determine the price of the currency of one state in terms of the currency of another. The reasons for the multiplicity of currencies are both historical and geographical, not unlike those for the diversity of languages. Distant populations separated by vast oceans and lofty mountains have scant need for communication or commerce; they tend to speak different languages and use di fferent currencies, requiring neither interpreters nor money-changers. Neighbouring populations, instead, tend to speak or adopt a common language and to use the same currency. If, motivated by 68                   The tigers, the tamers, the circus 

 

politics or national pride, they decide to adopt different currencies, they must govern foreign exchange rate relations in a clear and efficient manner. In short, the reasons for having different currencies are essentially of a non-economic nature, while the implications of their existence are intrinsically economic and touch on a vast range of sectors and markets in goods, ser-vices and financial assets.

With the development of international trade and investment, new roles and functions were gradually assigned to exchange rates. For commercial and financial operators, the exchange rate went from being a simple vehicle to access goods, services and capital markets in other countries to becom-ing an autonomous financial asset; one in which market players could invest, hedge and even speculate by availing of a variety of instruments from spot exchange to forward exchange, options, futures and swaps. For economic and financial analysts, the exchange rate has become a key indi-cator of the external position of a country; in fact, changes in real effective exchange rates (the weighted average of the exchange rates of a given cur-rency vis-à-vis the other currencies of its trading partners, net of changes in the domestic price indices) provide important advance information on the competitiveness of an economy and hence on the sustainability of its external financial position and on the likelihood of foreign exchange tensions. For monetary authorities, the exchange rate has become a policy instrument used to pursue balance of payments adjustment or to sta-bilize inflationary expectations. For public opinion, and consequently for politicians, the exchange rate has become an essential yardstick for gauging the quality of a government’s action and the relative robustness of the national economy. Nor could it be otherwise: a country whose currency is devalued grows poorer with respect to the rest of the world. In order to import the same amount of goods from abroad it is forced to export ever greater quantities of goods produced at home, su ffering a decline in the value of its financial assets, real estate and companies.

The variety of roles played by the foreign exchange rate and the coming together of di fferent and often conflicting commercial, financial, political and social interests around it, make this a beast that both economists and monetary authorities struggle to tame. This was true at the end of the gold standard era when, once individual national currencies had been cut loose from gold, neither economic science nor political wisdom proved able to recreate the conditions and mechanisms that had so effectively guaranteed monetary and currency stability for half a century. And in today’s global-ized system it is truer than ever before. The global foreign exchange market has grown to such proportions as to simultaneously appear incapable of being understood by economists and of being governed by monetary authorities.
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Economists have invested vast amounts of intellectual resources in the analysis of exchange rates and the functioning of the foreign currency market, so far with only modest results.3 A comprehensive survey of the economics of exchange rates (Sarno and Taylor 2002, p. 136), concludes that ‘although the theory of exchange rate determination has produced a number of plausible models, empirical work on exchange rates has still not produced models that are su fficiently satisfactory to be considered reliable and robust’. In other words, these models on the whole have succeeded in identifying the fundamental factors that may influence the exchange rate between the currencies of two countries (real output, relative prices, inter-est rates and monetary aggregates) but fail to fully explain the behaviour of the exchange rate, particularly in the short run. 4 This unsatisfactory state of affairs has led such an eminent central banker as Alan Greenspan (2004) to observe that:

 

No model projecting directional movements in exchange rates is significantly superior to tossing a coin. I am aware that of the thousands who try, some are quite successful. So are winners of coin-tossing contests. The seeming ability of a number of banking organizations to make consistent profits from foreign exchange trading likely derives not from their insight into future rate changes but from market making. (p. 1)

 

The market itself is also unable to predict exchange rate behaviour accu-rately: the three-month forward exchange rate quoted on the market, for example, provides an indication that is almost never confirmed by the spot market quotation once three months have elapsed. The conclusion that economists can draw from these theoretical and empirical analyses is that, while economic fundamentals may well ‘matter’ in the process of determin-ing exchange rates, there are many other factors, including investors’ expec-tations, the ‘sentiment’ of the global market, and prevailing conventions, that can significantly alter the causal links between the fundamentals and foreign exchange rates. Hence the suggestion to extend the field of research to new horizons using high-frequency data of foreign exchange market quo-tations (Goodhart and Figliuoli 1991) or by focusing on the microstructure of foreign exchange markets (Sarno and Taylor 2001b) to understand better the behaviour of market participants. Innovative models for determining foreign exchange rates that take account of new information and breaking news in guiding investor choices and the market’s attitude are being devel-oped along these lines (Tivegna and Chio fi 2004; Evans and Lyons 2004 and 2007). Charts depicting exchange rate performance are also being analysed in the hope they will be able to identify patterns of behaviour that could be used for operational and forecasting purposes; ‘chartists’ maintain they can identify the peaks and troughs at which there are ‘resistance or support 70                   The tigers, the tamers, the circus 

 

levels’ and devise their trading strategies on the basis of such parameters. Empirical analyses (De Grauwe and Vansteenkiste 2001) indicate that the activity of chartists could have a dominant impact on the behaviour of foreign exchange markets.

Another implication of the inability to ‘model’ exchange rates with reli-able econometric methods is the difficulty in arriving at a consensus on the role that changes in real exchange rates can play in correcting a country’s balance of payments disequilibria.5 In theory, an appreciation (depreci-ation) of the real exchange rate should bring about the adjustment of a balance of payments current account surplus (de ficit) within a reasonable time horizon. However, a quick look at Figure 4.1, which shows the evolu-tion of real exchange rates and current account balances in the United States, euro area and Japan, immediately reveals some puzzling patterns. The appreciation of the real exchange rate appears to have contributed to the increase in the current account deficit in the United States from 1995 onwards; however, the deficit has widened further despite the dollar depreciation since 2002. In Japan the marked real appreciation of the yen up until 1995 seems to have merely contained the growing structural balance of payments surplus for a limited period only; since then, the surplus has increased (decreased) in line with the real depreciation (appre-ciation) of the yen, while remaining constantly above 2 per cent of GDP. In the euro area, with the netting out of internal imbalances, a substantial degree of balance of payments equilibrium was maintained and changes in real exchange rates seem to have played a modest role overall. What is strik-ing, however, is the unambiguous worsening of the balance of payments in the period from 1997 to 2000, despite the depreciation of the real exchange rate of the euro, and the marked improvement since 2002, despite the real appreciation of the euro. Although it would be wrong, from the theoretical and empirical contributions briefly surveyed in this section, to reach the conclusion that changes in real exchange rates do not play any role in the balance of payments adjustment process, it is fair to say that this role is of uncertain size and direction and may ultimately be influenced by other fun-damental factors and policy measures.

 

4.3   CHOOSING AN EXCHANGE RATE REGIME

 

It is entirely legitimate for economists to a ffirm that there are no theoret-ical models capable of explaining the behaviour of exchange rates, recog-nizing as Krugman does, for example, that no economic controversy has ever been so ferocious and inconclusive as that between advocates of fixed or floating exchange rate regimes (see Krugman 1995). But this conclusion
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Sources:   Bank of Italy, OECD and national statistics.

 

Figure 4.1                                                      a United States, Japan, euro area: real exchange rates and

current account balancesb (annual averages)
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does little to help monetary authorities meet the expectations of investors, businessmen and market participants, who need an exchange rate regime that facilitates the smooth functioning of international trade and invest-ment, and does not result in excessive financial volatility or disastrous crises. In reality, the debate in leading industrial countries over the choice of foreign exchange rate regimes ended in the 1970s when the United States decided to let the dollar fluctuate freely, Japan adopted a managed floating exchange strategy for the yen, and the EU member states agreed to main-tain stable exchange rates between their currencies whilst allowing them to float jointly with respect to the dollar and yen. It remains an issue, however, for all these countries to determine how much the floating regime should be ‘managed’ by the monetary authorities. For emerging countries, espe-cially those that in the 1990s had ‘graduated’ into the international financial market and whose currencies were being included in financial portfolios managed by global players, the choice of the change rate regime became crucial.

The range of possible exchange rate regimes, traditionally limited for the sake of simplicity to the alternative between fixed and floating exchange rates (with nothing in between), was greatly expanded following the crisis of the Bretton Woods system. Nowadays, fixed and flexible exchange rate regimes represent the two extremes of a continuum, within which it is pos-sible to identify a vast range of typologies. The main regimes are:

 

1.   Monetary union   An arrangement whereby a group of countries use

the same currency, such as the countries adhering to EMU that adopted the euro. EMU is a multilateral union, based on a strong institutional architecture and implying one central bank common to all member countries and mechanisms for multilateral economic and political cooperation. But there can also be unilateral monetary unions, in which one country adopts the currency of another and accepts the monetary policy decisions made by that country’s central bank. This is the case of Panama, which adopted the US dollar. Elsewhere ‘dollarization’ or ‘euroization’ regimes have been implemented or proposed by some countries in Latin America or Eastern Europe. Monetary union is the most extreme form of a fixed exchange rate regime, but this does not mean that it cannot be dissolved as a result of political decis-ions bearing on a country’s constitution, as happened in 1993 in Czechoslovakia when the country decided to split into two new nations with two different currencies.

2.   Currency board   An institution that is similar to a central bank, but

empowered to issue or withdraw national currency solely in exchange for reserve assets denominated in a foreign currency at a fixed rate of

The global market for foreign exchange 73

 

exchange, sanctioned by law. This constitutes an automatic mechanism for adjusting balance of payments disequilibria given that surpluses or deficits trigger an equivalent contraction or expansion of the money stock and therefore of domestic spending. First conceived in the nine-teenth century as an instrument for managing the issue of money in British colonies, currency boards experienced renewed popularity at the end of the twentieth century when they were adopted by Hong Kong, Argentina and some Eastern European countries that chose the dollar or the euro as the reference currency. It is possible for a country to abandon this kind of regime, but this step cannot be taken by mon-etary authorities and must instead be sanctioned by law.

3.   Fixed exchange rate agreements   Unilateral agreements according to

which one country commits to maintaining a fixed exchange rate with a reference currency of another, with which it has strong political, economic and trade ties. Examples of this regime were the foreign exchange agreements linking the currencies of some states in Western Africa to the French franc (and now to the euro).

4.   Adjustable peg agreements   Agreements that envisage fixing the parity

of a currency with the possibility of adjusting it under certain circum-stances and according to predetermined procedures. This was the model adopted by the Bretton Woods system, in which parities were fixed in agreement with the IMF (and were adjustable only with its consent, when there was a fundamental disequilibrium in the balance of payments). Exchange rates were allowed to fluctuate within a band of 1 per cent around the central parity. EU countries participating in the EMS adopted the same model, the only difference being that exchange rates were allowed to fluctuate by 2.25 per cent around the central parity.

5.   Crawling peg   A regime that envisages the adjustment of the parity at

regular intervals for modest amounts, determined in relation to the per-formance of the inflation differential. Some Latin American countries, such as Brazil and Chile, have adopted this model.

6.   Basket peg   Where exchange rates are fixed unilaterally in relation to

the weighted average of a basket of foreign currencies that are import-ant for the commercial and financial transactions of the reference country. A variant called BBC (Basket peg with a wide fluctuation Band and a Crawling parity) has been proposed by Williamson (2000), an early advocate of the crawling peg. The adjustment of the weight-ing of individual currencies in the basket lends a degree of flexibility to monetary authorities. Some small countries in Africa and Asia have adopted this regime, which seems to have been introduced also in China (see Chapter 12).
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7.   Managed floating   A regime that implies the willingness of monetary

authorities to intervene in the market to curb exchange rate fluc-tuations, but without defending any particular parity. This is the model adopted by some of the leading industrial countries such as Japan, Canada and the EMU countries. Goldstein (2002) has proposed a variant based on a managed floating regime that includes inflation targeting (‘managed floating plus’).

8.   Pure floating   A regime that permits exchange rates to fluctuate freely

in relation to market forces and whereby the authorities abstain from all forms of intervention. This is the model the United States con-formed to for a long period of time, apart from some sporadic episodes of intervention within the G7.6

 

The choice of the exchange regime has been the subject of a vast array of academic literature weighing the pros and cons of the various regimes.7 Analyses focus on how exchange regimes affect systemic performance, both from a macroeconomic perspective (e ffects on national income, inflation and the balance of payments) and microeconomic one (effects on the behaviour of households, firms and intermediaries). One main line of research has focused on the crucial problem of assessing the extent to which di fferent exchange rate regimes allow the exchange rate to reach its equi-librium level, namely the rate that ensures the equilibrium of the current account in the balance of payments in the medium term.8 The difficulties involved, empirically speaking, in arriving at a single definition of the equi-librium exchange rate have induced economists to be cautious in evaluat-ing exchange rate performance or in identifying situations of exchange rate misalignments (that is, of significant and lasting divergences from the equi-librium level).9

The indications o ffered to policy-makers by economic theory and empirical analysis on the question of which regime to adopt have not been clear-cut. As with many other fundamental issues, the response of econo-mists has been ‘it depends’. It depends, in this case, on: the underlying eco-nomic situation of a country; its geopolitical position; its stage of development; the final objectives that authorities assign to economic and monetary policies; and their ability to use the instruments at their disposal, including exchange rates, in a coherent manner. If pushed for a more precise response, the majority of economists, especially those of Anglo-American extraction, would declare themselves in favour of a floating exchange rate regime. However, with the advent of global finance, the cre-ation of EMU in Europe and the rediscovery of currency boards, another school of thought began to emerge (Eichengreen 1994). This held that authorities could only chose between two extreme solutions, the only
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practicable ones available in a context of high capital mobility worldwide (‘hollowing out of the middle’). At one extreme are monetary union and the currency board; at the other, pure floating. Intermediate solutions were to be rejected because of their tendency to create unsustainable tensions on foreign exchange markets (Goldstein 1995). As it happened, the prescrip-tion of extreme remedies also failed to obtain unanimous endorsement by economists, and the old debate between the advocates of fixed and flexible exchange regimes has turned into a contest between proponents of extreme and of intermediate solutions.

 

4.3.1   The First Polar Solution: Fixed Exchange Rates

 

At the outer extreme of fixed exchange rates are unilateral monetary unions (such as ‘dollarization’) and currency boards. From the standpoint of inter-national economic relations, these regimes do away with uncertainties over the performance of exchange rates and therefore reduce transaction costs for international trade and capital movements. Less uncertainty is reflected in lower interest rates, with a positive impact on economic activity. Empirical studies have estimated the effects of fixed exchange rates on the volume of international trade as being positive but modest. More recently, however, research on the effects of monetary unions (Rose 2000; Frankel and Rose 2002) has revealed a strong positive e ffect on international trade among countries that adopt the same currency, although subsequent work by Baldwin (2006) has concluded that such trade e ffects are less sizeable than in the early estimates by Rose and others, but are still important. From a macroeconomic management perspective, a fixed exchange rate regime is theoretically seen as capable of making a fundamental contribution to a policy aimed at eradicating in flation, in so far as it guides the expectations and behaviour of households, companies and financial market participants towards price stability. Adopting a fixed exchange rate regime implies that the authorities will pursue monetary and fiscal policies compatible with exchange rate stability. It also implies that workers’ and employers’ unions will sign non-inflationary wage agreements linked to productivity gains and that the business sector will do all in its power to remove ine fficiencies and cost factors that erode competitiveness and could cause a currency devaluation.

One might well ask whether the adoption of a fixed exchange rate regime would be truly necessary in the light of such virtuous behaviour on the part of authorities and market participants. The answer is that a specific official commitment to maintaining stable or fixed exchange rates entails a degree of credibility and visibility vis-à-vis economic agents that far exceeds that of generic pronouncements by authorities to pursue anti-in flationary 76                   The tigers, the tamers, the circus 

 

policies. In fact, these policy intentions, even when reinforced by the announcement of an inflation target as a guiding parameter for monetary policies, are able to influence the expectations of only the most sophisti-cated economic players, those capable of independent assessment of the performance of price indexes with respect to the inflation target and the appropriateness of economic policy measures adopted to correct diver-gences. In any event, these assessments can only be made when the price indexes have been published, and therefore at some remove from when the anomalous pattern first occurred. The performance of exchange rates can, instead, be observed and understood by anybody, at any moment and in real time. The simplicity of the exchange rate as an indicator and its imme-diacy mean that signals sent by monetary authorities can be readily under-stood by a wider public, whose behaviour and expectations can in turn in fluence foreign exchange markets. For these reasons, fixed exchange rates play a key role in stabilization strategies adopted by countries that have experienced high and lasting inflation rates and where inflationary expec-tations and psychoses are widespread and deeply rooted.

When the commitment to maintaining fixed exchange rates is made under a currency board arrangement, the board’s credibility is reinforced by its undertaking to adhere strictly to a monetary policy determined by the evolution of foreign exchange inflows and outflows with the rest of the world. This reassures market participants that interest rate decisions will no longer be at the discretion of monetary authorities and therefore at risk from political interference. In this sense, unilateral monetary unions should provide an even stronger guarantee than other regimes since monetary policy is managed by a foreign central bank with a solid anti-in flationary reputation. In fact, the introduction of currency board regimes by some Latin American and Eastern European countries strengthened the market’s perception of the credibility of the monetary authorities’ commitment to pursuing monetary stability and adopting the measures needed to achieve it. This greater credibility, especially as regards the degree and immediacy of interest rate adjustments in times of heightened tensions, has lessened the probability – while not entirely eliminating the risk – of speculative attacks against currencies linked to currency board regimes. Lessened, because a currency board does not guarantee that a misalignment of the exchange rate, for reasons external to the country, cannot occur. Even if this regime helps contain domestic inflation, countries can nonetheless register a drop in competitiveness because the reserve currency to which the board is tied becomes overvalued, or because the currencies of their main trading competitors depreciate. The emergence of a misalignment will not in itself trigger a currency crisis or a speculative attack, because market par-ticipants are only too aware that the regime’s abandonment is a highly
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charged political decision that cannot be taken independently by monetary authorities and requires a parliamentary vote. In any event, such a move would have far-reaching institutional implications and could only take place in the context of a major political upheaval and as a result of a severe economic and social crisis. Having said this, the absence of exchange rate risk and a favourable interest rate differential (typically present in countries that adopt a currency board) can attract capital inflows of a specula-tive nature which are therefore particularly sensitive to any economic or political development that might foreshadow an abandonment of fixed exchange rates.

Relatively few countries have opted for a currency board to date, and the results of their experience vary widely: positive in the case of Hong Kong (see Chapter 10) and of some Eastern European countries; negative in the case of Argentina, where, despite having played a vital role in eradicating the ‘hyper-inflation’ of the 1980s, the currency board was jettisoned in dra-matic circumstances at the beginning of 2002 (see Chapter 5). It seems fair to entertain some doubt as to the ability of currency boards to represent per-manent arrangements, applicable to most emerging countries, as was fash-ionable for economists and policy-makers to claim for some time (Summers 2000; Mussa et al. 2000a). What is certain, however, is that for the authori-ties of countries wishing to adopt it, this extreme form of fixed exchange rate regime entails a series of difficult sacrifices from both an economic and a political point of view. Clearly, the surrender of the exchange rate instru-ment for adjustment implies the need to create e fficient and flexible markets for goods, services and productive factors, in particular the labour market, and to maintain balanced public finances. The relinquishment of monetary sovereignty, aside from the purely political implications, also means giving up the possibility of providing financial assistance to the banking system in the event of a liquidity crisis. This in turn requires either very efficient banking supervision, capable of preventing situations of illiquidity, or the political will to permit a banking crisis to run its course, even if it may have systemic implications. Overall, the conditions imposed are quite severe and end up being acceptable only for countries that, for political reasons or due to institutional shortcomings, desperately need to re-establish the credibil-ity of their economic policy in the eyes of their citizens and markets by accepting a fixed exchange rate commitment. The price for this credibility is the surrender of flexibility and discretionality.

 

4.3.2   The Other Polar Solution: Floating Exchange Rates

 

At the farthest extreme of exchange rate flexibility is the pure floating regime, in which exchange rates are permitted to fluctuate freely in relation 78                   The tigers, the tamers, the circus 

 

to market conditions. Floating overcomes many of the inconveniences of fixed exchange rates, but it has drawbacks of its own and inevitably imposes constraints on economic policies. The arguments in favour of floating exchange rates were developed with great analytical and polemical vigour by  Milton Friedman (1953) when the Bretton Woods system was at the height of its glory and fixed exchange rates had been adopted by all the leading industrial countries, including the United States. Friedman argued that the rate of exchange was a price and that its level of equilibrium, like that of any other price, should be determined by the free interplay of market forces, that is by the demand and supply of foreign exchange. Claims by monetary authorities to know better than the market and to be able to identify the equilibrium exchange rate would only lead to distor-tions and inefficiency in the allocation of resources. With flexible foreign exchange rates, instead, balance of payments equilibrium would be automatically guaranteed, allowing economic policies to concentrate on ‘domestic’ objectives such as the growth of national output and employ-ment. Friedman’s position ought to be considered in the context of the ongoing debate in those years over how to manage America’s current account deficit in its balance of payments, a debate that in the 1960s would ignite and spill into the international arena. Friedman contended that the United States should have allowed the dollar to fluctuate, ignoring the current account deficit (whose financing could be assured by capital inflows or by increasing dollar liabilities vis-à-vis non-residents) and expanding domestic demand to support income levels and employment.

The history of events as they unfolded from 1973 onwards, with the switchover to a floating foreign exchange regime by the majority of indus-trial countries, allows a balanced assessment of the functioning of this regime across a broad spectrum of countries with di fferent economic, political and institutional situations. One aspect that has become particu-larly important in the context of financial globalization is the fact that floating exchange rates keep the perception of risk alive, something which is instead ‘anaesthetized’ to a certain extent in fixed exchange regimes. The perception of exchange rate risk influences the investment decisions of market participants, who must equip themselves with appropriate forms of risk hedging or predetermine the necessary strategic adjustments in rela-tion to changes in exchange market trends. These factors have tended to curb the volume and duration of investment in countries where exchange rates are highly volatile. Exchange rate risk has also been taken into due account by national market participants when deciding whether to incur foreign currency debt: the prospect of a depreciation of the national currency makes this kind of financing more costly, and the hedging of exchange risk can cancel the benefit of this option compared with
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borrowing in domestic currency. It follows that countries with floating exchange rates are less likely to experience the kind of excessive foreign currency inflows that a fixed exchange rate tends to encourage. Moreover, a floating exchange rate does not offer easy opportunities for profit to speculators, and this reduces the risk that a floating currency becomes the target of a speculative attack. From a macroeconomic perspective a floating exchange rate regime certainly enhances the freedom of monetary policy to pursue domestic objectives; it avoids the erosion of external com-petitiveness and facilitates the adjustment of balance of payments dis-equilibria. But these benefits are by no means certain, particularly as regards their intensity or duration, because, in a system of financial glo-balization, exchange rates do not respond exclusively to incentives and impulses of a domestic nature. Moreover, as has been mentioned earlier, a floating exchange rate regime does not appear to be able to correct struc-tural current account imbalances in a country’s balance of payments, nor does it provide a full guarantee against the risk of misalignments. The fact that monetary policy is not tied to the objective of exchange rate stability has often generated expectations of higher inflation. To remedy this, other forms of ‘anchorage’ have been associated with a floating regime, such as setting an inflation target for monetary policy, as in the case of Canada, the United Kingdom and Sweden, or delegating the task of ensuring price stability to a central bank with full decision-making independence, as in the case of EMU.

From a systemic perspective, floating exchange regimes have resulted in greater volatility and variability of exchange rates, increasing uncertainty and transaction costs. The volatility of the exchange rates of the principal currencies against the dollar has increased from practically zero in the Bretton Woods era to a range of 5–20 per cent in the period between 1973 to 2002 (IMF 2003b, p. 67) but does not appear to be on a rising trend. Economists have long debated the question whether the volatility of exchange rates has a negative effect on international trade and investment. Traditional empirical analyses tend to rule out the existence of a negative effect, given the availability on the market – even if at non-negligible costs – of e fficient instruments to cover exchange risks. On the other hand, there is a vast store of anecdotal evidence regarding investors who are powerless in the face of abrupt and large changes in exchange rates that wipe out the modest profits achievable with productive activities. Other stories speak of the need for multinational corporations to reconsider localization decisions for production plants in the light of exchange rate trends. This was report-edly the case of Japanese industries with plants in the United Kingdom, following the strong rise of sterling against the euro in the early 2000s, which negatively affected exports to continental European markets. 80                   The tigers, the tamers, the circus 

 

The most worrying aspect of floating exchange rate regimes, made more evident by the working of global finance, is their propensity to generate one-way trends in which the movements of market quotations feed on them-selves, overshooting exchange rate equilibrium levels. In an overshoot-ing scenario, fluctuations in a currency’s exchange rates can be so wide and steep, and an inversion of the trend so improbable, that the exchange market effectively grinds to a halt. In the case of a downward overshooting, exchange dealers will continue to bid increasingly depreciated quotations for that currency, but no transaction will take place at those prices because they will be considered in any event insufficient to induce holders of foreign currency to sell. This, for example, is what occurred in Indonesia during the fi                     10 nancial crisis of 1997–98. These kinds of scenarios can also occur on stock markets, in which case the supervisory authorities can suspend trading in a security when an excessively steep drop in the share price occurs, allow-ing operators a pause for thought before trading resumes. Unfortunately, this cannot happen on currency markets, and even the most extreme and anomalous variations of exchange rates are free to influence the domestic prices of all internationally traded goods and services. The result of this propensity to overshoot is to increase the likelihood of misalignments of exchange rates, as well as to make their correction by monetary authorities more difficult and costly in terms of time and resources. It follows that even a floating exchange rate regime needs to be supported by consistent economic policies. A country that wants to correct a disequilibrium in its balance of payments, say a surplus, through an appreciation of its exchange rate, may rely on the price mechanism (raising the cost of exports and decreasing the cost of imports), but it must also adopt an expansionary monetary policy to offset the restrictive effect on global demand that the appreciation of the exchange rate entails. Similarly, a depreciation of the exchange rate designed to correct a de ficit must be accompanied by mon-etary tightening to compensate the in flationary impact of the devaluation. Without supportive economic policies, the authorities risk losing control of exchange rate movements, triggering destabilizing capital flows and setting in motion an overshooting trend.

 

4.3.3   Intermediate Solutions

 

Out of the broad spectrum of intermediate exchange rate regimes, the adjustable peg and the crawling peg stand out. As in the case of extreme fixed rate regimes, the main motivation for adopting an adjustable peg is to provide an anchor for monetary policy and guide the expectations of market participants towards price stability. The positive contribution of adjustable peg regimes in the fight against inflation has been demonstrated
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by the long phase of worldwide price stability during the Bretton Woods years in the 1950s and the 1960s. The experience of Italy in the EMS is another case in point. Its monetary authorities adopted a stabilization strategy at the end of the 1970s to cope with strong inflationary pressures stemming from the perverse interaction between a constantly depreciating exchange rate and a highly reactive wage indexation mechanism. As a result of its entry in the exchange rate mechanism of the EMS and its adop-tion of a monetary policy consistent with the exchange rate objective, the rate of in flation in Italy gradually dropped from 22 per cent in 1979 to 5 per cent at the end of the 1980s. The stabilizing influence of the lira’s entry into the EMS on inflationary expectations took effect despite the fact that the parity of the lira was gradually devalued through periodic modest ‘realign-ments’ in the course of the decade.

But it is precisely this proven ability of fixed exchange rates to influence market behaviour and expectations that makes the adjustable peg regime vulnerable unless it is accompanied by consistent economic policies. Generally speaking, the adoption of an adjustable peg can soften the per-ception of exchange rate risk among market participants. These tend to view a commitment to maintaining the peg as a guarantee of unlimited protection against exchange risks. So, while they are aware that this com-mitment can be reneged on at any moment since the parity is indeed adjustable, they remain convinced that they can disengage from exchange rate risk on time. In a country with high in flation, the adoption of a parity generates market expectations of a reduction in interest rates that encour-ages investors to purchase fixed income financial assets denominated in the national currency with the prospect of making a capital gain and earning the interest di fferential. This will give rise to capital inflows that tend to sustain the exchange rate and bolster the country’s o fficial reserves. At the same time, given the perceived reduction of exchange rate risk, domestic market participants will deem it more convenient to borrow foreign cur-rency at lower interest rates than those available on the domestic market, generating more inflows of capital and further strengthening the exchange rate.

In the context of an appreciating exchange rate, falling interest rates, easy access to foreign borrowing and rapidly increasing o fficial reserves, it is highly likely that the authorities’ determination to pursue policies of aus-terity and structural adjustment will weaken. At the same time, if inflation in the country in question (despite a downward trend) remains higher than in its main trading partners, then a stable or appreciating exchange rate will result in a loss of external competitiveness. This will have a negative impact on the balance of payments and, in the long run, on employment. To some extent, the loss of competitiveness can be reabsorbed through increases in 82                   The tigers, the tamers, the circus 

 

labour productivity, improvements in the quality of export products and the adoption of more e ffective marketing strategies. Beyond a certain limit, however, unless the exchange regime is supported by adequate measures for containing domestic demand through fiscal and wage policies, the loss cannot be made good. Without these accompanying measures the deterio-ration of the country’s competitive position will ultimately provoke a mis-alignment and a higher perception of exchange risk by financial players both at home and abroad, who will then take steps to cut back on their foreign currency debts and financial investments in that country. In both cases, this will give rise to a capital out flow, a reduction in official reserves and a downward pressure on the exchange rate.

It is in circumstances such as these that adjustable peg regimes can trigger or even provide incentives for speculation against the parity. In these regimes, monetary conduct remains at the discretion of central banks, but they commit to intervene by buying and selling national currency against foreign currency at predetermined prices set at levels more or less close to the parity they aim to maintain. The ability of a central bank to withstand downward pressure on the exchange rate depends on the volume of o fficial reserves it can dip into in order to intervene to counter the pressure and on its willingness to adjust interest rates to combat speculation. If the market comes to believe that these instruments are not available due to ‘lack of ammunition’, or for political reasons, market participants will speculate that the country’s monetary authorities will be obliged either to devalue the parity or to abandon the pegged regime, letting the exchange rate fluctuate. In both cases, a profit opportunity materializes that can be exploited through speculative activities. This essentially entails borrowing the national currency and selling it immediately back on the market against a foreign currency at a price that will be quite close to the parity level thanks to the interventions of the central bank. The cost of the transaction is given by the differential between the interest paid on the national currency and that earned on the foreign currency, while a pro fit is made only if the national currency is devalued. In that case, speculators can resell the foreign currency at a higher price than the one they originally paid, reimburse the loan and pocket the di fference. The central bank can make speculation more costly by increasing the interest rate on the national currency, but if the market expects a relatively sharp devaluation, the interest rate neces-sary to counter speculation effectively would have to be extremely high, and therefore incompatible with the fundamental requirements of the economy.11 The experience of Sweden during the EMS crisis of September 1992 is often cited as a case in point, when an increase in interest rates to 500 per cent was insufficient to halt speculative attacks on the krone. The market guessed, correctly, that a similar degree of monetary restriction
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could not have lasted long without damaging the economic system, and speculation continued apace until the exchange rate was devalued and interest rates lowered.

The long history of currency crises is peppered with similar stories and this has contributed to the consolidation of the convention that adjust-able exchange rate regimes are always destined to become an easy target for speculation, and will inevitably succumb to an attack. In reality, this is true only when a misalignment of the exchange rate has emerged and monetary authorities cannot or will not pursue economic policies that dovetail with the objective of maintaining stable exchange rates. Speculation, in other words, does not attack an exchange rate parity for the same reason George Mallory famously gave in the early 1920s, when asked what had inspired him to climb Everest: ‘because it’s there’. Speculation is triggered by incon-sistent economic policies and penalizes attempts by authorities to use the exchange rate regime to attain credibility on the market without wanting to abide by the market’s rules.

To sum up, intermediate foreign exchange regimes can make an import-ant contribution to strategies of disinflation and financial adjustment, but they place strict constraints of consistency and continuity on the conduct of economic policies. If these constraints are respected, the stability of foreign exchange rates will help speed up the achievement of strategic objectives, decreasing their costs in economic and social terms. If the constraints are not respected, the rigidity of the exchange rate will become a source of eco-nomic distortion, weakening the competitive position of the country and exposing its currency to speculative attacks. In practice, in the context of the relationship between monetary authorities and the market, this alternative is less stark: the market will react negatively only where inconsistent policies result in losses of competitiveness deemed to be unsustainable. This may allow the authorities to pursue deliberately a strategy of contained competi-tive loss to encourage stability-oriented behaviour by the corporate sector and consumers. In this case, they must be ready to modify the parity quickly before the market decides that the loss has become unsustainable and the crisis becomes unmanageable. In any case, the adjustment of the parity, even when not accompanied by a currency crisis, provides an opportunity for reconsidering the adequacy of strategies to adjust payments imbalances and may facilitate a return to consistency in economic policies.

 

4.4   WHAT TO DO?

 

The answer an economist might give a policy-maker who asks which regime is best is aptly summed up in a paper written by Jeffrey Frankel 84                   The tigers, the tamers, the circus 

 

titled: ‘No single currency regime is right for all countries or at all times’ (1999). In it, Frankel effectively dismisses the theory that in the current era of financial globalization only polar regimes are suited to all countries at all times. He settles instead on a more open-minded approach that views all exchange rate regimes as being potentially useful depending on the underlying economic conditions of individual countries, their geopolitical position and the objectives they intend to pursue. Hence, a floating cur-rency regime may be the best option for major industrial economies, but it will need to be managed with occasional interventions to avoid misalign-ments. A rigidly fixed currency regime may be the answer for small open economies with a history of hyperin flation or for countries whose monet-ary conditions are wholly dictated by the decisions of a major foreign central bank. In these instances, a currency board or even a unilateral monetary union (dollarization or euroization) might represent the best solution. According to Frankel, however, even intermediate exchange rate regimes can be useful in countries that are not yet fully integrated into the international financial system, or for major emerging countries in certain stages of their economic development such as the monetary stabilization phase. In this case adjustable peg regimes may be used to pave the way for an eventual ‘unpegging’ of the exchange rate and for the adoption of an alternative reference anchor for monetary policy. Williamson (2000) took a similar stance when he supported the ‘revival of the intermediate option’ for major emerging countries, highlighting how this could prevent the most glaring exchange rate misalignments that both extreme solutions can trigger. Moreover, empirical research (Calvo and Reinhart 2002) has shed light on the ‘fear of floating’ that can be observed in many emerging coun-tries and induces them to adopt managed float regimes. Put simply, when a nation’s economy is in good shape, a floating exchange rate tends to become overvalued due to the in flows of capital from abroad, eroding the competitive position of the country. When the economy is performing badly, the exchange rate depreciates, triggering an increase in the burden of foreign currency debt that these countries are virtually obliged to accu-mulate in order to finance economic development and investments in infra-structure. There are also indications that intermediate exchange rate regimes will continue to play an important role in the processes of eco-nomic and monetary integration at regional levels, both in Europe and in Asia (see Chapter 14).

Economists at the IMF have also been moving gradually towards a ‘middle of the road’ position. It is considered likely that the intensi fication of the processes of financial globalization will be accompanied by a ten-dency to abandon the adjustable peg regimes, but not necessarily result in the adoption of the two more extreme versions, and that the more flexible
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among intermediate regimes, such as the crawling peg or managed floating will continue to be both useful and used (Mussa et al. 2000a; Fischer 2001). More recently, a comprehensive IMF study (Rogoff et al. 2004, p. 49), analysing exchange rate regimes adopted by IMF member countries over the period 1940–2001, confirms that intermediate exchange rate regimes of various kinds continue to be widely used and that ‘the view that intermedi-ate regimes are an endangered species is belied by their persistence, while their performance is not dominated by either of the polar regimes’.

All signs, then, are that the choice of currency regime must be made on a case by case basis, whilst recognizing that the decision, whatever it may be, has many implications for a country’s economic policy strategy. In other words, the terms of the question may be summed up by the following three statements:

 

1. Every exchange rate regime must be managed: there is no regime that

runs on ‘automatic pilot’, leaving the authorities free to busy them-selves with more important things;

2. Policies do matter: the quality of economic policies must be high in any

exchange rate regime, given that none of them can compensate for policy errors;

3. Exchange regimes do matter: if the regime is right, economic policies

will be more effective and sustainable.

 

NOTES

 

1. Sarno and Taylor (2002, p. 1) note, however, that empirical analysis shows that the

foreign exchange market is not an e fficient market, one where ‘prices fully reflect infor-mation available to market participants and it should be impossible for a trader to earn excess returns to speculation’.

2. ACI–The Financial Market Association, a private, self-regulated entity, was founded in

1955 and draws its 15 000 members from over 80 countries. In 2000 it drafted ‘The Model Code – The International Code of Conduct and Practice for the Financial Markets’ (www.aciforex.com). The Code has been widely adopted by market participants and has been endorsed by supervisors and regulators in many countries.

3. The literature on exchange rate economics is enormous and the references made reflect

my  personal inclinations without any pretence to comprehensiveness (Mundell 1968; Dornbusch 1980; Kenen 1988; Krugman 1989; Isard 1995; Taylor M. 1995; McKinnon 1996; Sarno and Taylor 2002).

4. In recent empirical studies there is some emerging consensus that the purchasing power

parity (PPP) (namely, the exchange rate equating national price levels in two major coun-tries) could be a long-run equilibrium condition for real exchange rates among major industrial countries (Sarno and Taylor 2002, p. 2).

5. Krugman (1991) provides a good summary of the theoretical clashes between those who

affirm and those who deny the effectiveness of exchange rate changes.

6. A detailed explanation of the US approach to exchange rate policy is provided by

Taylor J. (2007, pp. 278–82).
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7.   Among the most comprehensive reviews of the literature see: Corden (2002), specifically

devoted to the choice of exchange rate regimes; and Sarno and Taylor (2002, pp. 171–207), especially Chapter 6 on ‘currency unions, pegged rates and target zone models’.

8. See, in particular, the broad analytical survey by Gandolfo (2001) and the contributions

included in the collection of essays edited by Williamson (1994).

9.   On exchange rate misalignments, see Chapter 5, section 5.2.4.

10. During that crisis the exchange rate went from around 2500 rupiahs per US dollar in

early 1997 to over 15 000 rupiahs per US dollar in mid-1998. It subsequently stabilized at around 7000 rupiahs (IMF–IEO 2003, p. 71).

11. If investors believe that devaluation will take place in a matter of days, the cost of bor-

rowing may be very high in percentage terms but will only have a marginal in fluence on the potential profit of the speculative transaction.




PART II

 

Global finance between crisis and reform




5.   The crises of global finance

 

Madamina, il catalogo è questo. [Madam, this is the catalogue.]

Lorenzo da Ponte (1787) from the libretto of Mozart’s Don Giovanni

 

Financial markets are markets in information, and information by its nature is asymmetric and incomplete. It arrives on an unpredictable schedule and when it arrives markets react. Inevitably, then, sharp changes in asset prices – sometimes so sharp as to threaten the stability of the financial system and the economy – will occur from time to time.

Barry Eichengreen (2002, p. 4)

 

5.1   HOW MANY CRISES?

 

Financial crises with international repercussions have occurred throughout the history of the world economy, well before the word ‘globalization’ was coined and circulated in print. 1 International lending, sometimes with unpleasant consequences for the institution providing the credit or for private investors, is nothing new. The examples abound.2 In 1343 the Florentine banks of Bardi and Peruzzi failed after King Edward III, to whom they had lent large sums of money, refused to honour the Crown’s obligations, producing the first case of sovereign insolvency with inter-national implications.3 In 1720 the financial ‘bubbles’ generated by the South Sea Company in England and by the Mississippi Company in France burst, precipitating severe crises in the London and Paris stock markets and sending out international shockwaves. 4 A more systematic analysis of crises from the inception of the Gold Standard (around 1880) to the end of the twentieth century reveals that episodes of severe financial turbulence, affecting the exchange rate, the banking system or both, have been a recur-rent feature in a broad sample of countries under different international monetary systems. However, the analysis also shows that ‘since 1973 crisis frequency has been double that of the Bretton Woods and classical gold standard periods and matched only by the crisis-ridden 1920s and 1930s. History thus confirms that there is something different and disturbing about our age’ (Bordo et al. 2001, p. 72).

The disquiet deepens if one broadens the definition of financial crisis to cover episodes of significant movements in the price of assets (broadly

 

89

90                Global finance between crisis and reform

 

defined to include bonds, stocks, foreign currencies and real estate), accom-panied by problems of market illiquidity. Indeed, the foreign exchange and banking crises of emerging countries of Latin America and Asia are only part of the story of financial instability in the last two decades of the twen-tieth century, when the roots of globalization burrowed deeper and deeper. A fuller account would include other key chapters covering the episodes of volatility and illiquidity in international bond markets during the 1990s; the misalignments of real exchange rates of the major world currencies in the 1980s and 1990s; and the ‘bubbles’ a ffecting stock markets and real estate markets in Japan in the 1980s and the United States and several other industrial countries in the 1990s.

Economists have paid varying degrees of attention to these types of financial instability. The financial crises of emerging countries have been the subject of countless papers and books which have provided extensive empirical evidence about the causes and the channels of propagation of disturbances on a global scale. 5 The cases of illiquid bond markets and of exchange rate misalignments among the major currencies have attracted considerably less attention by academic economists – with the notable exceptions of McKinnon (1996) and Obstfeld and Rogoff (2000) – and have been analysed mostly in the periodical reports issued by the IMF and the BIS. Bubbles in stock and real estate markets have only recently been the subject of renewed attention by analysts. After the ‘Great Crash’ of 1929, only the sudden and short-lived fall on Wall Street in October 1987 was thoroughly investigated by regulators, but mostly because of the role played by electronic broking systems in triggering and amplifying the downfall. The Japanese bubble of the 1980s was studied mostly by Japanese econ-omists as was judged to be largely the result of structural problems specific to the economy of Japan (see Shiratsuka 2005). The boom of the US economy in the 1990s, associated with the information and communication technologies (ICT) revolution and the development of the ‘new economy’, generated bubbles in the US stock and real estate markets with signi ficant international repercussions and led to a revival of interest in the subject.6

The vast economic literature on financial crises fails to shed any light, however, on an issue that is central for the purposes of this book: whether the various typologies of financial instability might be regarded as origin-ating from a common cause and whether this cause has anything to do with the workings of global finance. In a survey article on financial instability, Eichengreen (2004), having defined a financial crisis as ‘a sharp change in asset prices that leads to distress among financial market participants’, goes on to analyse the main causes of financial instability. Eichengreen’s survey identifies four main determinants of financial crises and instability: (1) unsustainable macroeconomic policies; (2) fragile financial systems;
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(3) institutional weaknesses; and (4) flaws in the structure of international financial markets. All these factors have been at play in the debt crises of emerging countries. The first three categories relate mostly to causes of domestic origin, pointing to the inconsistency of monetary and fiscal poli-cies with the exchange rate regime and the liberalization of capital move-ments, the inadequacy of prudential supervision of banks and financial institutions, and the lack of effective governance in the corporate sector. The fourth category includes exogenous causes originating from the oper-ation of global financial markets, where information asymmetries, herd behaviour and competitive pressures combine to generate situations of boom and bust in capital flows, with attendant contagion effects. Although lately, increasing attention has been devoted in the literature to this last cat-egory of systemic dysfunctions, particularly as regards the activity of hedge funds,7 the analysis of the primary causes of market dysfunctions is still insu fficient.

Economists and historians have worked closely to identify the economic, social and psychological factors that have consistently contributed to the generation of crises. The interpretative model of financial, national and international crises, devised by an acute theorist of financial instability, Hyman Minsky (1972), and con firmed by the research of an eminent eco-nomic historian, Charles Kindleberger (1978, 2000), seems to me entirely applicable also to the pathologies of global         8 fi nance. According to this model, at the root of crisis is an event that is external to the macroeconomic system – to use Minksy’s word, a displacement – that induces market par-ticipants to expect an increase in the price of both financial assets (such as shares, bonds and currencies) and real assets (land or buildings). In the past, these displacements consisted primarily of wars, the discovery of new territories, or inventions. In the age of financial globalization, in addition to technological innovations, displacements could include political and institutional changes, such as the fall of the Berlin wall or the creation of EMU. Whatever its cause, the displacement triggers an economic boom that is financed through credit expansion, generating an increase in money supply. The boom creates a climate of euphoria on the markets and an acceleration of financial transactions (overtrading), where the overesti-mation of expected pro fits translates into a sustained increase in prices. Euphoria, however, makes  the upswing vulnerable to sudden changes in expectations as soon as the prices no longer appear sustainable, and this in turn persuades some participants to cash in the profits made up to that point. In a climate like this, it is possible that a massive closure of positions will follow, with a strong negative impact on prices. This, in turn, slows down the entry of new buyers into the market and sows panic among investors, precipitating a headlong rush to sell. The generalized panic of the 92                Global finance between crisis and reform

 

market participants triggers heavy capital losses, bankruptcies and crises. The Minsky–Kindleberger model assigns a crucial role to the set of rules and institutions that govern the processes of monetary and credit creation, which I would de fine using the all-encompassing term ‘monetary constitu-tion’. In every country, the monetary constitution is the outcome of the decisions made at a national level by the various political and institutional bodies, but also of external obligations arising from the prevailing inter-national monetary system. In the Bretton Woods era, members of the IMF were obliged to adopt a monetary constitution aimed at maintaining stable exchange rates by pursuing appropriate interest rate policies and, if nec-essary, imposing restrictions on capital movements. The current global financial system leaves countries free to choose their own monetary consti-tution, but exerts strong pressure in favour of floating exchange rates and the liberalization of currency and capital transactions (see Williamson and Mahar 1998). In this context, it is conceivable that strong and rapid inter-actions can materialize through the operation of global finance between the monetary policies pursued by the major countries, the fluctuations of the exchange rates of reserve currencies, and the direction of international financial flows.

The remainder of this chapter will be devoted to the analysis of the episodes of financial instability that have been recorded in the last two decades of the twentieth century to determine whether historical develop-ments are compatible with the Minsky–Kindleberger model. In particular, it will examine whether conditions of excessive financing and ‘overtrading’ have materialized in response to ‘displacements’ of various kinds.

 

5.2   THE CAUSES OF FINANCIAL INSTABILITY

 

5.2.1   The Economic Background

 

The overall economic background against which recurrent episodes of financial instability have been recorded is surprisingly benign (see Table 5.1). Global real output between 1985 and 2006 grew on average between 2 and 5 per cent a year, with a low of 1.7 per cent in 1991 and a high of 5.4 per cent in 2006. Except for Japan, where a prolonged phase of stagnation has been recorded since the early 1990s, real growth in the rest of the industrial world has, on average, hovered between 2–4 per cent in the United States and between 1–3 per cent in the European Union. There have been very few years of recession or markedly low growth: 1991 in the United States, 1993 in the European Union. In emerging and developing countries, real output in 1985–2006 grew on average between 3.5 and 6.5 per cent a year, with a
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low of 2.0 in 1991 and a high of 7.9 per cent in 2006. In flation has been gen-erally declining in advanced economies, from 4.5 per cent on average in the mid-1980s to 2.0 per cent on average in the 2000s; among emerging and developing countries the rate of disin flation has been even more remarkable, falling from an average of over 70 per cent a year in 1990–95 to an average of around 6 per cent in 2002–06.

The pattern of payments imbalances among industrial countries and between them and the rest of the world has been much more disturbing (see Figure 5.1). The key destabilizing factor has been the US balance of pay-ments de ficit: after a decade of relative equilibrium following the devalu-ations of the dollar in 1971 and 1973, the current account balance deteriorated sharply in the mid-1980s reaching a deficit of over 3 per cent of GDP in 1985–86. In 1991 it returned to near equilibrium following the coordinated adjustment strategy adopted within the G7 (which will be analysed in detail in Chapter 7). It then began deteriorating again during the 1990s, reaching a record de ficit of $848 billion or 6.5 per cent of GDP in 2006. The counterpart of the US current account deficits has been the surplus of Japan and of the European Union until the end of the 1990s, and of emerging and developing countries since 2000 (with the EU surplus gradually being reduced to near balance). Against this background, the monetary policies of the three key-currency centres have been mostly in fluenced by domestic developments in output and inflation, and exchange rates have been left to the interplay of market forces (see Figure 5.2). It is indeed remarkable that in a scenario of significant price stability, good growth performances and sound monetary and exchange rate policies, financial instability has found so many opportunities to manifest itself, affecting in turn all regions of the world and all segments of the main asset markets.

 

5.2.2   The Debt Crises of Emerging Countries

 

The financial crises that struck the major emerging economies in the 1990s can be grouped into three distinct phases, characterized by different global economic scenarios. The first phase began with the Mexican crisis that struck at the end of 1994, highlighting the role played by global financial players in the sudden and massive turnaround of capital fl     9 ows. The second phase started with the crisis in Thailand (July 1997), rapidly spreading to nearby Asian countries such as Indonesia, Malaysia, the Philippines and South Korea (December 1997), and revealing how international contagion operated in the global financial market. The third phase originated with the collapse of the rouble in August 1998 and Russia’s subsequent default on its external debt. This phase induced global players to reconsider the
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Sources:

Real effective exchange rates (EER): for the United States and Japan deflated with producer prices (source: Bank of Italy); for the Euro area deflated with consumer prices (source: BIS). Index base year: 2000 = 100.

Interest rates: Board of Governors of the Federal Reserve System (e ffective federal funds rate; monthly averages of daily figures); Bank of Japan (collateralized overnight call rate; end of month); Euro area: Bundesbank (overnight money market rate; monthly average for 1985– 1998), and ECB (interest rates for main refinancing operations; end of month for 1999-to date).
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sustainability of exchange rate pegs in a number of countries on a global scale. The reassessment resulted in a new round of financial turbulence affecting Brazil (January 1999), Turkey (February 2001) and Argentina (December 2001).

Although these various cases presented a broad range of pathologies (a collapse of the exchange rate, illiquidity or insolvency of banks, corporate bankruptcies, and so on), the key determinants of the crises were the financial markets’ doubts about the ability of the countries concerned to service their external debt. In some cases, the crisis involved an outright default on the sovereign debt (Russia and Argentina); in all other cases, the default was avoided through a more or less voluntary restructuring of the debt (involving a rescheduling of repayments of principal and interest) or via the concession of large re financing packages by official and private creditors.

 

The Mexican crisis

The causes of the Mexican crisis were both endogenous and exog-enous. Domestic imbalances and structural weaknesses combined with unfavourable developments in the economic situation in the major indus-trial countries, especially the United States, paved the way for deep financial turbulence. The US economy slid into recession in 1991 after a long period of strong growth in the 1980s. In 1992 deceleration also started in other industrial economies, more sharply in Japan, where the e ffects of the burst-ing of the stock and real estate bubble were beginning to be felt, more grad-ually in Europe. The monetary policy response in the United States and Japan was quick and aggressive. The Fed cut o fficial rates from 8 per cent at the end of 1990 to 3 per cent in mid-1992, and kept them at this level until the beginning of 1994. The Bank of Japan lowered the discount rate from 6 per cent at the end of 1991 to 1.8 per cent in mid-1993, maintaining this level until mid-1995. The stance of monetary policy in Europe remained on the whole restrictive to counter the inflationary impact of German reunification. Official rates did not decline until after the EMS crisis of September 1992 (see page 119).

Against this background, private capital flows tended to move from the United States and Japan towards areas with higher interest rates: to Europe and emerging economies and in particular to Latin America and Asia. During 1990–93 Mexico recorded a net private capital in flow of $97 billion (see Table 5.2), two-thirds of which, according to IMF estimates (IMF 1995b), comprised portfolio investments. Mexico appeared highly attrac-tive to foreign investors for a number of reasons. As an oil-producing country the market expected it would enjoy a comfortable balance of pay-ments position; moreover, the Mexican economy was expected to benefit
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Table 5.2   Mexico: net capital flows (billions of US dollars)

 

1990   1991   1992   1993   1994   1995   1996   1997

Private capital 

flows, net           13.3    23.5    24.9     35.0    19.1 19.6   14.6    28.5

Direct invest-

ments, net         2.6      4.8      4.4      4.4    11.0     9.5    9.2    12.8

Portfolio invest-

ment, net        3.9    12.1    18.1    26.7     7.2   9.8   12.4     4.2

Other flows       14.6     6.6     2.4     3.9     0.9 19.3 7.0    11.5 O fficial capital 

flows, net           4.8     1.5     2.1    1.5   2.9    11.1 2.7   5.9

Reserve assets*      3.5   7.4   1.0   6.0    18.4   9.6 1.8 10.5 Memorandum item

Current account 

balance          7.5 14.6 24.4 23.4 29.7   1.6 2.5   7.7

 

Note:   * A minus sign indicates an increase.

Source:   IMF, World Economic Outlook, various issues.

 

considerably from participation in the NAFTA agreement signed at the end of 1992. Mexico had borrowed heavily from foreign lenders to implement an ambitious domestic investment programme, but this was considered sus-tainable for two reasons. First, because of the low level of US interest rates and, second, because of the weak trend of the dollar, which became evident towards the end of 1993 as the American monetary authorities carried out the delicate exercise of ‘talking the dollar down’ in the context of the trade negotiations with Japan (about which more will be said in the section ‘The yen misalignment’ – page 120). Financial markets did not seem to be overly concerned with the Mexican sovereign debt risk, the spread on which fell sharply until mid-1994 in line with the prevailing trend in other Latin American countries.

The situation changed suddenly at the beginning of 1994 when the Fed unexpectedly decided to tighten monetary policy to counter a possible overheating of the business cycle. Between February 1994 and the begin-ning of 1995 the federal funds rate rose from 3 to 6 per cent in a sequence of small changes that fuelled expectations of further increases, with negative repercussions on international bond and foreign exchange markets (see page 111). In Mexico, the deterioration of the domestic political situ-ation (including the murder of the ruling party candidate in the 1994 presi-dential elections) produced a climate of growing uncertainty and had a 100                Global finance between crisis and reform

 

negative impact on market sentiment towards Mexican risk. Doubts about the stability of the exchange rate led to large capital outflows, which the monetary authorities tried to counter by issuing short-term treasury bills denominated in pesos but indexed to the dollar exchange rate (the tesobonos). Towards the end of the year, difficulties in funding maturing tesobonos on the market generated a widespread crisis of confidence, which led to the abandonment of the currency peg on 20 December 1994, with very serious repercussions on the stability of the banking and financial system. Left free to float, the peso depreciated by 53 per cent until March 1995, when Mexico received a $51.6 billion financial assistance package from the United States and other industrial countries of the G10 as a bridge to loans to be provided by the IMF and the World Bank in support of a programme of macroeconomic adjustment. Subsequently the exchange rate stabilized (IMF 1995c, pp. 53–69). The massive injection of funds allowed Mexico to repay as much as $16 billion in tesobonos held by for-eigners. This averted a default on sovereign debt but the bail-out of foreign tesobonos holders raised moral hazard implications for the working of the global financial system.

The tequila crisis, as it was immediately dubbed, did not trigger similarly acute episodes in other emerging countries, but did have a considerable impact on spreads on international bonds and exchange rates. The widen-ing of the spreads resulted in a de facto closing down of the market for emerging countries’ bonds for several weeks from January to March 1995 (IMF 2001c). Surprisingly, the impact of the tequila crisis was also felt by industrial countries. At the beginning of 1995 the US dollar weakened con-siderably in exchange markets for fear that Mexico’s illiquidity would gen-erate difficulties for American banks; tensions were also felt on the spreads of European countries such as Italy and Spain, belonging at the time to the group of ‘high yielders’ that were somehow linked to the emerging coun-tries in the investment strategies of global players.

 

The Asian crisis

The macroeconomic and financial backdrop against which the Asian crises of 1997 materialized was heavily influenced by the prolonged stagnation of economic activity and private consumption in Japan and by the structural weaknesses of the Japanese banking and financial system. Monetary policy in Japan had already become strongly expansionary in the course of 1995, when the discount rate was lowered to 0.5 per cent to counter the strong appreciation of the yen (see Chapter 9). The provision of liquidity through expansionary policies was continued for several years, bringing market interest rates to zero. This opened up ample opportunities for global financial players to borrow in yen at low interest rates and invest in higher
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interest rate countries (the yen carry trades), earning a large positive spread with minimum foreign exchange risk due to the prospect of a weakening yen. In Europe too, monetary policies were becoming more expansionary following the abatement of inflationary pressures in Germany and progress towards the establishment of EMU: short-term rates declined to about 3 per cent in Germany and to 4 per cent in other main European countries. In the United States a relatively more restrictive stance was maintained, with rates stable at around 5 per cent.

In these circumstances, international capital flows tended to move from Japan, Europe and Latin America towards the emerging countries of Asia and Eastern Europe. During 1993–96 the five Asian countries that would be hit by a crisis recorded a combined net inflow of private capital totalling $197 billion (Table 5.3). Foreign investors were attracted to the Asian ‘dragons’ by the spectacular performance of their economies, with high growth rates, rising productivity, low inflation and reasonably sound macroeconomic policies. In particular, Lamfalussy noted (2000, p. 28), these countries underwent a phase of ‘over-investment’ (reminiscent of the ‘over-trading’ of the Minsky–Kindleberger model), which resulted in substantial excess capacity in electronics, home appliances, automobiles and real estate. Institutional factors, such as the liberalization of capital

 

Table 5.3                   a Asian countries: net capital flows (billions of US dollars)

 

1993 1994 1995 1996 1997 1998 1999 2000 2001

Private capital 

flows, net           30.8   35.4   56.8   74.3   5.6 31.6 13.9 15.7 16.2

Direct invest-

ments, net         6.7    6.5   10.3   11.7   10.2   11.5   14.6   14.3    8.3

Portfolio invest-

ment, net         25.0   13.3   18.6   26.9    8.9   9.0   11.6    7.0    3.2

Other flows        0.8   15.6   27.9   35.7 24.7 34.1 40.4 36.9 27.7 O fficial capital 

flows, net            3.2    0.7     8.8 4.7   13.7   17.0 2.2    6.6    0.6

Reserve assets b     20.0 6.5 17.5 4.8   40.6 46.9 38.2 22.4 11.7 Memorandum item

Current account 

balance          13.5 23.2 39.8 53.1 25.5   69.7   62.7 47.1   32.6

 

Notes:

a.    Indonesia, Malaysia, Philippines, South Korea and Thailand. b.    A minus sign indicates an increase.

 

Source:   IMF, World Economic Outlook, October 2001 and April 2002 (rounded figures). 102                Global finance between crisis and reform

 

movements or the ‘graduation’ of Korea to membership of the OECD, also contributed to positive market sentiment with regard to extending credit to these countries. However, both global players and the monetary authorities of the countries concerned paid insufficient attention to the final destination of the funds borrowed on international capital markets, often used to finance large projects with very long time horizons and a very limited capacity to generate earnings in foreign exchange.

The triggering factors of the Asian crisis are hard to pinpoint. In Thailand, where the crisis began, it is unclear why foreign investors sud-denly became concerned about the sustainability of the country’s balance of payments, which had recorded large current account deficits for a number of years, to over 8 per cent of GDP in 1996. The outlook for Thai exports may have been negatively influenced by the appreciation of the US dollar, to which the Thai baht was pegged, or by the deepening recession of the Japanese economy. Be that as it may, domestic and foreign market par-ticipants began to liquidate their baht-denominated assets in the early months of 1997, forcing the central bank to intervene to maintain the stab-ility of the exchange rate. As rumours about the adequacy of the central bank’s o fficial reserves began to circulate in the market, the outflow of capital intensified, leading to the floating of the baht in July, which precipi-tated a sharp devaluation. In the second half of 1997 the out flow of capital from Thailand via the banking system was in the order of $18 billion (Lamfalussy 2000, p. 32). The Thai crisis induced global players to review the sustainability of the external position of other countries in the region. Tensions spread quickly to Indonesia and the Philippines during the summer and finally to Korea in December, again resulting in the sharp depreciation of the exchange rate and insolvency of financial intermedi-aries and private corporations.10 Only in Malaysia and Hong Kong were the authorities able to contain the market pressures by reintroducing capital and exchange controls and by adopting innovative but unorthodox market intervention techniques to counter speculative attacks on the exchange rate (see Chapter 10). For the five countries most seriously affected, the crisis opened a five-year period of sustained capital outflows, totalling $100 billion (Table 5.3). After the outbreak of the crisis, Thailand, Korea and Indonesia applied for financial assistance from the IMF. The three coun-tries received a total of $117 billion from the IMF, the World Bank, the Asian Development Bank (ADB) and from G10 governments (Lamfalussy 2000, pp. 33–4). The official financing allowed Asian countries to repay to some extent the obligations incurred by domestic private banks and cor-porations vis-à-vis foreign financial institutions and investors, thus raising again moral hazard implications. In the case of Korea, the IMF package involved a debt rescheduling and a plan for commercial banks to roll-over
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credit lines to Korean borrowers. In the end, the plan entailed conversion of bank debts into Korean government bonds for a total of $24 billion (Desai 2003, p. 126).

The Asian crisis was the first case of turbulence in the era of financial globalization in which contagion effects unfolded with great intensity and rapidity throughout a large region of the world, affecting the lives and eco-nomic fortunes of tens of millions of people. The channel through which the contagion spread was essentially foreign trade, as the devaluation of the Thai baht was seen as a key negative factor for the competitive position of Thailand’s main trading partners in the region. There is little doubt, however, that the Thai crisis acted as a ‘wake-up call’ for global players, inducing them to reassess the risk on their total financial exposure to the region as a whole.11

 

Russia–Brazil–Turkey–Argentina

Following the Asian crisis, four significant episodes were recorded in the period 1998–2001, affecting countries in different regions of the world and with di fferent economic and financial profiles. To consider these episodes as additional outbreaks of the Asian contagion would be misleading. In fact, several months elapsed between the end of the Asian crisis (December 1997) and the Russian default (August 1998) and the triggering factors of the crisis were quite different. Indeed, Russia was regarded by global financial players as a superpower with huge natural resources and attractive pro fit opportu-nities, while its obvious structural and institutional weaknesses were seen as manageable in the context of the transition from a socialist to a market economy system. Contrary to other emerging countries, for a number of years before the crisis Russia had a current account surplus in its balance of payments, thanks to oil and gas exports. At the same time, considerable capital in flows from foreign investors, attracted mostly by the privatization process, were almost entirely offset by domestic capital outflows, mainly through banking channels, as residents were obviously sceptical about the outcome of the transition and the stability of the exchange rate (see Table 5.4). Foreign direct and portfolio investment flows to Russia were encour-aged by the strong political support the Russian government seemed to enjoy in the West, as witnessed by the decision to associate Russia to the G7 Summit meetings in 1997, and substantial IMF lending. The underlying factor that upset this precarious balance was the decline in the price of oil and gas, more than the activity of global financial markets (Lamfalussy 2000, p. 45). The declining trend of oil prices, already clear in 1997, accel-erated in early 1998 when London Brent was quoted at $17 per barrel and fell to less than $12 in August. Still, it took a letter by George Soros to the editor of the Financial Times published on 13 August 1998 to precipitate the
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crisis. Soros, the famous hedge fund manager who had successfully led the attack against sterling in the ERM in 1992, simply questioned the sustain-ability of the exchange rate peg of the rouble in the light of the deteriorat-ing outlook of the balance of payments and the willingness of the G7 countries to support an expansion of IMF financial assistance to Russia without clear commitments by the authorities to address its structural imbalances. As pressures mounted on the foreign exchange market, Russia decided on 17 August to let the rouble float and declared a unilateral mora-torium on the servicing of its rouble-denominated debt (a large share of which had been underwritten by foreign investors).

The Russian crisis had major international repercussions that posed a serious threat to the stability of the global financial system in the last quarter of 1998 (see page 113 below). Once the shock was absorbed, however, significant changes of a more durable nature were reflected in the attitude of financial markets towards emerging countries. A sharp reduc-tion in the ‘appetite’ for this type of risk resulted in a steep decline in the net flow of private capital to emerging markets. After a peak of $228 billion in 1996, private flows dropped to $192 billion in 1997 following the Asian crisis, before falling to $76 billion in 1998 and hovering around that level until 2002 (see Table 5.5). In the context of an overall strategy of risk aver-sion, global players singled out major emerging countries that continued to adopt pegged exchange rate regimes. This attitude resulted in what some observers called a ‘serial killer approach’ whereby pressure was exerted in succession on each of the main currency-peggers until they eventually let the exchange rate float freely. It is important to note that this change in market sentiment took place in the context of a generalized loosening of monetary policies to counter recessionary trends in all the major industrial countries and especially in the United States, a condition that in previous years had provided the stimulus for a reorientation of global capital flows towards emerging and developing countries in pursuit of higher returns. The key factor guiding the strategies of global players after the Russian crisis was, instead, the search for ‘quality’ of risk, attracting funds towards ‘safe havens’ like the United States. This explains why, at the same time as interest rates were brought to record low levels in the United States, the dollar and the Wall Street stock market both recorded strong gains.

The first victim of this new approach was Brazil, forced to float the real in January 1999. In fact, as can be seen from Table 5.4, Brazil had enjoyed a considerable net in flow of capital in the second half of the 1990s, mostly in the form of direct and portfolio investment. The pressure came mostly from foreign banks, concerned about the sustainability of the exchange rate peg in the presence of a persistent deficit in the current account balance of payments (other flows in Table 5.4 turned negative from 1997 onwards). In
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the new climate that had emerged in global financial markets, the Brazilian monetary authorities decided to abandon the exchange rate peg without risking a fully-fledged financial crisis.

The markets’ attention then turned to Turkey and Argentina towards the end of 2000, which in turn suffered substantial capital outflows. Turkey decided to let the lira float in February 2001, resulting in a significant depre-ciation of the exchange rate. In Argentina, the situation was further com-plicated by the existence of a currency board regime linking the peso to the US dollar, which did not allow for the un-pegging of the exchange rate except with the approval of parliament through an ad hoc legislative measure. Political uncertainties, related to the outcome of presidential elec-tions, and sharply deteriorating domestic economic conditions further aggravated the situation, eventually leading in December 2001 to the sus-pension of the currency board and to Argentina’s sovereign debt default. Argentina’s bankruptcy had an enormous impact on global market senti-ment regarding emerging countries in general and contributed to acceler-ating the ‘ flight to quality’ by financial intermediaries and investors.

 

Bad debtors or bad creditors?

What lessons can be drawn from the debt crises of emerging countries? In all countries the crisis was preceded by massive net inflows of foreign capital in the form of bank loans, portfolio investment (bonds and shares) and direct investment. In all cases, incoming foreign funds were used to finance broad and deepening current account deficits, of between roughly 3 and 8 per cent of GDP, in the three years prior to the crisis. In line with the Minsky–Kindleberger model, in all cases the crisis was triggered by net outflows of bank credit and/or portfolio disinvestment. In all cases, the crisis led to massive currency devaluations (often unduly amplified by the overshooting of floating exchange rates), the suspension of foreign, public and/or private debt repayments, and the insolvency of companies and financial institutions (Mussa et al. 2000b).

While excessive foreign credit was clearly one of the root causes of the debt crises, it must also be asked which other external factors led to the occurrence of the ‘displacement’ and subsequent improvement of the credit rating of these countries. The common factor was the advent to power of political forces that supported the implementation of economic liberaliz-ation programmes, privatization, international trade and integration in the global capital market, in line with the prevailing ‘Washington Consensus’. All the major industrial countries gave their political backing to these changes, with the full analytical support of the IMF (see IMF 2005a). Market participants considered that the nature of the ‘displacement’ could somehow overshadow the widely acknowledged gravity of the structural
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weaknesses in the economic, banking and financial systems of these coun-tries. Above all, there was an underestimation of the risks of exposure towards countries that lacked e fficient banking and financial supervisory structures. There was also a collective overestimation by the market of the degree of liquidity of loans granted to these countries, with the result that individual market participants underestimated the risk of insolvency of the debtor, trusting in their own ability to disinvest without incurring losses.

A crucial role was played by the exchange rate regime chosen by emerg-ing economies in creating the conditions for excessive recourse to foreign loans. In all of the countries hit by crisis, monetary authorities kept exchange rates either rigidly fixed or oscillating within narrow margins. The choice of a stable exchange rate was a crucial ingredient in lending credi-bility to the monetary stability strategies adopted by the authorities and in rapidly eradicating the inflationary psychology that had produced irrat-ional behaviour among producers and consumers. Yet the commitment to maintaining stable exchange rates also generated irrational behaviour; domestic borrowers and international financiers mistook this as an implicit guarantee against exchange rate risk. For borrowers, the guarantee meant access to foreign loans at a rate of interest that was much lower than that applied to loans denominated in the national currency. Creditors, mean-while, could count on a higher margin of return for their investments than that available on their own market. In short, a kind of collusive agreement was formed between creditor and debtor whereby the possibility for both to make a profit was based on a dubious assumption, namely that the exchange rate would remain stable inde finitely and irrespective of changing circumstances. Moreover, strong inflows of foreign capital led to an excess of domestic liquidity and fuelled domestic demand, bringing with it prob-lems of in flation and monetary control. The inflows also created a climate of euphoria in which concern for the correction of structural disequilibria and the strengthening of the banking and financial systems diminished.

This line of thinking – shared by most analysts – lays the blame for the crises of emerging countries at the doors of the countries themselves: they failed to pursue macroeconomic policies that were consistent with the choice of a fixed exchange rate regime; moreover, they freed up capital movements without having first installed supervisory and risk management structures in their own banking and financial systems. Indirectly, however, the IMF is also blamed for not having provided emerging countries with the necessary guidance on the policy strategy to deal with the impact of fi                  12 nancial globalization. The only blame that can be ascribed to the global market is of not having adequately priced credit risk and of having overesti-mated its ability to manage its own investments. Market participants, however, partly reject the accusation, claiming that the errors committed in 110                Global finance between crisis and reform


 

assessing risk were mostly due to the lack of transparency of debtor coun-tries regarding both their real economic situation and the adequacy of gov-ernment and market institutions and the judicial system. There is broad consensus, however, that after the outbreak of the crises, the markets dis-played destabilizing behaviour, leading to both an excessive correction of disequilibria and the spread of tensions to other countries.

I believe that this reading of the events does not give a proper weight to the role that, in a global financial system, is played by the interdependence between the policies and performances of major industrial countries and the external position of emerging economies. As noted by the IMF (2001c, p. 79), this issue has been comparatively neglected by research. Clearly, however, global markets are in fluenced by the transmission of impulses through the channels of international trade and global finance, in particu-lar by changes in exchange and interest rates.13 The impact of movements in interest and exchange rates of the major countries can be rapidly trans-formed into a crisis factor for emerging market economies that have a struc-tural current account de ficit offset by a net inflow of foreign capital. These countries must import the capital goods needed to fuel the growth process and incur debts to finance the necessary investments. Once their productive base has been broadened, they will become net exporters and will be able to repay the debt. The market is quite willing to finance these deficits so long as they are ‘sustainable’, or remain at least relatively stable with respect to GDP, and are the result of an increase in productive investments. However, since the foreign debt is denominated in one of the major reserve currencies, 14 the financial position of the indebted country can be sig-ni ficantly affected, either positively or negatively, by changes in interest rates in the creditor countries and fluctuations in the exchange rates of their own currencies. In practice, the net impact of these effects turns out to be negative for debtor countries more often than not. If the currency in which the debt is expressed (say, the dollar) depreciates, it is likely that the inter-est rates on the borrowed funds will rise as a result of monetary policy tight-ening (by the Fed), and the advantage of having a less burdensome principal debt is offset by the higher interest payments. Moreover, a stronger exchange rate will lead to a slowdown in exports from the debtor to the creditor country. In the opposite case, when the currency of the cred-itor country appreciates, it does not always follow that interest rates will fall (as was the case in the United States in the second half of the 1990s when the rising dollar was accompanied by high interest rates as a result of a Fed policy). Even less certain is the incentive effect on exports, given the fre-quency with which creditor countries adopt protectionist regimes targeting products from emerging markets (food and textiles). In conclusion, when the net effect is positive for the debtor country its foreign debt position is
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made only marginally easier to manage, while when the net effect is nega-tive, the implications can be much more serious. The line of demarcation between payments disequilibria that the market believes to be sustainable, and is therefore willing to finance, and those it believes to be unsustainable is actually very blurred. All other things being equal, changes in the exchange or interest rates of the major currencies can, in fact, tip countries from one category into another in a matter of – literally – hours. If this happens, the credit flow is abruptly interrupted, with serious consequences for the debtor countries’ exchange rate and balance of payments and even for their solvency. The conclusion is supported by recent evidence quoted by Williamson (2005, pp. 7–8),15 which underscores the importance of ‘the state of liquidity in the markets of the developed countries’ as a factor in explaining the transition from boom to bust in emerging countries.

 

5.2.3   The Liquidity Crises in Bond Markets

 

The debt crises of emerging countries provided a backdrop against which episodes of severe tension in the financial markets of leading industrial countries took place, giving rise in some cases to serious illiquidity prob-lems for major intermediaries. Two episodes, in particular, stand out for their global nature and systemic implications: the simultaneous collapse of the major bond markets in 1994; and the sudden drop of liquidity and a generalized increase in risk premia in the second half of 1998 (see Figure 5.3). In both cases, the tensions can be traced back to excessive credit, both through bank lending and fund raising from financial and derivative markets, accompanied by a widespread underestimation of market risks.

 

Bond market collapse in 1994

During 1994, global bond markets recorded capital account losses esti-mated by the BIS (1995, pp. 94–117) at about $1.5 trillion, equal to almost 10 per cent of GDP in the OECD countries, the biggest loss in over a decade and among the biggest losses of the post-war period. The collapse of government and corporate bond prices and the consequent sharp rise in long-term interest rates began in February 1994 when the Fed, which was concerned about the re-emergence of in flationary tensions in the United States, raised o fficial interest rates. The episode is significant because of the rapidity of the reaction of market rates to the change in official rates, and the strong correlation between the movement of yields on the American market and on the markets of a great number of other countries. In Europe, for example, market rates rose in line with US yields, despite the fact that the monetary policy of the central banks of the EMS (following the period of major contraction linked to the currency crisis of 1992–93) continued to 112                Global finance between crisis and reform
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be set along expansionary lines. Moreover, the extent and intensity of the markets’ reaction contrasted with the widespread climate of low inflation that prevailed in most industrial countries, with the exception of the United States; the Fed’s abrupt tightening appeared to have transformed, radically and without warning, the markets’ forecasts for world economic growth and global inflation (see Table 5.1).

In practice, the very particular circumstances in which the trend of rising bond yields was inverted can be largely explained by looking at how financial markets operate. According to the BIS, the sharp rise in yields was the result of an excessive drop registered in 1992–93 that had seen bond market rates fall to unjustifiably  low levels, which were therefore unsus-tainable in the long term. In essence, the inversion of the trend was so abrupt precisely because it represented the correction of a previous collec-tive overshooting by markets. The tendency of bond markets to overshoot in one direction or the other can be explained by the ease with which global intermediaries can open major speculative positions on fixed-income
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securities by recourse to financial leverage (in other words, by borrowing) or through derivative instruments, with only a modest investment of their own capital. Moreover, it is precisely this widespread dependence on bor-rowing to finance speculative financial positions that leads to their rapid liquidation as soon as developments alter the risk profile. Both these factors played an important part in the collapse of the bond markets in 1994. The availability of loans induced an ever-greater number of intermediaries to assume that the increase in bond prices would gradually affect bond markets worldwide, from the United States to Europe to emerging coun-tries. Often the purchases involved long-term bonds (typically with a maturity of ten years) and were financed using short-term credit that enabled operators, in the event the investment proved successful, to profit not just from capital gains but also from positive interest rate spreads. The increase of o fficial interest rates made the financing of speculative positions more costly and generated expectations of a fall in bond prices, inducing intermediaries to close positions. This made the downward pressure on prices more acute, often through the triggering of automatic mechanisms for the sale of securities once they had reached a predetermined level. The need to limit the maximum amount of losses as rapidly as possible arose also from the fact that the reversal of the trend had become apparent at the beginning of the year, when investors had not yet made enough profits to absorb the losses without jeopardizing their quarterly statement of accounts to shareholders and, more in general, to the market. As a result of these rapid liquidations, between the beginning and end of 1994, gov-ernment bond yields rose on average by between 2 and 3 percentage points in industrial countries, with peaks of between 3 and 4 percentage points in Italy, Spain and Sweden. In emerging markets, the increase was in the order of 6 to 8 percentage points.

What happened in the bond markets in 1994 confirms that a financially globalized system tends to produce not only widespread and sharp fluctuations in prices on bond markets, but also misalignments in long-term interest rates with respect to the fundamentals of the economies involved. While fluctuations in prices are certainly an intrinsic characteristic of markets, the misalignments of bond rates imply greater potential costs in terms of the ine fficient distribution of resources; according to the BIS (1995), misalignments increase the probability of sudden and disorderly corrections of trend and the risk of global financial instability.

 

Financial market illiquidity in 1998

In the two months following Russia’s declaration of insolvency on 17 August 1998, a turbulence on international financial markets occurred, which the BIS (1999) described in its annual report in rather dramatic terms: 114                Global finance between crisis and reform

 

During this brief spell, financial markets around the globe experienced extraor-dinary strains, raising apprehensions among market participants and policy-makers of an imminent implosion of the financial system. As investors appeared to shy away from practically all types of risk, liquidity dried up in financial markets in both industrial and emerging economies, and many borrowers were unable to raise financing even at punitive rates. Prices for all asset classes except the major industrial country government bonds declined and issuance of new securities ground to a halt. (p. 82)

 

This episode of severe tension cannot be considered a mere ‘coda’ of the Asian crisis in the summer of 1997. Rather, it was the financial collapse of Russia, a country that up to few years earlier had been believed to be a world superpower capable of standing shoulder to shoulder with the United States, that was perceived by the market as a potentially devastat-ing global event. There could be no alternative explanation for the mass stampede of every category of intermediaries – institutional investors and professional portfolio managers leading the field – from all types of risk and their equally feverish quest for liquidity that was increasingly hard to secure. The effect of this global rush towards quality was to widen to unprecedented levels the spread between the yields of securities perceived as being more liquid and secure and those of all the other financial instru-ments in both industrial and emerging economies. Yet even when choosing securities issued and guaranteed by the state, investors favoured the most recent issues (on the run) because they believed them to be more liquid than those that had been available on the market for longer. In Europe, spreads widened between securities issued by governments that had already been admitted to EMU and those that had not. In Italy, the interest rate di fferential between the 10-year Treasury bond and the comparable Bund issued by the German government, which had fallen to roughly 20 basis points after the decision to include the lira in the single European currency, rose to 50 basis points between September and October 1998. Similar trends were recorded in France and in the other ‘hard core’ EMU countries.

The increase in spreads proved ruinous for global players that had built convergence trades around the hypothesis of a gradual narrowing of credit margins. With market participants already reeling from the losses incurred in the Asian crisis, the unusual increase in spreads spelled trouble for many intermediaries, forcing them to meet payments the magnitude of which even sophisticated risk-management models based on historic trends had failed to anticipate, precisely because of their exceptional nature. All attempts to curb losses by closing positions only helped sharpen market tensions and fuel fears of a possible collapse of the global financial system. It was against this background that Long Term Capital Management (LTCM), a hedge fund which had accumulated liabilities for a total of over
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$125 billion against assets of roughly $4 billion, became illiquid and sought assistance from the US monetary authorities.16 The Fed arranged a refinancing of LTCM by a group of creditor banks on 23 September 1998, and reduced official interest rates the following 29 September. It was feared that an overly hasty liquidation of positions of the large LTCM exposure would have brought unsustainable pressures to bear on other intermedi-aries and across the entire US financial market, with serious international repercussions. The intervention of the Fed reassured the market about the timeframe and procedures for the management of LTCM liabilities, and the reduction in official interest rates provided confirmation that the Fed would supply liquidity if the market needed it. Despite these interventions, tur-bulence on the market persisted until mid-October, also giving rise to moments of unprecedented tension and volatility on the foreign exchange markets of the major currencies, in particular the dollar and yen. The losses many operators made on convergence trades persuaded them to anticipate the repayment of yen liabilities (borrowed at low interest rates) incurred to finance investments in dollar bonds (yielding high interest rates). One con-tributing factor in the decision to ‘unwind’ the yen carry trade was the expectation of a depreciation of the dollar against the yen which could have significantly reduced the return on these transactions. This triggered a strong upward trend for the yen, which rose by 12 per cent against the dollar in just two days (from 7 to 8 October), the highest increase recorded since 1971. It was not until the end of the month, when it became clear that the failure of LTCM had not been the beginning of a chain reaction of insol-vencies in the banking and financial system, that the tensions subsided, enabling a gradual return to normal working conditions on financial markets.

 

5.2.4   Exchange Rate Misalignments

 

The transition to the floating exchange rate regime during the 1970s saw a signi ficant increase in the short-term volatility of exchange rates among the main currencies, with large medium-term swings between the dollar, yen and European currencies in both nominal and real terms (see Figures 4.1 and 5.2). A key issue on this subject, from both an analytical and policy point of view, has been whether it is possible to determine when exchange rate trends might be regarded as a ‘misalignment’ and therefore as being likely to lead to international payments imbalances and macroeconomic instability. Despite the well-known conceptual and statistical difficulties involved, the IMF (Mussa et al. 2000a; IMF 2000a, p. 15) identi fied as a misalignment a number of situations in which exchange rates persistently deviated from equilibrium levels by over 10–15 per cent. The first misalignment identified 116                Global finance between crisis and reform

 

using this empirical method was the appreciation of the nominal and real exchange rate of the dollar with respect to all the other principal currencies in the period from 1983 to 1985. In the 1990s, these episodes became more frequent: there was the appreciation of the real exchange rate of European currencies against the German mark that led to the crisis in 1992–93; the appreciation of the yen against the dollar in 1994–95; and finally, the depre-ciation of the euro against the dollar and the yen in 1999–2000.

Since the beginning of the third millennium the concept of exchange rate misalignment has not been mentioned in IMF o                 17 ffi cial documents. This is probably because it implies a value judgement on speci fic currencies and may incite speculative pressures. However, the external imbalances that are in many cases related to exchange rate misalignments have, unfortunately, not disappeared. Thus, the issue is currently being dealt with by estimating the change in real exchange rates that may be required, in addition to other policy measures, to adjust a given external imbalance (IMF 2002, pp. 65–81; IMF 2005b, pp. 109–28; Obstfeld and Rogoff 2005). Irrespective of the terminology used, there is broad consensus that, notwithstanding a partial correction, over the period 2000–2006 a substantial overvaluation of the US dollar has persisted, alongside a possible undervaluation of the Chinese renminbi and of other Asian currencies. In all the cases of mis-alignment under review, the evolution of exchange rates has been heavily in fluenced not only by changes in trade and current account balances but also by international capital flows. Speculative factors and bandwagon effects have played a significant role.

 

The ‘mother of all misalignments’: the dollar overshooting of 1983–85 The first and most important exchange rate misalignment of the post-Bretton Woods era originated in the early 1980s. At that time the world economy was struggling to cope with the consequences of the second major oil shock (following OPEC’s decision to raise the price of crude oil by roughly 60 per cent in 1980), which was igniting in flationary tensions and simultaneously reducing the purchasing power of households. The ‘stagflation’ was apparent in rates of inflation of over 10 per cent in most industrial countries and 30 per cent in developing countries, coupled with a sharp drop in the growth of GDP. In 1982 the volume of international trade fell by 2 per cent and GDP in the G7 countries declined on average by 0.4 per cent, contracting by as much as 2.9 per cent in the United States. Meanwhile balance of payments disequilibria between oil-producing and oil-consuming nations widened. Monetary policies were uniformly restric-tive across all the major industrial countries, while fiscal policies were mod-erately expansionary due to the e ffect of automatic stabilizers (resulting in a drop in tax revenue and a rise in unemployment spending). This was not
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the case of the United States, where the tax cuts imposed by the Reagan administration more than doubled the federal budget deficit forecast for 1982 (from $45 to $111 billion). Yet despite the predicted worsening of the ‘twin de ficits’ of the balance of payments and the budget in the United States, the dollar performed strongly on foreign exchange markets. This was thanks to substantial inflows of funds attracted by high US interest rates (over 12 per cent); better growth prospects (the United States was still an oil producer, even if it had to import oil to meet domestic demand); and the trust of international investors in the ‘safe haven’ that America tradit-ionally represented in times of political uncertainty and economic and financial turbulence. The dollar began to appreciate in the spring of 1980 and three years later its effective exchange rate had risen by roughly 25 per cent. The strong dollar caused problems for the EMS, leading to five realignments of the parities of European currencies in the period. At the same time, conditions of stagflation persisted in Europe due to the com-bined effect of high interest rates and currency devaluations.

It was in these circumstances that monetary authorities in the other G7 countries became increasingly convinced that the dollar’s performance was not justified by the underlying conditions of the US economy. They regarded the strength of the dollar as a reaction of financial markets to an unsustainable combination of US economic policies, where the govern-ment’s excessively expansionary fiscal policy had obliged the Fed to respond with a tough monetary restriction. This policy mix was judged detrimental both to the US economy, in as much as it aggravated the twin deficits, and to the global economy, by jeopardizing the adjustment of international trade imbalances and a return to non-inflationary growth. The Reagan government, by contrast, remained persuaded that an expan-sionary fiscal policy would support growth, helping to reduce the debt-to-GDP ratio, and blamed Japan and Europe for hampering the recovery of their economies through government interventions and protectionist poli-cies that widened the American trade gap. As far as the dollar was con-cerned, Reagan’s attitude was that exchange rates were determined by the free market, on the basis of investor confidence, and that a strong exchange rate helped combat inflation. The Reagan administration therefore dis-missed any possibility of intervening on exchange markets to halt the swelling of the speculative bubble. This deep disagreement regarding the operational choices of international economic policy strategy ultimately required the involvement of the highest political instances of the G7 and the issue was put at the top of the agenda of the summit attended by the heads of state and government in Versailles in June 1982. But, despite strong pressures exerted by President Mitterrand, the summit’s host, Reagan refused to give ground and would only concede the approval of a 118                Global finance between crisis and reform

 

‘statement on international monetary undertakings’ in which the G7 accepted a ‘a joint responsibility to work for greater stability of the world monetary system’ and declared themselves willing to strengthen cooper-ation with the IMF in its activities of multilateral surveillance of the main currencies. It was also agreed, if necessary, ‘to use intervention in exchange markets to counter disorderly conditions’ (IMF 1982). To make up for the absence of any concrete undertakings in these declarations, President Mitterrand persuaded other members to approve the establishment of a group of experts from finance ministries and central banks of the G7 charged with analysing the effectiveness of interventions on currency markets from an empirical standpoint and drawing up a report on their findings in time for the next summit.

To some extent the report’s conclusions (Jurgensen 1983) were forgone, because the US representatives made it clear they would not approve a text that con firmed the effectiveness of interventions and recommended their use. Despite this, the debate within the group provided ample analytical food for thought as well as plenty of information on the decision-making processes and reaction functions of monetary authorities with respect to market developments. This was also thanks to the more open attitude of the Fed, which, as Volcker recalls (Volcker and Gyohten 1992, Chapter 8, p. 237), cooperated with representatives of continental European countries to ensure that the report’s conclusions were not entirely negative.

The Jurgensen Report was discussed at the G7 Summit held in Williamsburg in May 1983, but the stalemate on exchange rate policies per-sisted. The dollar continued to appreciate, but the recessionary cycle of the G7 economies had come to an end and inflation was falling; monetary issues began to appear less pressing even though European countries, and France in particular, continued to call for a comprehensive review of the functioning of the international monetary and financial system. The most that the ‘interventionists’ succeeded in obtaining from the summit was a general commitment to stabilize currency markets that would take account of the conclusions of the Jurgensen Report, as well as a directive to finance ministers to ‘define the conditions for improving the international mon-etary system’. A period of broad-based discussions within the G1018 fol-lowed, but progress was very slow because the US government did not want the negotiations to end up with an ‘indictment’ of its economic policy on the eve of the Presidential elections of 1984. The markets interpreted this laissez-faire approach as yet another demonstration of the economic and political muscle of the United States and used it to justify moves to drive the dollar up further, ignoring the increasing internal and external disequi-libria in the US economy. In 1983 the budget deficit reached 4 per cent of GDP and in the course of 1984 the trade gap doubled, climbing to $120
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billion. Eventually, the misalignment was corrected not by market forces but by the coordinated foreign exchange interventions of the G7, which will be analysed in detail in Chapter 7. Here it will be su fficient to note that the action to stop the upward overshooting of the dollar obliged financial markets to reassess their outlook for the US currency, leading them to unwind rapidly their long dollar positions. This in turn induced signi ficant capital outflows from the United States, eventually turning the necessary devaluation of the dollar into a downward overshooting.

 

The EMS crisis

The EMS crisis of 1992 to 1993 is described in the literature as essentially due to a competitiveness gap between the German mark and the other European currencies, exacerbated by problems stemming from the reunification of Germany in 1990 and the vicissitudes of European mon-etary integration (Collignon et al. 1994; Buiter et al. 1998). The emphasis is once again on exchange rate policies, this time of the countries belong-ing to the EMS. Following the realignment of ERM parities in 1987, all the EMS countries kept their nominal exchange rates unchanged with respect to the mark, despite having higher inflation than Germany. The resulting appreciation in real exchange rates and heavy losses in competi-tiveness, which were not offset by increases in productivity, were seen as the trigger for the currency crisis. Subsequent analyses (Eichengreen 2000) focused more on the role of capital markets in generating the crisis. The financial market had initially ignored imbalances in competitiveness, banking on the fact that the transition to EMU would strengthen the process of real convergence between the economies of the member coun-tries. In fact, the successful negotiations for a treaty on EMU during 1991 led to a widespread expectation by the market that interest rates on gov-ernment bonds issued by the EMS member countries would converge around the level of yields in Germany, barring a modest spread to cover the difference in credit ratings. It was also expected that the exchange rates of EMU candidate countries would remain stable. These expectations translated into mass purchases of securities issued by countries like France, Italy and Spain, whose currencies were considered certain partici-pants in EMU together with Germany, but whose interest rates were much higher than German rates. A survey carried out on behalf of the G10 finance ministers and central bank governors in April 1993 (G10 Deputies 1993) estimated net inflows of capital in these countries, in the two and a half years from the beginning of 1990 to halfway through 1992, to be in the region of $150 billion. The majority of the inflows were linked to trans-actions betting on the convergence of exchange and interest rates and were carried out by major international banks and financial institutions. In the 120                Global finance between crisis and reform

 

United States in particular, in the two years 1990–92, convergence trades in the EMS currencies created a new segment in the financial services industry. Hedge funds mobilized $25 to $30 billion to carry out, also with the help of derivative instruments, convergence trades in multiple amounts with respect to their capital base. Subsequently, the upward pressure on interest rates in Germany, due to a revival of in flationary expectations con-nected to the expenditure for the rebuilding of East Germany, persuaded the markets that a parallel tightening of monetary policies could not be sustained by other European economies. Market participants therefore doubted the sustainability of the parities of currencies such as the French franc, lira, pound sterling and peseta. In 1992, when uncertainties grew over the ratification of the Treaty of Maastricht by Denmark and France, the market perceived that the EMS cooperation mechanisms could not be fully applied due to Germany’s reluctance to loosen its restrictive mon-etary policy. The result was the ‘coordination failure’ which, according to Padoa-Schioppa (1994), was the root cause of the EMS crisis. Mass outflows of capital followed from ‘weak’ currencies towards the mark pre-cipitating, in September of the same year, the exit of sterling and the lira from EMS and their sharp depreciation. The crisis spread to other European currencies and culminated in August 1993 in the French franc crisis that necessitated the broadening of the fluctuation band around EMS exchange rates from 2.25 to 15 per cent.19

 

The yen misalignment

The third episode of misalignment relates to the strong rise of the yen against all the major currencies, and in particular against the dollar, in the period 1994–95, when the e ffective exchange rate of the yen appreciated by over 20 per cent (see Figure 5.2). This development has to be placed in the context of the deep stagnation of the Japanese economy, following the bursting of the asset price bubble at the end of the 1980s (described in greater detail in the section ‘The Japanese bubble’ – page 126). The mis-alignment was actually part of a long-term upward trend of the yen that began at the end of the Bretton Woods era and was rooted in Japan’s large, deep and lasting structural current account surplus. The surplus, which averaged nearly 3 per cent of GDP per annum in the period 1973–93, was o ffset by capital outflows in the form of financial and direct investment (see IMF 2001b, 2006b). This helped to brake, but not prevent, the appreci-ation of the yen. The persistence and magnitude of the surplus fuelled expectations on the exchange market that the yen’s appreciation would also persist: this in fluenced foreign exchange hedging transactions by major Japanese exporters and signi ficantly contained capital outflows, putting more upward pressure on the yen. The result was the creation of what
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McKinnon and Ohno (1997) would later refer to as the ‘syndrome of the ever-higher yen’, further hindering e fforts to lift the Japanese economy from stagnation.

This was the backdrop for the complex economic and financial interplay of relations between the United States and Japan, which was transformed into a serious confrontation over the dollar–yen exchange rate. 20 Despite the expansionary monetary policy adopted by the Bank of Japan to avoid the emergence of an interest rate differential on the money market that would favour the yen, the tensions pushed the yen up even higher against the dollar. The upward trend continued well beyond the moment in which a broad interest rate differential in favour of the dollar emerged, in the early months of 1995, fueled by massive inflows of capital into Japan, supported by the expectation that the appreciating trend would continue. During 1995, net capital outflows dropped to a little over half of what they had been in 1994 (from $131 to $75 billion), forcing the Bank of Japan to mop up a significant amount of the current account surplus ($35 billion) to prevent any further appreciation of the exchange rate. The trend was not inverted until 1995, fol-lowing a series of coordinated interventions by the monetary authorities of the G7 (see Chapter 9). The uncommon prospect of a weakening yen redi-rected capital flows towards the dollar, supported also by a fall-off in forward trades by Japanese exporters no longer obliged to hedge against exchange rate risk. Since that time the syndrome of the ever-appreciating trend seems to have disappeared, although it did resurface in 1998–2000, at a time when the Japanese economy was experiencing severe stag flation.

 

The undervaluation of the euro

The fourth episode of misalignment, that between the dollar and the euro, occurred in 2000 (IMF 2000a, pp. 15–16), when the value of the euro meas-ured against medium-term economic fundamentals appeared to be mis-aligned by 25 to 30 per cent with respect to the dollar and the yen. In the third quarter of 2000, the e ffective nominal and real euro exchange rate dipped under the historic low registered in 1984 by the currencies that would switch to the euro. The euro’s weakness was also seen as a re flection of the growing misalignment of the dollar, whose exchange rate continued to get stronger despite the widening American balance of payments deficit (which had reached over 4 per cent of GDP in 2001) and the strong deterioration (to 23 per cent of GDP in 2000) in the net debtor position of the United States (Obstfeld and Rogoff 2000). The existence of a misalignment of the euro was subsequently con firmed by the ECB using a broad spectrum of models to gauge equilibrium exchange rates (Maeso-Fernandez et al. 2001).

The causes of the euro’s excessive depreciation against the dollar have been the subject of a lively debate among economists, market observers and 122                Global finance between crisis and reform

 

politicians. From the list of possible factors those most often highlighted are of a bilateral nature, such as the superior cyclical performance of the United States with respect to the European Union, the interest rate di fferential in favour of the dollar, and the positive impact of the ‘new economy’ on productivity and therefore on medium-term growth prospects in the US economy. Delays in the EU’s structural reform process and the liberalization of domestic markets were also cited as possible causes. These factors were apparently at the root of strong capital out flows, principally for investment in manufacturing and financial activities, from the European Union to the United States. An in-depth analysis of the issue conducted by the IMF (Meredith 2001), however, concludes that many of these expla-nations were not borne out by events or by subsequent developments. For example, the dollar continued to perform strongly against the euro even after the emergence of an interest rate di fferential in favour of the euro in 2001 or after the decline of US economic growth to a rate below that of the euro area. Even the EU structural weaknesses argument (rigidity of the labour market, excessive regulation, and so on) was found to be invalid because these flaws did not become more pronounced in the period of the euro’s decline. On the contrary, measures were already being taken to remove or mitigate them. The IMF’s analysis highlighted, instead, the in fluence of financial factors operating on both sides of the dollar-euro relationship. The dollar benefited from the structural reduction in the risk premium in equities, mostly related to the development of the ‘new economy’, which gave rise to an exceptional increase in stock prices from the mid-1990s and acted as a magnet for foreign capital in flows. Moreover, the euro exchange rate was affected by changes in the behavioural patterns of international financial markets due precisely to the introduction of the new single European currency. The euro’s introduction was accompanied by a sharp rise in bond issues denominated in euros by residents to take advantage of the depth and liquidity of the new market, and by non-residents because interest rates were lower than on the dollar market.21 This increased supply was not matched by an equivalent demand for funds denominated in euros by non-resident issuers, who normally converted the proceeds of the issue from euros into their own currency, thereby putting downward pressure on the euro exchange rate. Moreover, among resident investors there was demand for a greater diversi fication of portfolios in favour of non-euro area currencies to make up for the re-denomination of investments carried out in national currencies due to make the changeover to the euro.

Another possible negative influence in the performance of the euro was the sudden change in expectations of foreign currency dealers regarding the impact of the new currency’s introduction on global exchange rate
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relationships. Ever since the creation of EMU in May 1998, and well before the introduction of the single currency, the widespread expectation on markets had been that the euro would bring about a rapid and massive diversification of the portfolios of intermediaries and institutional investors and in the official reserves of central banks. It was taken for granted that there would be a reduction, in favour of the euro, of the dollar’s share (McCauley 1997; Bergsten 1999) and a dollar depreciation was widely anticipated. Prompted by forecasts of this kind, dealers opened speculative positions that favoured the euro for the entire second half of 1998, recording a significant appreciation of currencies due to make the changeover to the euro (see Figure 5.2). When international portfolios failed to diversify rapidly in favour of the euro, operators began to close their speculative positions that bet on a rising single currency: the result was a one-way market in the supply of euros, in which downward specula-tion became consistently profitable. It is indeed surprising that these expec-tations were able to in fluence the global foreign exchange market. The empirical evidence on the processes that lead a country’s currency to become an ‘international currency’ and an official reserve asset shows, in practice, that such processes develop very gradually and that there is strong resistance to change by economic agents. The long-standing hegemony of sterling until the outbreak of the Second World War is proof of this, as is the substantial resilience of the dollar’s share after the Second World War, despite several bouts of pronounced weakness in the 1970s against other reserve currencies such as the German mark and the yen. Further con-firmation was provided by the scant success of attempts to replace the dollar with an ‘artificial currency’ such as the Special Drawing Rights (SDR) created by the IMF (Mussa et al. 1996; Eichengreen and Frankel 1996; Padoa-Schioppa and Saccomanni 1996). Also in the case of the euro, the evidence gathered by the ECB five years after its introduction ‘supports the view that changes in the international role of currencies are slow and gradual’ (ECB 2005a, p. 62).

 

A new misalignment of the dollar?

Exchange rate developments in the 2000s have not followed uniform pat-terns. Until early 2002, the US dollar continued to appreciate in nominal and real terms along a trend that had begun in 1995 and which had been strongly supported by the large private capital in flows, attracted by the euphoria surrounding the ‘new economy’ and the ICT bubble on the stock market. Some time after the irrational exuberance subsided in Wall Street, the dollar began to depreciate, a development that was also linked to the turnaround of the downward overshooting of the euro in 2001. The dollar decline continued until the end of 2004, when it was trading some 22 per 124                Global finance between crisis and reform

 

cent below its peak in January 2002 in real effective terms (see BIS 2002, p. 78). Over the same period, the euro appreciated by 23 per cent and the yen was at the same level as three years earlier. Since January 2005 the dollar has appreciated again vis-à-vis most currencies, despite a growing current account deficit in the US balance of payments that stood at over 6 per cent of GDP in 2005. The dollar resumed a downward trend at the end of 2005 and in 2006 as a whole depreciated by 4 per cent in real effective terms, with no consequence on the size of the current account de ficit. The downward trend of the dollar has continued in the first quarter of 2007. Since the end of the stock market bubble, the US current account deficit has been financed to a growing extent by purchases of US Treasury bonds by central banks of Asian countries (China and Japan especially, but also by other Asian emerging countries). The massive accumulation of claims on the United States by these central banks is the result of intervention pur-chases of dollars in the foreign exchange market in order to prevent the appreciation of their currencies.

The debate about whether there is a dollar misalignment in view of the large and persistent US current account de ficit has continued without reaching unanimous conclusions. Here it will be sufficient to recall that the overwhelming majority view among economists is that the deficit will not be sustainable and will not be corrected in the absence of a sizeable depreciation of the real exchange rate of the dollar, in the order of 20–35 per cent.22 The position of the US authorities has been that the deficit is basically due to the strong and persistent demand for US dollar-denomi-nated assets by the rest of the world economy (see US Administration 2006). Bernanke (2005) had earlier taken a more elaborate position, arguing that the increase in the US current account de ficit was due to the emergence of a ‘global saving glut’ related, inter alia, to the shift that had transformed developing and emerging market economies from borrowers on inter-national capital markets to large net lenders. Given the underlying sources of the US de ficit, Bernanke expressed the view that the adjustment would take place gradually and smoothly. A similar view has been taken by Caballero et al. (2006), who argue that emerging countries would not easily find a safer alternative than the United States for the investment of their surplus savings. The IMF has been reviewing the issue in its periodic surveys of the world economy, using simulations of various adjustment scenarios based on its Global Economy Model. The starting assumption in IMF pro-jections has been that a depreciation of the real exchange rate of the dollar in the order of 15 per cent would be required to correct the deterioration of the US external position. In September 2006 the IMF (2006d, pp. 24–7) examined three possible scenarios for the achievement of this objective: a ‘no policy scenario’ in which the imbalances are unwound through gradual
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changes in private sector saving behaviour and orderly movement in exchange rates; a ‘disruptive scenario’ in which the dollar depreciation is abrupt and disorderly as a result of a sudden reduction in the world’s appetite for US assets; and a ‘strengthened policies scenario’ in which a set of cooperative policies will be implemented by the main actors, includ-ing a fiscal consolidation in the United States, greater exchange rate flexib-ility in emerging Asia, structural reforms in the euro area and Japan, and additional spending by oil exporters. The first scenario envisages a decline in the US deficit from 6.5 per cent of GDP in 2006 to 4 per cent in 2015. By the same year its net debtor position will have deteriorated from 30 to 55 per cent of GDP. According to the second and third scenarios, in the same period, the deficit will shrink to 2.5 and 1 per cent of GDP respectively and its net debtor position will not have exceeded 40 per cent of GDP. In its most recent forecasting exercise (IMF 2007c) the IMF seems to have some-what changed its assumptions about the ‘no policies scenario’ as ‘the US current account deficit is projected . . . to remain around 6 per cent of GDP in 2012’ implying a renewed build-up of ‘the US net external liability posi-tion’ (p. 13). The current account surplus of China is projected to increase to 10 per cent of GDP by 2012, while the surplus of oil-exporting countries is expected to decline moderately. In the end the IMF urges caution:

 

Thus far, the capital inflows needed to finance the large US current account de ficit have been forthcoming, but over time the composition of the flows has shifted from equity to debt, and within debt away from Treasuries to riskier forms. These shifts suggest an increasing vulnerability to changes in market sen-timent, particularly if returns on US assets continue to underperform returns elsewhere. Hence, the concern remains that at some point more substantial adjustments will be needed to ensure that the global pattern of current account positions remains consistent with the willingness of international wealth-holders to build up net claims on the United States. (p. 14)

 

Based on these projections and assessments it seems fair to conclude that what had been identified as a misalignment of the euro in 1999–2000 has in fact evolved into a misalignment of the dollar (and, possibly, of the renminbi).

 

5.2.5   Asset Price Bubbles

 

Unsustainable increases in asset prices, followed by sharp declines, have been a recurrent feature of the operation of stock and real estate markets since the end of the Second World War. Equity holdings and property are the largest component of households’ wealth in developed countries and their values tend to move together over long periods. In a study of the 126                Global finance between crisis and reform

 

consequences of the bursting of bubbles in a sample of 19 major industrial countries, the IMF (2003a, pp. 61–94) found that in the period from 1959–2002:

 

Equity price busts on average occurred about once in every 13 years, lasted for about 2 1/2 years and involved price declines of about 45 per cent. . . . Housing prices busts on average occurred about once every 20 years, lasted about 4 years and involved price declines of about 30 per cent. While only one-fourth of equity price booms were followed by busts, about 40 per cent of housing price booms ended in busts. Both types of busts were highly synchronized across countries. (p. 74)

 

According to this study, the most ‘virulent crashes’ in equity markets occurred in the 1970s, following the breakdown of the Bretton Woods exchange rate regime and the first oil shock, when the average equity price decline amounted to 60 per cent. With the accelerating pace of financial globalization during the 1980s, the magnitude and repercussions of the asset prices boom–bust cycles have increased signi ficantly. The two major episodes are: (1) the equity and real estate bubble in Japan that inflated during 1985–90 and burst in 1990–92; (2) the global equity and housing bubble that originated in the mid-1990s, affected most industrial and emerging countries, and burst in early 2000 for the equity component while continuing well into the decade for the housing component.

 

The Japanese bubble

The process leading to the development of the bubble in Japan is fully con-sistent with the assumptions of the Minsky–Kindleberger model: indeed, as noted by Calverley (2004, p. 43) ‘the drivers for Japan’s bubble were, as usual, optimism and liquidity’. In the 1980s, a ‘displacement’ affected the Japanese economy as perceived both by domestic economic agents and by the international community. Japan was enjoying strong growth and low in flation, the yen was constantly appreciating and the trade balance was recording growing surpluses as Japanese consumer goods and technologies flooded the global market. Japanese financial institutions were consistently at the top of the ‘league tables’ in all areas of capital market activity, while Japan was becoming the largest creditor country of the world and Tokyo was acquiring the status of a major international financial centre. In these circumstances, ‘overcon fidence and euphoria’ played a vital role in inflating the bubble (Shiratsuka 2005, p. 44). But the bubble could not have reached major proportions without the contribution of expansionary monetary policies. These took the form of a series of discount rate cuts by the Bank of Japan ( five  times from 5 to 2.5 per cent between January 1986 and February 1987) accompanied by massive interventions in the foreign
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exchange market, which braked the appreciation of the yen against the dollar through the injection of yen-denominated liquidity. Bank lending grew by more than 10 per cent in both years and was used mostly to finance purchases of stocks and real estate. As noted by Gyohten (2004, p. 1) ‘The only item Japan could not produce more was the land. When people believed in an everlasting growth of the economy, the price of land . . . was bound to rise. . . . As the market value of collateral kept going up, banks could expand their loan assets with virtually no credit risk’.

Despite clear signs of an overheating economy, the expansionary mon-etary policy stance of the Bank of Japan was kept unchanged until early 1989, partly in response to international pressures to stimulate domestic demand and appreciate the yen in order to reduce the trade surplus, par-ticularly vis-à-vis the United States. At the same time, Japanese exporters were putting pressure on the government to halt the appreciation of the yen, which had sharply accelerated following the Plaza Agreement among the G7 countries to reverse the upward overshooting of the dollar. To deal with such conflicting pressures, the Bank of Japan continued to pursue an accommodating monetary policy while stepping up its foreign exchange interventions to prevent a further appreciation of the yen. This policy mix received international support in February 1987 in the context of the G7 Louvre Agreement to stabilize the US dollar (see Chapter 7 below). The sharp decline recorded by Wall Street in October 1987 had no impact at all on the Nikkei, perhaps providing policy-makers with indications of the soundness of the Japanese equity performance or in any case with a good reason to delay a possible tightening of monetary policy.

In this procyclical policy environment, land prices in Japan trebled between 1985 and 1988 while equity prices rose fourfold (see Figure 5.4). The stock market bubble burst in December 1989 after the Bank of Japan had sharply reversed its monetary policy stance, raising the discount rate five times from 2.5 in May 1989 to 6 per cent over a period of 15 months. Land prices peaked in January 1991. The bursting of the bubble precipi-tated a recession of the Japanese economy that lasted for over a decade, and well into the new millennium, with outright deflation (that is, with negative GDP de flators) during 1998–2005. The recession exposed the until then well-concealed structural weaknesses of the Japanese economic and financial systems, while the sharp decline in equity and real estate prices resulted in widespread situations of illiquidity and insolvency in the corporate and banking sectors, requiring massive bail-outs by the government.

With the benefit of the hindsight afforded by the ‘lost decade’, an experi-enced insider like Toyoo Gyohten (2004, p. 3) concluded that: ‘All in all, we could not prevent the birth of the bubble because we could not distinguish 128                Global finance between crisis and reform
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Figure 5.4   The Japanese bubble

 

the real risk in the economy, because we set a wrong target for economic policy, because we chose the wrong policy instrument and because the timing of our policy implementation was wrong’.

This stern indictment puts the blame for the bubble on the entire policy-making structure of Japan, from the prime minister to the ministry of finance and the central bank. While the Bank of Japan was blamed for not having acted early enough to prevent the formation of the bubble and for having perhaps overreacted when it did tighten monetary policy, the gov-ernment was criticized for not having carried out the structural reforms needed to prevent the emergence of the bubble during the boom years. Moreover, the ministry of finance refused to use fiscal policy measures to stimulate the economy and promote import demand, shifting the burden of the adjustment onto monetary and exchange rate policies. And finally, both the ministry and the central bank failed to recognize the vulnerability of the banking and financial systems as a result of their reckless lending policies and inadequate risk management strategies.

 

The global equity/housing bubble

In the second half of the 1990s, equity prices began rising rapidly in the United States and in other major industrial and emerging countries. In the United States the trend began in the context of a strong economic perform-ance, sustained productivity growth and massive investment in new ICT
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companies. The bull equity market was supported by an accommodating monetary policy stance by the Fed, which kept o fficial interest rates stable or slightly declining from early 1995 to mid-1999, and by the ‘strong dollar’ policy constantly advertised by the Clinton administration. The trend accelerated in 1998–99 as the Fed’s earlier concerns about the ‘irrational exuberance’ of the US stock market (voiced by the then Fed Chairman; see Greenspan 1996) were replaced by optimistic statements about the sustain-ability of the ‘new economy’ created by the ICT revolution and the struc-tural nature (that is, unrelated to the business cycle) of the rising trend of productivity. In this increasingly euphoric climate the Dow Jones index of major US stocks rose from 3600 in 1994 to over 10 000 in March 1999, peaking at 11 723 on 14 January 2000. According to the BIS Annual Report for 2001 ‘the price rises appeared to be driven largely by a mutually rein-forcing process of investor optimism and herding’ (BIS 2001, p. 103). The climate is vividly described by Robert J. Shiller (2005) in his classic analy-sis of the equity (and housing) bubble.23

The rising trend of equity prices became a common feature in most industrial and emerging countries, despite very different underlying macro-economic conditions (see Figure 5.5). Even in Japan, where the stock market had been depressed because of the impact of the bursting of the earlier bubble, equity prices rallied in 1999 in line with global trends. The boom was especially strong in the ICT sector, where prices in countries like Sweden rose sixteen-fold between 1994 and 1999, because the performance of the sector was considered immune to possible monetary policy tighten-ing given the structural nature of the ICT revolution.

The equity bubble burst in every stock market of the world during the year 2000. The decline in stock prices took place in two phases, the first one between April and May 2000, the second, between September 2000 and the first quarter of 2001. As clearly explained in the BIS Annual Report for 2001: ‘The most notable aspect of the first round of price declines was the lack of identifiable and significant new information that could account for the sudden fall in prices. In this respect the episode was similar to the global market declines of October 1929 and October 1987’ (BIS 2001, p. 104). In fact, markets had been increasingly volatile since 1999 because the contin-uing strong performance of the US economy was fuelling expectations of an increase in interest rates by the Fed, causing uncertainty as to how this would affect stock valuations. Some tightening of monetary policy was indeed introduced by the Fed in the second half of 1999, but it was accom-panied by repeated assurances that the central bank would provide all the liquidity needed by the financial system to overcome any possible mal-functioning in information technology (IT) systems owing to the transition to the third millennium (the Y2K factor). The perception among market 130                Global finance between crisis and reform
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Figure 5.5   Stock market indicators

 

participants worldwide was that some sort of implicit guarantee existed that the Fed would not allow a sharp decline of the stock market for fear of its possible implications for the real economy (the ‘Greenspan put’ that Shiller (2005, p. 40) mentions). In these circumstances the sharp decline in technology stocks in April 2000 appeared to be, again in the view of the BIS, ‘prompted solely by a shift in investor sentiment’ (BIS 2001, p. 105).
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Figure 5.6   Stock market prices (weekly averages; base: 1st week of

January 2000 100)

 

The second round of price declines instead took place against the back-ground of negative information on corporate profits and other indicators projecting a more rapid slowdown of economic activity than had earlier been anticipated. The turnaround in prices was highly synchronized across major stock markets in both industrial and emerging countries (BIS 2004, p. 107). In the ICT sector, markets appeared to assign an anchor role to the NASDAQ index of technology stocks, and price changes everywhere were strictly correlated to its performance. The decline continued for three years until March 2003, amid temporary rallies triggered in January 2001 by a 50-basis-point surprise reduction in o fficial interest rates by the Fed and in September 2001 by investors’ reaction to the terrorist attack on the World Trade Center in New York (Figure 5.6). The market was negatively in fluenced by the collapse of the energy trading company Enron in December 2001 and by the restatement of financial accounts by WorldCom in June 2002, raising doubts about the reliability of the information sup-porting the operation of US financial markets. A further rally by the US equity market in November 2002 proved short-lived as expectations about corporate earnings and overall economic activity were not confirmed by subsequent events. While the Fed continued to lower interest rates to 132                Global finance between crisis and reform

 

counter the deflationary impact of the bursting of the bubble (bringing them to an historic low of 1 per cent in June 2003), the bear equity market ended in March 2003, giving way to a market rally which lasted for about 12 months. In the same period monetary policies in other major financial centres continued to be accommodating. All in all, according to estimates of the BIS, ‘In the downturn from April 2000, equity markets worldwide had lost $13 trillion in capitalization. . . . In the 12 months to March 2004, the markets recovered $10 trillion of that loss’ (BIS 2004, pp. 106–07). Since then equity markets have, on the whole, achieved a moderate rise, at a faster pace since mid-2006 (Figure 5.6). In April 2007, the Dow Jones index rose above 13 000.

The boom–bust cycle in global equity markets was closely connected with developments in housing markets in major industrial countries, albeit with some significant differences in timing and origin (see BIS Annual Report 2003, pp. 116–19; Calverley 2004, pp. 73–86; Shiller 2005, pp. 11–20). Although using different databases, most analyses concur that the rising trend in housing prices as a global phenomenon began around 1997, two years after the start of the equity bubble. Contrary to established patterns of asset price movements, housing prices continued to rise well after equity prices began to fall in 2000, as investors shifted funds from the stock market into real estate and households were encouraged by histori-cally low mortgage rates to buy property. Using its own comparable house price indexes for 20 major countries over the period 1997 to the first quarter of 2005, The Economist (2005b) estimated that:

 

The total value of residential property in developed countries rose by more than $30 trillion over the past five years, to over $70 trillion, an increase equivalent to 100 per cent of those countries’ combined GDPs. Not only does this dwarf any previous house price boom, it is larger than the global stock market bubble in the late 1990s . . . or America’s stock market bubble in the late 1920s . . . In other words, it looks like the biggest bubble in history. (p. 62)

 

The increase in house prices was unevenly spread among countries, ranging from 244 per cent in South Africa, to around 150 per cent in Great Britain and Spain, 114 per cent in Australia, around 85 per cent in France and Sweden, and 73 per cent in the United States. However, while in some countries prices had already begun to decelerate by around 2005 (most notably in Great Britain and Australia), in other countries they have slowed only in the second half of 2006 (United States and France). In the United States, the accelerating trend has apparently been affected only gradually by  the tightening of monetary policy carried out by the Fed since June 2004; according to IMF estimates, at least 18 states were experiencing housing booms in 2005, raising concern about the sustainability of the
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trend and the implications of a possible reversal (IMF 2005c, pp. 19–20). In a broad historical survey of the behaviour of real housing prices in industrial countries, the OECD noted that ‘a number of elements in the current situation are unprecedented: the size and duration of the current real house price increases; the degree to which they have tended to move together across countries; and the extent to which they have disconnected from the business cycle’. Moreover, the historical record suggests that if housing prices were to adjust downwards ‘the drops (in real terms) might be large and . . . the process could be protracted given the observed sticki-ness of nominal house prices and the current low rate of inflation. This would have implications for activity and monetary policy’ (OECD 2005, p. 123).

The eventual outcome of the current global bubble is impossible to predict at the time of writing (spring 2007). However, there is sufficient evi-dence available to draw a few conclusions about the origin and develop-ment of the global bubble. As envisaged in the Minsky–Kindleberger model, the bubble begins with a ‘displacement’, represented in this case by the ICT revolution and the ‘new economy’ in the United States. The bubble in flates in the stock market benefiting from low interest rates. Profit expec-tations attract funds from international capital markets, pushing up the dollar exchange rate; the increase in stock prices combines with the foreign exchange capital gains in attracting further investor attention and capital. This pattern is replicated in stock markets worldwide, bene fiting from abun-dant international liquidity. As market sentiment changes and the stock market bubble bursts, investors seek alternative sources of profit in the property markets, where the bubble regains strength, living a life of its own seemingly disconnected from the business cycle and immune to changes in the stance of monetary policy – until the next change in market sentiment.

 

5.2.6   An ‘Integrated’ Overview

 

Through the long catalogue of episodes and tensions in the global financial system in the last two decades of the twentieth century I have attempted to shed light on the common causes of these events, singling out in particular the role played by monetary policies in the major industrial countries and by the operation of global financial markets. These common factors have interacted with specific events affecting individual countries, amplifying and propagating the impact of economic policy measures adopted by national governments or of business strategies of corporations and financial intermediaries. The tendency of analysts to examine disturb-ances separately (debtor insolvency, market illiquidity, exchange rate mis-alignments and asset price bubbles) may have somewhat obscured the 134                Global finance between crisis and reform

 

connections among the various episodes that have to be fully understood in order to devise any international strategy to manage global financial instability. It may be useful, therefore, to conclude the survey by briefly reviewing the episodes of tension, this time in chronological order and with a focus on international linkages.

The choice of a starting point for the sequence of ‘stylized facts’ that are important for the analysis of instability in a global financial system is neces-sarily an arbitrary act. As explained in previous chapters, my view is that financial globalization started in the early 1980s when the process of deregulation and liberalization took off in the United Kingdom and the United States, spreading into continental Europe towards the end of the decade. Indeed the policies introduced by Margaret Thatcher and Ronald Reagan can be regarded as the ‘displacement’ that set the stage for the ten-sions which have since reverberated across the global financial system and the world economy. Here is the catalogue:

 

● The euphoria generated by tax cuts in the United States coupled with

a restrictive monetary policy induces large capital inflows leading to the overvaluation of the dollar (1983–85);

● The G7 coordinated exchange market intervention provokes a sharp

turnaround of the trend, causing a downward overshooting of the dollar requiring additional stabilization interventions by the G7;

● The stabilization of the dollar/yen exchange rate is achieved by a

strongly expansionary monetary policy in Japan, which fuels an asset price bubble in the real estate and equity market at the end of the 1980s;

● The adjustment of the US twin de ficits and the correction of the

dollar overvaluation lead to a recession in the United States, which is countered by a strongly expansionary monetary policy by the Fed in 1990–92, resulting in the depreciation of the dollar vis-à-vis the yen and the German mark;

● Monetary policy is also relaxed in Japan in 1990–92 to counter the

e ffect of the bursting of the bubble;

● At the same time monetary policy is tightened in Germany to cope

with the inflationary impact of German reunification and in other EMS countries to maintain exchange rate stability within the ERM;

● Global financial markets respond to these policy changes by shifting

funds from the United States and Japan into higher yielding countries in Europe (mostly for the convergence trades on ERM currencies) and emerging countries in Asia and Latin America (especially in Mexico);

● Uncertainties about the progress towards EMU induce large capital

outflows from ERM countries and speculative movements that result in
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a severe crisis in the EMS with the devaluation of several currencies between September 1992 and August 1993. After the crisis, monetary policies are loosened in Europe, favouring the reflow  of funds towards emerging markets;

● The strong recovery of the United States economy, accompanied by

renewed inflationary pressures, sets the stage for an abrupt change in the stance of monetary policy by the Fed in the course of 1994;

● Taken by surprise by the Fed move, bond markets throughout the

world incur record losses and bond yields are quickly adjusted upwards;

● Following the increase of bond interest rates, markets question the

sustainability of Mexico’s external position, and large capital out flows eventually lead to the devaluation of the peso in December 1994 and the ensuing debt crisis;

● The ongoing crisis of the Japanese banking system and the threat of

an ever-appreciating yen lead to a highly expansionary monetary policy in Japan, with interest rates close to zero in 1995. Monetary policy becomes more accommodating in the European Union and to a lesser extent in the United States;

● In the context of a generalized easing of monetary policies in major

industrial countries, a boom of financing to emerging markets is recorded in Asia, Latin America and Eastern Europe in 1995–96;

● As markets question the sustainability of the external position of

major emerging countries in Asia, large capital outflows provoke a regional financial crisis in the second half of 1997 with a strong desta-bilizing impact on exchange rates, banking systems and the external debt of Thailand, Indonesia, Korea, Malaysia and the Philippines;

● Following the Asian crisis, markets show a reduced appetite for risk in

currencies that peg their exchange rates: Russia (1998) is obliged to float the exchange rate and to declare insolvency; the Russian default has major negative repercussions on credit markets with widespread situations of illiquidity, leading to the failure of an important US hedge fund. In subsequent years, Brazil (1999), Turkey (2001) and Argentina (2001) will also be forced to float their currencies in the context of severe external debt crises;

● The outflow of funds from emerging countries from 1997 onwards

takes place during a concomitant phase of ‘irrational exuberance’ in equity markets in industrial countries and especially in the United States, where funds are attracted by favourable expectations con-cerning the profitability of the ICT business and the appreciation of the dollar, in the context of a generally accommodating monetary policy;
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● A shift in market sentiment in 2000 provokes the bursting of the equity

bubble in the United States and in other major markets. The Fed adopts a strongly expansionary monetary policy, while the dollar depreciates considerably vis-à-vis the euro and the yen. Monetary policies in the European Union and Japan remain expansionary;

● Outflows from equity markets lead to a boom in investment in real

estate markets in a large number of industrial and emerging markets over the period 2001–05, in a context of abundant international liq-uidity and record low interest rates;

● Despite a gradual tightening of monetary policies in the United States,

the European Union and Japan over the period 2004–06, liquidity in international financial markets remains abundant, exerting a down-ward pressure on credit spreads;

● Improved economic conditions in emerging markets lead to a strong

rise in private capital flows to these countries in 2004–06, for amounts larger than those recorded before the Asian crisis (although mostly in the form of foreign direct investment, heavily concentrated in China and other Asian emerging countries).

 

The conclusion that can be drawn from this description of the connections among the episodes of instability in the era of global finance is that there is indeed a common pattern in the development of disturbances. A displace-ment in the sense explained by Minsky and Kindleberger is at the origin of most cases, be it the deregulation of the Thatcher–Reagan era, the gradu-ation of emerging markets, the new European monetary order, the ‘new economy’, the ICT revolution or the ‘peaceful rising’ of China. Global financial markets are only too eager to fund the displacement: in a regime of globalized finance, monetary policy impulses emanating from the major countries immediately influence liquidity conditions on monetary and financial markets as well as the lending strategies of global intermediaries. Fierce competition between global players, the uniformity of their reactions in the face of changing market conditions (such as changes in interest and exchange rates), information asymmetries especially regarding the credit-worthiness of borrowers, the existence, real or presumed, of ‘safety nets’, and herding behaviour by intermediaries and investors, are all factors at play in creating credit booms leading to excessive financing and ‘overtrading’.

The factors that have turned booms into busts are obviously different in each episode. Political and/or economic events in a country – or countries – have interacted in many di fferent ways, helping to turn euphoria into panic. But these differences are irrelevant for the purposes of understanding the causes of disturbances: they are merely triggers that help detonate mines that have been hidden in the soil of the global financial system. This is not
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to say that globalization is the primary determinant of crises and instabil-ity. Still, globalization can create conditions and promote behavioural pat-terns that allow the virus of instability to grow and spread. The challenge for monetary and financial authorities therefore is not to roll back global-ization but to in fluence those conditions and patterns in order to exploit the benefits of globalization without fuelling the fire of crises.

It is a challenge that must be accepted because the cost of financial crises for the real economy and the well-being of companies and households has been very high. Reliable estimates of such cost are available mostly for the debt crises of developing and emerging countries (IMF 1998a, pp. 74–97; World Bank 2001b, pp. 78–85). A more comprehensive analysis was con-ducted by Bordo et al. (2001) covering currency and banking crises over a period of 120 years from 1880 to 1997. Reviewing all available evidence Eichengreen (2004, pp. 254–5) notes that the loss of output from the average crisis over the entire period ‘approaches 9 per cent of GDP’ but adds that ‘some financial crises produce relatively limited output losses, while others, such as those of Indonesia in 1997–98 and of Argentina in 2001–02, precipitate a full-scale economic collapse in which output falls by upwards of 20 per cent and living standards, further eroded by the collapse of the country’s exchange rate and the terms of trade, fall by even more’. Similar estimates of the cost of other types of financial crises are not avail-able, but the impact of asset price bubbles, for example, on the growth rate of real output in Japan or the United States is quite significant (see Table 5.1).

 

NOTES

 

1. Cassese (2006, p. 36), an Italian Constitutional Court judge, has ascertained that the

word  ‘globalization’ appeared in The Economist for the first time in 1959 and was included in Webster’s New International Dictionary for the first time in 1961. Visco (2001) has checked that the 1996 edition of the Palgrave Dictionary of Economics did not have an entry on globalization.

2.   For a comprehensive historical analysis of financial crises see Kindleberger (1978), from

which the examples quoted here are drawn. See also Galbraith (1993).

3. Mortimer (2006, pp. 209–20), a British historian, questions whether the royal default

was the sole cause of the failure of the two Florentine banks, arguing that the amount of money owed by the king was a mere £13 000, much smaller than claimed by contem-porary chroniclers of Florence. Therefore: ‘Edward’s failure to repay this amount would have dented the companies’ profitability, but it would not by itself have proved disas-trous’.

4. The interconnections between the South Sea bubble and the Mississippi bubble and the

similarity of these episodes with the financial turbulences of the late twentieth century are well analysed by Dale (2004).

5. Among the many valuable contributions, I would single out: IMF (1998a) which has a




chapter on ‘Financial crises. Causes and indicators’; IMF (1999a) where ‘International 138                Global finance between crisis and reform

 

financial contagion’ is analysed; and the works of Lamfalussy (2000), Summers (2000), Eichengreen (2002), Tirole (2002), Desai (2003); Fischer (2004), which provide a broad range of views on the causes and remedies of financial crises.

6. Again, among the many interesting works my personal preference goes to Calverley

(2004) and Shiller (2005) for analysis, and to Stiglitz (2003) and Krugman (2003) for policy implications.

7. See de Brouwer (2001) and Garbaravicius and Dierick (2005). However, on the issue of

whether hedge funds’ activity is destabilizing, the IMF’s view up to 2004 was that ‘we still do not know what we do not know’ (IMF 2004a, pp. 57–8).

8. As Crockett noted (1997), in the Minsky–Kindleberger model the determinants of the

crises are generically associated with irrational exuberance and the destabilizing behav-iour of economic agents. Later analyses attributing such dynamics to information asym-metries, herd behaviour and moral hazard (mentioned in Chapters 2 and 3) added to and reinforced the model’s validity. Kindleberger (2000, pp. 21–2) himself, in the fourth edition of his book, notes that: ‘One place where the model surely applies today is foreign exchange markets . . . Other . . . examples can be found in the Japanese stock and real-estate markets in 1998 to 1990 and in mutual fund investments in emerging markets in 1993’.

9.   This was the significant difference with the Mexican crisis of 1982–83 (also involving

other Latin American countries) when the triggering factor was the outflow of capital originated by domestic residents. The indebtedness was mostly vis-à-vis international banks, which were late in realizing the unsustainability of their debtors’ position, react-ing only when the increase in US official interest rates made the rollover of short-term credit lines unsustainable (Lamfalussy 2000, pp. 5–6).

10. A detailed description of the fall-out of the Asian crisis is provided by Desai (2003,

pp. 87–135).

11. In the period October 1997–October 1998 there were three phases in which the inter-

national bond market was de facto ‘closed’ for emerging countries’ issuers: October– December 1997, May–June 1998 and August–September 1998 (IMF 2001a, p. 19).

12. Among the economists that have taken this position, the most severe critic of the IMF

is Stiglitz (2002); Desai (2003, p. 6) instead identifies the ‘inequitable relationship’ between developed and developing countries as the cause of the ‘premature opening up’ of markets to the free flow of capital. Mishkin (2006), more recently, argued that the international community did not provide incentives for emerging countries to introduce reforms and establish institutions to enable them to benefit from financial globalization.

13.   Empirical works (Eichengreen and Mody 1998) have con firmed that US interest rate

variations have a negative impact on the volume of international bonds issued by emerg-ing countries; analyses carried out by the International Monetary Fund (IMF 2001a) and the World Bank (2001a) underscore the strong positive correlation between the per-formance of US interest rates and the emerging market bond spread.

14. This results in a ‘currency mismatch’ which is now seen as a major element of vulner-

ability of the financial position of emerging countries (see Goldstein and Turner 2004). The constraints faced by emerging countries when borrowing in their own currency, in order to limit the currency mismatch, have been referred to by economists as the ‘original sin’ of these countries (see Goldstein and Turner 2004, pp. 5–9).

15. The IMF (2004b, p. 157) addresses the question ‘Are credit booms in emerging countries

a concern?’ and finds that ‘credit booms pose significant risks for emerging market coun-tries because they are typically followed by sharp economic downturns and financial crises’.

16. See Lowenstein (2001) for a full account of how LTCM, a company managed by an

extraordinary group of financial experts, including a couple of Nobel Prize laureates and former Fed officials, ran into trouble.

17. See for example IMF (2006e). The concept has recently reappeared in the new Decision

on surveillance over members’ policies which was approved by the IMF Executive Board on 15 June 2007 (see Chapter 6, Section 4, for a detailed examination).
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18. At a technical level, the negotiations were conducted by the Committee of the G10

Deputies (deputy finance ministers and deputy governors of central banks in the G10 countries), with the institutional participation of representatives of the IMF, BIS and OECD.

19.   The adventures of the French franc in the EMS are narrated in Chapter 8. 20.   The United States/Japan monetary and trade conflict is analysed in Chapter 9. 21. In 1999 euro-denominated bonds accounted for about 45 per cent of the total share of

international bonds, as against a share of 43 per cent of dollar bonds (OECD 2000, p. 66), remaining on average a little below these levels in 2000 and in the first half of 2001 (Galati and Tsatsaronis 2001).

22. The issue has been debated at the Institute for International Economics: see Bergsten

and Williamson (2003 and 2004). See also Obstfeld and Rogoff (2005) and Blanchard et al. (2005).

23. Among the many contributions to the general euphoria, Shiller quotes David Elias’s

book entitled Dow 40 000: the title alone fully captures the spirit of the times (see Elias 1999).




6. In search of international monetary

 

and financial stability

 

However compelling the argument that global financial markets require a global financial regulator, global bankruptcy court, global money and a global central bank, realism requires acknowledging that national governments are not pre-pared to turn over significant additional powers to a super-IMF.

Barry Eichengreen (1999b, p. 3)

 

Reforming the international financial architecture without reforming the cur-rency regime is like watching Hamlet without the Prince [of Denmark]. The international monetary system will continue to be ine ffective and crisis prone until that crucial centrepiece of its operation is thoroughly revamped.

Goldstein Report (1999, p. 129)1

 

The perception that the IMF is asleep at the wheel on its most fundamental responsibility – exchange rate surveillance – is very unhealthy for the institution and the international monetary system.

Timothy D. Adams (2006, p. 135)

 

The IMF is in eclipse as the pre-eminent institution of international financial cooperation. Consequently, the world is worse off. Despite the considerable reforms during the past decade, more should be done.

Edwin Truman (2006, p. 119)

 

6.1   COPING WITH CRISES

 

The reaction of the international community to the various episodes of instability that have periodically shaken the international monetary and financial system has on the whole been characterized by partial responses and ad hoc interventions, at least until the 1990s. Towards the end of the second millennium, the need for a more systematic and comprehensive approach to global financial instability was increasingly recognized due to the growing number of crises and turbulences and the mounting size of international payments imbalances. Only after the debt crisis in Mexico did leading countries begin to pay serious attention to instability in the global monetary and financial system. Even then, the need to understand fully the systemic causes of sovereign debt crises was generally not appreciated until
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after the Asian and Russian episodes and their repercussions. A G7-led initiative to reform the international financial architecture (IFA) got under-way in 1998 and concluded with the launch of a broad set of initiatives approved by the G7 Summit of heads of state and government in Cologne in 1999. A less visible and highly technical debate, mostly among central banks, on how to cope with asset price in flation took off following the equity and housing bubbles at the turn of the century and centred essen-tially on the role that could be played by monetary policies in preventing the formation of unsustainable asset price trends. Finally, after a long period of benign (and not so benign) neglect, the issue of the IMF’s role in dealing with global payments imbalances and misalignments between the exchange rates of key currencies was addressed by the G7 and the IMF itself in the strategic review of the institution initiated in 2004 in connec-tion with the sixtieth anniversary of the Bretton Woods agreement.

In order to arrive at a thorough understanding of the timeframes, working procedures, and scope of the reforms introduced or proposed in these areas, it is useful to recall earlier efforts made by the international community to re-establish monetary order following the collapse of the Bretton Woods system in 1971, and to analyse the underlying political factors that guided the attitude of the principal countries in the complex bargaining game of international cooperation. What transpires is that, 30 years on, these underlying motivations have remained largely unchanged (Solomon R. 1982; James 1996).

The key aspect that merits detailed analysis is the attitude of the United States. At Bretton Woods the United States stood shoulder to shoulder with Great Britain in promoting a monetary system that, while assigning a central role to the dollar and gold, imposed constraints on the autonomy of America’s economic policy, obliging it to maintain exchange rate stabil-ity. Economic developments in the post-war era made these constraints increasingly unacceptable to the United States: both its politicians and businessmen became convinced that the exchange rate tie was detrimental to US interests and left it vulnerable to trade competition from the prin-cipal European countries and Japan. The decision to adopt a floating exchange rate regime and subsequently devalue the dollar, announced by President Nixon in August 1971, was presented to American public opinion as a liberation from iniquitous ties. The then Treasury Secretary John Connolly, an in fluential Democrat in a Republican administration, declared that the United States had grown tired of ‘fighting with one hand tied behind its back’, confirming the bipartisan nature of the political con-sensus surrounding Nixon’s action.

In this climate, the US government, in close coordination with Congress, shaped the stance to be taken in negotiations for the reform of 142                Global finance between crisis and reform

 

the international monetary system that began in late 1971. Following a series of unsuccessful attempts to agree on the re-establishment of a fixed exchange rate regime with symmetrical obligations to adjust imbalances for countries running a deficit (the United States) or a surplus (Europe and Japan), the United States proposed to legalize floating exchange rates by amending the statute of the IMF. European countries, and to a certain extent Japan, claimed on the contrary that fixed exchange rate regimes should remain the rule and floating currency regimes the exception; more-over, floating regimes should be considered as being of a temporary nature, accompanied by the presumption of a return to the ‘normal’ fixed parity regime in the future. When a compromise between the United States and Europe seemed possible ahead of the G7 Summit in Rambouillet, the US Congress imposed a series of limits on the govern-ment’s freedom to negotiate. A report approved by the Joint Economic Committee of the Senate and the House of Representatives in August 1975, entitled Exchange Rate Policy and International Monetary Reform, recommended that: floating currency regimes be permitted without prior authorization from the IMF; that such a regime be considered a fully acceptable option, on an equal footing with fixed exchange rate regimes; that the IMF introduce rules to prevent member countries from manipu-lating exchange rates in order to dump their domestic economic problems elsewhere; that US monetary authorities intervene in currency markets only to prevent the emergence of disorderly market conditions and that they abstain from intervening to influence the trend of exchange rate movements; and finally, that the American central bank should not accu-mulate further foreign currency reserves.2 In essence, the United States insisted on the right to devalue the dollar without having to ask anyone’s permission and without being obliged to take special measures to control foreign exchange rate movements. They also wanted to be protected from unfair ‘exchange rate manipulation’ by countries wishing to export their own stagnation and unemployment to the United States. 3 Henry Kissinger (1979) recalled in his memoirs how in that period ‘the frustra-tions of the Vietnam War were inciting xenophobia’. This could perhaps explain why the US Congress and government, having devalued the dollar in 1971 and 1973, felt it was essential to the country’s interests that this might be recognized as inalienable, unconditional and not subject to any limits of international origin, in a document, like the IMF charter, having constitutional value for the world monetary system. But it was precisely this attitude that was among the causes of the perpetuation and acceler-ation on a global scale of the in flationary tensions ignited by the devalu-ations of the dollar and the subsequent quadrupling of oil prices in 1974. In a floating exchange rate regime, if the highest authorities of a country
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want to devalue their national currency, the market will not hesitate to grant their wish. And it was no coincidence that the compromise on the reform of the international monetary system reached in Jamaica in 1976 coincided with the beginning of a further extended spell of dollar dep-reciation. A contribution to the growing distrust in the most important reserve currency in the world was certainly provided by the constitutional crisis that led to the fall of the Nixon administration and the beleaguered presidency of Ford, who filled Nixon’s mandate until 1976. But even under President Jimmy Carter, the fortunes of the greenback continued to decline, and went on declining until monetary authorities unequivo-cally signalled a change of attitude with respect to the exchange rate of the dollar and a willingness to take the measures needed to ensure its stability.

The change in US economic policy came about gradually. The Carter administration first addressed the international front, voicing concern over the weak dollar that was fuelling an inflationary spiral without prece-dent in an economy like that of the United States, which was relatively ‘closed’ in terms of foreign trade. A series of large-scale interventions bol-stered the dollar on foreign exchange markets at the end of 1978 and US monetary authorities actively committed themselves to raising the neces-sary foreign exchange holdings, both by drawing on the IMF and by issuing foreign currency denominated bonds in the market (the Carter bonds). For the first time ever in the post-war era, the United States financed its own balance of payments deficit at least partially through reserve assets (asset settlement), rather than entirely through an increase in dollar liabilities (liability financing). Moreover, the United States was simultaneously encouraging the IMF to undertake a radical overhaul of the international monetary system by establishing a ‘substitution account’ that would absorb what was considered to be excessive dollar liquidity. This would be substituted with liquidity denominated in Special Drawing Rights (SDRs), the international reserve asset created by the IMF in 1970. Were the plan to succeed, a genuine mechanism for the stabilization of exchange rates would have been created and the IMF would absorb excess dollars without triggering the currency’s deprecia-tion. If, instead, there was a shortage of dollars, the IMF could repur-chase SDRs from member countries and put the previously acquired dollars back into circulation, halting any future appreciation. When the moment came to conclude the negotiations, strongly supported by both the Managing Director of the IMF, Jacques de Larosière, and the Chairman of the IMF’s policy-making Interim Committee, Italian Treasury Minister Filippo Maria Pandolfi, the United States withdrew its support. In April 1980 the United States claimed that the mechanism had 144                Global finance between crisis and reform

 

not been adequately examined from a technical-financial perspective (which was only partially true). In reality it held back because it became belatedly concerned about the prospect of the dollar losing its role as the key currency in the international monetary system. The proposal’s demise was hastened by the hostile attitude of emerging and developing countries that were deriving benefits from the dollar’s weakness and feared the sub-stitution account might unduly restrict the growth of international liquidity and therefore the flow  of capital towards the third world (Micossi and Saccomanni 1981).

In the midst of general uncertainty over the outcome of the negotia-tions, two decisions were nonetheless taken: in 1979, leading European countries agreed to establish the EMS to shield their currencies from the effects of dollar fluctuations and US monetary authorities resolved to combat the weak dollar by taking appropriate economic measures at home. Between August of 1979 and February of 1980 a strategy of severe monetary restriction was adopted by the Chairman of the Fed, Paul Volcker. With inflation levels in the United States running at 13 per cent, the discount rate was gradually increased from 9.5 to 13 per cent. Volcker, a Democrat who had served in the Nixon administration when the dollar’s gold convertibility was terminated, was a man of strong convictions and independent spirit, firmly opposed to the traditional American position of ‘benign neglect’ towards the fortunes of the dollar often summed up by US monetary o fficials in the phrase ‘the dollar is our currency, but it’s your problem’. On the contrary, and as Volcker later recalled in his memoirs, he was convinced that the performance of the exchange rate was an import-ant indicator for guiding monetary policy and that ‘the depreciation of a currency, especially if repeated, is typically a signal that something is wrong’ (Volcker and Gyohten 1992, p. xiv). Volcker’s monetary squeeze probably cost Carter the White House, but it stabilized the dollar and cleared the way for Reagan’s policy of fiscal expansion, which did so much to re-establish the trust of consumers and investors in the American economy.

Following the failure of the proposed substitution account, there were no further attempts to initiate institutional reforms of the international monetary system until 2006;4 reforms, that is, made within the institutional context of the IMF and applicable to all its members, be they big or small, industrialized or developing countries.5 Indeed, with the advent to power of Thatcher and Reagan, doubt was cast on the very notion of an inter-national monetary system. In line with their conservative and free market ideology, the two leaders argued in international arenas that the problems of the global economy derived from internal imbalances of individual nations and erroneous national economic policies. If each state worked to
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‘put their house in order’, limiting public intervention in the economy, cutting taxes, abolishing regulations and eliminating obstacles to the working of market forces, then problems in the international economy would simply melt away, as would the need to manage ‘systemic’ crises with multilateral instruments and interventions. In this scenario, international institutions such as the IMF or the World Bank would limit themselves to teaching countries (mostly emerging market countries) how to keep their affairs in order and providing industrialized countries with a forum for dis-cussing their respective economic policy strategies and for exerting ‘peer pressure’, which they believed was the only available instrument for pro-moting cooperation between leading sovereign nations. This marked the beginning of the ‘house in order’ ideology, which is still widely practised today (see Padoa-Schioppa 2005). However, since even well-kept houses can catch fire and endanger neighbouring buildings, the ideology conceded that the need could arise for ad hoc interventions by a team of interna-tional firefighters. Indeed, it was precisely this kind of ad hoc joint initia-tive that was adopted to manage misalignments of exchange rates or the debt crises of emerging countries in the 1980s. In the following decade, the gravity and increasing frequency of these episodes persuaded President Bill Clinton to call for a sweeping review of global financial structures to manage what, in a speech he made at the Council on Foreign Relations in September 1998, he claimed was ‘the greatest financial challenge facing the world in the last half century’. The emphasis placed by the US government on the seriousness of the global financial crisis at the close of the century could not have sent a more timely message to the markets. It confirmed that the management of international financial instability and the risks of contagion among emerging and even industrial countries was considered a political priority of the highest order and that leading world powers would not tolerate the implosion of the international economy. The message was well received, but it also raised expectations that proved di fficult to satisfy.

Great emphasis on the need for a more effective financial regulation was placed following a series of corporate scandals in the United States (Enron, WorldCom, Tyco). New legislation was approved by the US Congress, known as the Sarbanes–Oxley Act of 2002. 6 The Act signi ficantly strength-ened the regulation of financial activity, particularly as regards internal controls, accounting practices, risk management procedures and so on. These new regulatory principles have quickly become ‘best practices’ throughout the global financial system and the pressure has grown on market participants worldwide to adopt them, although they are increas-ingly seen as an impediment to normal activity and are not always regarded as ‘market friendly’.7
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6.2   THE REFORM OF THE INTERNATIONAL

FINANCIAL ARCHITECTURE

 

The concept of IFA made its official debut on the world stage in the summer of 1995 at the G7 Summit in Halifax, Nova Scotia, convened immediately after the outbreak of the Mexican crisis and its aftermath (Kenen 1996). But it was only after the Clinton initiative of 1998 that the reform of the IFA began. The process was essentially led by finance minis-ters and governors of central banks in the G7 countries and was translated into the detailed plan later approved by heads of state and government at the G7 Summit in Cologne in June 1999 (G7 Finance Ministers 1999). The G7 proposals were subsequently adopted by the deliberative bodies of the IMF and the World Bank, charged with promoting the implementation of the reforms. The term ‘IFA’ is often considered to be a synonym of ‘inter-national monetary system’ but there are fundamental differences between the two concepts. The international monetary system is a macroeconomic concept encompassing, as has been said earlier, the exchange rate regime, the regime for capital movements, the mechanism for international liquid-ity creation and distribution, and all the ‘rules of the game’ for the adjust-ment of international payments imbalances. The IFA, by contrast, is a microeconomic concept referring to the set of principles and practices that in fluence the behaviour of individual participants in the global financial market, that is, borrowers, investors, intermediaries and regulators.

 

6.2.1   Main Features of the G7 Proposals

 

The fundamental idea behind the reform of the IFA was that the function-ing of global financial markets generates tensions and instability – and occasionally crises – because of the existence of various obstacles hinder-ing accurate risk assessment by intermediaries, the adequate protection of creditors’ and debtors’ rights, and an orderly management of situations of illiquidity. These obstacles may create the conditions for the kind of excess-ive capital flows and sharp credit contractions that are at the root of tur-bulence and international financial crises. The objectives of the reform were therefore to identify and remove obstacles to the correct functioning of markets that have an impact across a broad range of activities important for international financial stability. Countless papers have been produced on the specific contents of the IFA, analysing its operational characteris-tics and systemic implications (Eichengreen 1999a; Saccomanni 2000; Kenen 2001; Goldstein 2005 and Truman 2006). Here it will be sufficient to recall that the G7 proposals to consolidate the IFA implied taking action to: (1) strengthen financial systems in emerging market countries;
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(2) enhance financial regulatory frameworks in industrial countries; (3) improve instruments and procedures for debt crisis prevention and man-agement; and (4) adapt the institutions of international cooperation to the realities of global finance.

 

1. The plan drew up several rules for emerging market countries wishing

to strengthen their financial systems. These essentially consisted in the advice to adopt a series of standards and codes of best practices drawn up by institutions and international working groups, in line with the commitments made at the G7 Summit in Halifax in 1995. The principal codes of best practice agreed by the international community can be grouped into three main areas: policy transparency, covering disclosure requirements for data and statistics on economic performance and information on the conduct of monetary, financial and fiscal policies; financial sector regulation and supervision; and market integrity, including codes for corporate governance, bankruptcy procedures, and accounting and auditing.

2. The rules that the G7 devised for industrial countries, including its own

members, were more succinct but equally important. It was acknowl-edged that situations of financial instability at an international level can derive from an inadequate assessment of risks and creditworthi-ness by intermediaries. The monetary authorities of industrial coun-tries were therefore urged to supervise international financial flows, correct inadequacies and close loopholes in the regulatory framework. In particular, they were urged to:

● improve risk assessment and management, through increased

supervision of risk management practices and enhanced capital adequacy;

● assess the implications of the activity of ‘highly leveraged

institutions’ (HLIs), such as hedge funds, for financial market dynamics;

● evaluate the implications of the activity of ‘off-shore financial

centres’ (OFCs), tax and regulatory ‘havens’ often based in exotic locations as potential sources of financial instability, and encourage these entities to comply with international supervi-sory standards.

Finally, industrial countries were urged to set a good example for the rest of the world and to allow their banking and financial systems to be scrutinized by international bodies charged with assessing their solidity and ensuring compliance with the codes of best practices.

3. In respect of crisis management, the G7 Report distinguished between
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recourse to official financial assistance from the IMF could play an important role in preventing crises and limiting the risk of contagion. However, the G7 urged emerging countries to seek out innovative market-based tools aimed at preventing contagion and facilitating adjustment to shocks such as private contingent credit lines and debt instruments with rollover options. Moreover, emerging countries were  encouraged to insert collective action clauses (CACs) in bond issues, along with other provisions that facilitate renegotiation of the terms of the bonds (such as interest rates and redemption periods) and discourage recourse to disruptive legal action by individ-ual bond-holders. More generally, debtor countries were urged to maintain an open dialogue with their principal creditors and work in a spirit of mutual cooperation. For the resolution of crises the G7 proposed a framework for their orderly management based on two key principles: (a) crisis resolution must not undermine the commit-ment of countries to meet their obligations; and (b) market disci-pline works only if creditors bear the consequences of the risk they take, that is, if there is some ‘private sector involvement’ (PSI) in the process of sharing the cost of the crises. Within these ‘goalposts’, the framework linked the granting of official financial assistance by the IMF to countries in crisis with an undertaking by its lenders to provide further credit, to maintain current exposure levels, or to restructure outstanding obligations. Where the crisis resulted in debt service arrears, debtor countries were urged to seek a cooperative debt restruc-turing agreement under the supervision of the IMF; if the policies to deal with the crisis were judged appropriate, the IMF could then decide to grant financial assistance, applying its ‘lending into arrears’ (LIA) policy and/or authorizing the introduction of capital or exchange controls.

4. In the institutional sphere, the reform of the IFA did not aim to make

a radical overhaul of pre-existing structures. The G7 Report did not seriously entertain the revolutionary proposals originating in political quarters to abolish the IMF, merge it with the World Bank or establish a new ‘overarching’ institution set above existing ones for coordination purposes. Other proposals, this time mainly from academics, were given equally short shrift, such as those suggesting the creation of a deposit insurance agency, a global bankruptcy court or a body for the supervision of markets and                         8 fi nancial intermediaries. The G7 proposed instead to expand the number of active participants in the implemen-tation of the IFA’s reform in two ways: by inviting other international institutions, such as the BIS, OECD, IOSCO and IAIS, to work along-side the IMF and the World Bank to strengthen the IFA; and by involv-
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ing the leading emerging countries of Latin America, Asia and Africa in a newly established consultative group, the Group of Twenty (G20) (the G7 countries plus the 13 main emerging countries). Within the G7 itself, perhaps the most significant innovation was the creation pro-posed by the then President of the Bundesbank, Hans Tietmeyer, of a new international consultative body, the Financial Stability Forum (FSF). Its role was to enhance coordination among monetary author-ities (treasuries and central banks) and financial regulatory agencies of G7 countries with a view to supervising the global financial system and identifying potential vulnerabilities. The IMF was invited to support these initiatives by enhancing its own research into the working of global capital markets and the determinants of market dynamics and by  establishing appropriate forms of consultation with key global players.

 

6.2.2   Where Do We Stand on IFA Reform?

 

Standards and codes

The pillar of the IFA where progress has been most consistent and visible is the one dealing with international standards and codes of best practices. This is an area in which international cooperation has assumed innovative guises (Padoa-Schioppa 2006). The political impulse emanating from the G7 has mobilized the rule-making capacities of specialized agencies and bodies operating in the various segments of financial markets, while the global financial institutions – the IMF and World Bank – have been charged with monitoring the implementation of internationally recog-nized standards and codes (listed in Table 6.1) by their member countries, both developing and developed. The IMF monitors the standards on policy transparency. The IMF and World Bank monitor the standards on financial sector regulation and supervision, as part of their joint Financial Sector Assessment Program (FSAP). The World Bank monitors the standards on market integrity.

The extension of the activity of the Bretton Woods institutions into the area of monitoring compliance has given rise to an impressive number of evaluation missions and assessment reports. Since 1999 the Fund and the Bank have undertaken to write for each member country a Report on Observance of Standards and Codes (ROSC) covering the 12 policy areas indicated above. At the last review of the Standards and Codes Initiative in July  2005 by the IMF Executive Board, the Fund and the Bank staffs reported that ‘through 30 April 2005, 593 initial assessments and 130 updates had been completed in 122 countries or two-thirds of the Fund membership’ (IMF 2005g, p. 1).9 Participation in the initiative, which is 150                Global finance between crisis and reform

 

Table 6.1    Basic standards for the solidity of financial systems

 

Area                    Standard                           Issuing body

Macroeconomic policy and data transparency

Monetary and financial     Code of Good Practices on policy transparency         Transparency in Monetary and 

Financial Policies                        IMF

Fiscal policy transparency Code of Good Practices on Fiscal 

Transparency                        IMF

Data dissemination         Special Data Dissemination Standard /

General Data Dissemination Systema    IMF

Institutional and market infrastructure

Insolvencyb World Bank

Corporate governance      Principles of Corporate Governance     OECD Accounting               International Accounting Standards 

(IAS)c                                                          d IASB

Auditing                  International Standards on Auditing 

(ISA)                                     d IFAC

Payment and settlement    Core Principles for Systemically 

Important Payment Systems            CPSS Recommendations for Securities         CPSS/ Settlement Systems                   IOSCO

Market integrity            The Forty Recommendations of the 

Financial Action Task Force / 9 Special 

Recommendations Against Terrorist 

Financing                            FATF

Financial regulation and supervision

Banking supervision        Core Principles for Effective Banking 

Supervision                           BCBS

Securities regulation         Objectives and Principles of Securities 

Regulation                            IOSCO

Insurance supervision       Insurance Core Principles               IAIS

 

Notes:

a. Economies with access to international capital markets are encouraged to subscribe to

the more stringent SDDS and all other economies are encouraged to adopt the GDDs.

b.    The World Bank is co-ordinating a broad-based effort to develop a set of principles and

guidelines on insolvency regimes. The United Nations Commission on International Trade Law (UNCITRAL), which adopted the Model Law on Cross-Border Insolvency in 1997, will help facilitate implementation.

c.    Relevant IAS are currently being reviewed by the IAIS and IOSCO. d. The International Accounting Standards Board (IASB) and the International Federation

of Accountants (IFAC) are distinct from other standard-setting bodies in that they are private sector bodies.

Source:   Financial Stability Forum, www.fsforum.org.
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voluntary, was very high for emerging market countries, high for advanced economies and lower for developing countries.

Have all these efforts been crowned by success? The results are mixed. On the key objective of helping countries to strengthen their financial systems, the Fund and the Bank report notes that ‘the initiative has delivered sub-stantial results . . ., notably identifying vulnerabilities and establishing priorities for strengthening domestic institutions. The impact on actual implementation of reforms may not have been as substantial, but neither has it been insignificant’. On the other main objective of the initiative, that is to provide financial intermediaries with an instrument to guide and strengthen market discipline, the report recognizes that ‘the initiative has significantly fallen short of its objectives of informing market participants’ and that ‘expectations on its attainment should be lowered’ (IMF and World Bank 2005, p. 27).

A combination of factors has been responsible for this disappointing outcome. On the one hand, the initiative did not envisage a set of incentives to induce countries to embark on comprehensive and often unpopular structural reforms. Goldstein (2005, p. 390), for instance, had suggested that ‘complying countries could obtain preferred access to IMF resources; they could receive more favourable risk weightings . . . in the context of international capital standards’ but these proposals ‘never really made it on the official agenda’. On the other hand, in response to a survey conducted by  the Fund and the Bank market participants expressed the view that ROSCs were not quite suitable for operational purposes, although the information of ROSCs may indirectly in fluence them via the assessment made by rating agencies. Moreover the empirical evidence is still too limited to conclude that complying countries did indeed benefit from their enhanced creditworthiness by obtaining lower risk premia on their market borrowing (Goldstein 2005). In the event, the IMF itself recognized that the standards and codes initiative would, somehow, have to be scaled down. Outlining the Fund’s medium-term strategy, the Managing Director indi-cated ‘it should be possible to focus our work more, with fewer reviews and selectivity in initiating new reports based on macro-criticality. This would free up resources for higher priorities’ (IMF 2005e, p. 6).

The involvement of the Fund in this kind of work has been regarded by some observers as ‘problematic’ and indicative of a ‘mission creep’, which may have distracted it from devoting more attention to its core activity in the macroeconomic area, especially in the field of monetary, fiscal and exchange rate policies (Truman 2006). However, the fact that the initiative has not had a major impact on promoting structural reforms in emerging market countries is hardly surprising. The sheer breadth and depth of the reforms suggested by the G7 for emerging market countries through the 152                Global finance between crisis and reform

 

adoption of best practices and standards necessarily imply a radical insti-tutional overhaul and a thorough revision of the working of the economic system that can only take place gradually and over a substantial period of time. Consider, for example, the inadequacy of bankruptcy legislation, which made the management of the debt crisis particularly painful in a country like Indonesia, where insolvency principally hit the private cor-porate sector. The international community’s success in persuading the Indonesian authorities to adopt a modern, comprehensive, bankruptcy law proved a useful and necessary step, to which the authorities responded promptly, but was hardly sufficient. What Indonesia also needed was a com-petent magistracy able both to evaluate international financial transactions and to apply the relevant bankruptcy procedures in a way that protected creditors and debtors alike. Bankruptcy judges must also enjoy decision-making autonomy enabling them, for example, to declare a company owned by relations or friends of the country’s president bankrupt without fearing for their personal safety. All of this may require, in some cases, the intro-duction or effective implementation of fundamental principles of demo-cratic systems such as the separation of powers, the independence of the judiciary, and the respect of civil liberties. These are slow and difficult processes that often meet with strong resistance in political and economic quarters. Indeed, according to Olson (2000), e fforts to strengthen financial systems in emerging countries must be seen as part of a broader strategy aimed at putting in place a ‘market augmenting government’: a government that is, which guarantees the individual rights of citizens, including eco-nomic rights, and protects them from all forms of ‘depredation’.

Promoting transparency is also not as easy as it might first appear. It involves the publication and reporting of exhaustive, truthful, and timely data on a vast range of economic factors that influence the decisions of foreign investors and the global market. Again, the Asian crisis of 1997 revealed that there were grave shortcomings in the data published by some central banks. O fficial reserves were overestimated in Thailand because the statistics neglected to mention that they had been acquired through short-term swap operations. In Korea it turned out the central bank had deposited its official reserves in Korean banks overseas and when these same banks were implicated in the country’s liquidity crisis, the reserves became actually unavailable. These de ficiencies in reporting practices are easy to correct, but it is much less easy to obtain accurate, detailed and up-to-date statistics on foreign currency debts run up by public sector agencies that do not have to answer to monetary authorities when it comes to man-aging their financial activities. Worse still are debts accrued by private com-panies and households, which, even in the most advanced countries slip through the data-gathering nets cast by authorities. What the global market
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ideally would like to see is a ‘national balance sheet’ with statistics on all foreign assets and liabilities – divided into the state and public sector, banking and financial systems, and private sector (companies and house-holds) – with a clear indication of the maturity of each asset and liability. It is obvious that such a complex system of data collection and processing, even if all reporting entities were fully willing to collaborate, would entail gaps in the information provided due to the inevitably considerable time lapse between the date of publication and the dates to which the informa-tion refer. It is within these gaps that information asymmetries, based on personal relations and subjective assessments, flourish, leading to the kind of underestimation of financial risks which, fuelled by competitive pres-sures, sets the ‘herd’ of global operators in motion. For these reasons, the role that transparency can e ffectively play in guiding global market choices and staving off financial crises has been deemed by academic economists, from the very beginning of the reform process, to be relatively modest. For example, Eichengreen (1999a, p. 84) noted that ‘not much can be expected from these initiatives. Data asymmetries will inevitably remain’; and Blinder (1999, p. 58) argued that ‘although transparency – which is the current rage – is all to the good, no one should expect it to accomplish very much in the way of crisis prevention. Bubbles form and burst even in extremely transparent markets like the New York Stock Exchange’.

 

Enhancing capital adequacy and closing regulatory loopholes Efforts by the major industrial countries to strengthen their banking and financial systems began in the early 1970s, well before the G7 initiative to reform the IFA. The most important work took place in the context of the Basel Committee on Banking Supervision, where the seminal Capital Accord was negotiated in 1988 (see Padoa-Schioppa 2004a, pp. 4–5 and p. 52), introducing a general requirement for internationally active banks to hold total capital equivalent to at least 8 per cent of their risk-weighted assets. In June 2004 a revised framework was agreed (Basel II), which will enter into force over 2007–08 and will introduce more risk-sensitive capital requirements, emphasizing the measurement and management of key banking risks (credit, market, operational risks) and their potential future impact on the banks’ activity. 10 From the very beginning the activity of the Basel Committee was guided by three main objectives: ensuring that no bank escape effective supervision; ensuring that banks have adequate capital; and enhancing market discipline (see Padoa-Schioppa 2005, Chapter 1). Similar objectives, with the necessary changes, have been adopted by the other rule-making bodies active in the non-banking sector of the global market and are the guiding principles of the FSF in its activ-ity to promote financial stability on a global scale. The FSF has given itself 154                Global finance between crisis and reform

 

a rather broad agenda, regularly reviewing the main global risks and vul-nerabilities in the international financial system and overseeing the imple-mentation by participating countries and institutions of measures to strengthen its resilience. At its meeting in March 2006, the FSF identified as ‘developments with the potential to cause strains in financial systems’: growing external imbalances, high levels of household sector indebtedness, and low risk premia reflecting an abundance of liquidity. It also discussed ‘areas of ongoing concern, including issues relating to counterparty risk management, hedge funds, operational risks and valuation practice for complex fi                   11 nancial instruments’. In the vast agenda that the FSF has devel-oped since its establishment, the two specific issues singled out by the G7, namely the risks posed by the activity of OFCs and of hedge funds, have indeed received special attention.

Concerns about the activity of OFCs were raised in 1999 in the IMF policy-making Interim Committee as there was anecdotal evidence that they had played a role in the Asian financial crisis and related turbulences (indeed LTCM, the hedge fund whose insolvency caused major tensions in global financial markets in 1998, was established offshore). Moreover, the total amount of bank and  12  fi  nancial claims on 44 identi  fi  ed OFCs,

estimated by the IMF at around $2 trillion in 2001, was considered to be of a systemically relevant magnitude. At the same time, detailed infor-mation on the activity of financial institutions operating in OFCs was very limited and not easily available. Furthermore, concerns had been raised in various organizations: in the FSF about impediments to effective banking and financial supervision; in the OECD about ‘harmful tax prac-tices’; and in the Financial Action Task Force of the G7 about money laun-dering and other financial crimes. Given the sensitive nature of these claims and the sovereign status of OFCs, the technique adopted by the internat-ional institutions to obtain compliance and convergence was essentially a ‘name and shame’ approach or, put more diplomatically, ‘blacklisting to spur reforms’. Eventually, the FSF proposed that the IMF be given the responsibility to devise and manage an ‘Assessment Program on O ffshore Financial Centers’, linking it to its ongoing activity in the field of standards and codes. At the first review of the programme in 2003, the IMF noted that:

 

The OFC assessment program has had an important effect in improving super-vision standards. Concerned about reputation risks, most of the major centres have strengthened their laws, regulations and supervisory arrangements to meet international standards either ahead of or as a result of the assessments. Some smaller jurisdictions with weak supervisory capacity have reduced their offshore activity and requested technical assistance to improve their regulatory and supervisory arrangements. (IMF 2003d, p. 2)
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Based on this positive evaluation, the IMF approved the continuation of a second phase of the programme, focused on monitoring activities, techni-cal assistance to OFCs and increased cooperation between onshore and o ffshore supervisors. The results of this second phase were judged posi-tively in March 2006 by the FSF which stressed, however, how urgent it was ‘to address remaining problems in several OFCs, notably in the areas of effective cross-border cooperation, information exchange and adequacy of supervisory resources’. 13 All in all, the programme seems to have strayed from its original premise and has turned from a ‘name and shame’ process into a more bureaucratic exercise of ‘box ticking’ and technical coopera-tion. It will no doubt be continued and will inevitably produce over time some improvements in procedures and practices. Whether it will also con-tribute to greater financial stability on a global scale remains to be seen.

Efforts to improve the supervision of hedge funds, the most famous members of the category of highly leveraged institutions, have been ongoing for quite some time. Immediately following the near collapse of the LTCM hedge fund in September 1998 in the United States, the issue of whether or not hedge funds should be subject to the direct supervision of a speci fic regulatory authority was addressed in a number of official and private bodies.14 The most important were: the Working Group on Financial Markets established by President Clinton, which submitted a report on ‘Hedge funds, leverage and the lessons of long-term capital man-agement’; the work conducted by the BSBC focusing on the relationships of banks with HLIs; and the Counterparty Risk Management Policy Group set up by major private capital market participants. These early reports were examined by a Working Group on Highly Leveraged Institutions set up by the FSF (see FSF 2000). The conclusion of this review was basically to reject the option of direct supervision of hedge funds, but to recommend a number of measures to strengthen the super-vision of risk taken by banks and other regulated financial institutions dealing with hedge fund counterparties (prime broker dealers). Measures in this direction have been taken by various national financial authorities in the United States and several EU countries with the aim of improving the risk management procedures and techniques adopted by intermediaries dealing with hedge funds. The question of the appropriate regulatory regime for hedge funds has, however, received renewed attention since 2005 from both national and international financial authorities as well as from major market participants.15 There are several reasons for this revival of interest: the continuing growth of the hedge fund industry and the growing use of complex derivative instruments, like credit default swaps; the increasing ‘retailization’ of its products to an ever larger range of investors – including pension funds – mostly through the network of ‘funds 156                Global finance between crisis and reform

 

of hedge funds’; and the increased correlation among hedge funds’ strat-egies, which in late 2005 exceeded levels prevailing at the time of the LTCM crisis, thereby increasing the risk of disorderly exits from ‘crowded trades’ at a time of decreasing market liquidity (ECB 2006a, p. 142). However, the response of regulators in major financial countries to these concerns has not been uniform. In the United States and the United Kingdom, where hedge funds have been created and developed, regulators have been con-cerned with the issue of investor protection, mostly against fraudulent practices by hedge fund managers, rather than with the risks posed to sys-temic stability by hedge funds. In the United Kingdom, the FSA, following extended consultation with the industry, concluded that the activity of hedge funds does not pose a threat to financial stability or to market confidence (see FSA Feedback Statements, 2006, www.fsa.gov.uk). In general, Anglo-American regulators view the development of hedge funds favourably, seeing them as instruments that enhance the e fficiency and liquidity of financial markets. Consequently, they see their role as confined to monitoring rather than regulating the industry. Typical of this attitude was a speech made by Ben Bernanke, the new Chairman of the Fed, on ‘hedge funds and systemic risk’ at a conference organized by the Federal Reserve Bank of Atlanta in May 2006 (Bernanke 2006, p. 4). While acknowledging concerns about ‘hedge fund opacity and possible liquidity risks’, Bernanke dismissed as impractical, proposals to create a database of hedge fund positions as an instrument for financial authorities ‘to monitor this possible source of systemic risk and to address the build-up of risk as it occurs’. In continental Europe, financial authorities have expressed much greater concern over systemic risks connected to the activity of hedge and equity funds and a proposal has been made in the European Parliament to introduce a light regulatory regime for ‘sophisticated alternative investment vehicles’, with the aim of bringing onshore funds that are presently o ffshore. So far the EU Commission and the EU Council have not taken up the Parliament’s proposal and have indicated that the issues posed by the activity of the hedge funds require further analysis and consultation with market participants (Garbaravicius and Dierick 2005, pp. 52–53; ECB 2006a). However, there is anecdotal evidence that the role of hedge funds has increased recently and has to some extent affected the balance of roles among financial intermediaries on the global market. In substance, hedge funds are no longer relatively small players that limit their activity to highly leveraged transactions on behalf of a few ‘adult’ investors with big shoul-ders and a strong risk appetite. The IMF (2007c, p. 30) estimates that ‘hedge funds now account for a third of trading volume and, therefore, the liquidity provided in several markets’; they also perform a number of important functions that were traditionally the domain of commercial and
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investments banks.16 This development may weaken the argument that hedge funds need not be regulated as they are in fact indirectly controlled by the banks or prime brokers (mostly investment banks) that extend credit to them. In fact it may well happen that banks would be under competitive pressure to finance hedge funds without much attention as to whether this entails excessive credit or systemic risks. Hedge funds may in the end gain access to sources of liquidity without the need for bank financing. The outlook for the ongoing debate on these issues is reviewed in Chapter 14.

 

Crisis prevention and resolution

The implementation of the G7 proposals to strengthen the mechanisms and procedures for crisis prevention and resolution turned out to be much more difficult and controversial than initially expected. In fact, strong di fferences of view on the best approach to crisis management quickly emerged even among the G7 countries themselves and in the position taken by academic economists and market participants.

 

Crisis prevention   A first area of contention concerns the role of inter-national financial assistance in the prevention of financial crises. Here, two contrasting views are widely held: the first, that in a global financial system there is a need for an international lender of last resort, which can provide countries the financial resources to counter sudden capital outflows and speculative attacks thereby forestalling the spread of financial contagion; the second, that the very existence of a lender of last resort, real or per-ceived, in itself can represent a moral hazard liable to encourage reckless borrowing in the expectation of a bail-out should a crisis occur.

During the 1990s, the international community’s initial response to debt crises was to bolster the scope of financial intervention by the IMF by cre-ating, alongside its traditional instruments,17 new and broader lending facilities and by making it easier and faster to grant assistance. This was the reasoning behind the creation of the Emergency Financing Mechanism (EFM) in 1994 after the Mexican crisis. In 1997 (after the Korean crisis) the IMF incorporated the EFM in a new fast-track but more costly Supplemental Reserve Facility (SRF) to encourage early debt repayment once the acute phase of a crisis had passed. In 1999, following a series of proposals by the G7, the SRF was amended to include a new instrument, the Contingent Credit Lines (CCL). These were set up to protect countries in good economic and financial shape from the risks of contagion that the globalization of finance entails. Claims that the IMF has over the years increasingly assumed the role and functions of lender of last resort are not, therefore, entirely unfounded. But it is also true that this came about with the consent and by the express wish of the major ‘stakeholders’ of the IMF 158                Global finance between crisis and reform

 

itself – in the first instance the G7 countries and the leading emerging coun-tries – and certainly not as a result of the obscure manoeuvrings of faceless bureaucrats, as critics of the Fund sometimes seem to imply. If the IMF has increasingly played the role of lender of last resort, often acting in concert with the World Bank, it is because of the international community’s con-viction that countries like Mexico, Korea and Brazil were genuinely ‘too big to fail’, for reasons to do with political or economic stability, or both. It is not surprising, therefore, that a distinguished economist like Fischer (2000), from his vantage point as First Deputy Managing Director of the IMF, justified and defended the role of the Fund as lender of last resort. He emphasized the results achieved in stabilizing the global financial system and avoiding moral hazard, thanks to the conditional nature of financial assistance and its high cost. For the supporters of a strong IMF role in crisis prevention, a more relevant question was whether the IMF had adequate resources to perform the function of lender of last resort. In theory, given that unlike national central banks the IMF has no money-creation powers, it should be able in the current regime of financial global-ization to borrow from the international market and raise the resources it needs to carry out the kind of ‘unlimited’ interventions that characterize lenders of last resort. But when the possibility of granting this ‘recycling’ power to the IMF was raised in a proposal officially tabled by Italy, it failed to garner the necessary consensus.18

Di fferent views were expressed by a task force set up under the aegis of the Council on Foreign Relations, chaired by Morris Goldstein and com-posed of prominent academics, market participants and members of monetary authorities, which drafted a report on the future of the IFA (Goldstein 1999). The Goldstein Report acknowledged the importance of the IMF’s role in managing crises and reducing their macroeconomic costs, but expressed concern at the growing number and size of IMF ‘rescue pack-ages’. Accordingly it proposed that assistance granted to countries with balance of payments problems should remain within ‘normal limits’, except in cases where the crisis put the stability of the entire system at risk or could spread to other emerging countries. In a nutshell, the Goldstein Report maintained that when it came to financial assistance disbursed by international organizations ‘less will do more’, meaning that a more modest approach will lessen the moral hazard and curtail the excessive lending by the market that is at the heart of crises. To achieve this goal, the report further recommended a return to the strict demarcation of roles between the IMF and the World Bank that was spelt out at Bretton Woods, ending the overlaps and dual interventions of recent years. The report urged the IMF to focus on relatively short-term financing and macroeconomic strat-egies for balance of payments adjustments, and leave decisions about

In search of international monetary and financial stability 159

 

long-term financing for structural interventions where they belong: back with the World Bank. For its part the World Bank was urged to avoid financial involvement in crisis management and to prioritize the fight against poverty and socially-oriented structural reforms.19

Far more radical were the recommendations of the International Financial Institutions Advisory Commission established by the US Congress and chaired by Professor Allan Meltzer of the University of Chicago (Meltzer 2000).20 The Commission proposed that the IMF finance only those emerging countries which, although solvent, had been tem-porarily denied access to financial markets. Liquidity loans would have short maturity, be made at a penalty rate and be secured by a clear priority claim on the borrower’s assets, who would be provided with strong incen-tives to resolve problems rapidly in order to return to normal market bor-rowing conditions. Except in circumstances of systemic crisis, loans would be made only to countries that had met predetermined conditions of financial soundness and the correct functioning of domestic financial systems. Finally, the Commission proposed that the IMF abolish its special Poverty Reduction and Growth Facility (PRGF), given that these objec-tives should be met exclusively by the World Bank. In short, the IMF should finance a very limited number of its (then) 182 member countries, relinquishing its role as consultant on macroeconomic adjustment policies. The World Bank was similarly urged to review its mandate and abolish all loans to countries that can access the financial market (such as Brazil or Korea) or whose annual per capita income is in excess of $4000. Loans should principally target poorer countries, with per capita income of less than $2500. Finally, the World Bank should never engage in crisis lending; this task should be carried out solely by the IMF.

The decision-making bodies of the IMF and World Bank went no further than taking note of the proposals contained in the Goldstein and Meltzer reports. The US government did not formally follow up on the Meltzer proposals because of the difficulties it would have encountered in securing the necessary majorities in the governing assemblies of the two institutions, given the predictable opposition of developing and emerging countries. Even within the G7, the proposals were unlikely to have been supported by EU member countries or Japan. The debate on the role of the IMF in crisis prevention has continued well into the 2000s and a number of issues are still on the table: the question of the exceptional access to IMF facilities by highly indebted countries; how to shape IMF lending to well-performing countries, since the CCLs had to be cancelled in 2003 because no countries had applied for them; whether the IMF should provide support (policy advice) without lending; and whether and to what extent the IMF (or rather the World Bank) should assist low-income countries. 160                Global finance between crisis and reform

 

Reading a comprehensive review of all these issues and the various proposals that have been formulated in o fficial quarters and by academic economists to deal with them, such as the one of Truman (2006), the over-whelming feeling remains one of unfinished business.

 

Crisis resolution The second area of contention covers the rules and the

institutions that are needed in a global financial system to carry out an orderly resolution of financial crises. It is generally agreed that the IMF should play a central role in this area, to be exercised discretionally and on a case-by-case basis. As demonstrated by Giannini (1999), the notion of the IMF as lender of last resort can be usefully redefined to mean that it should use its financial clout to enhance coordination between borrowers and lenders so as to ensure an orderly management of situations of illiquidity and avoid their degeneration into insolvency crises. Similar views have been expressed within the G7, following proposals by the Bank of Canada and Bank of England (Haldane and Kruger 2001), and within the Eurosystem. Disagreement has surfaced on the issue of whether the role of the IMF should be informal and pragmatic or whether it should be exercised within a strong institutional framework, underpinned by precise rules and pro-cedures. The IMF, building on the broad framework for crisis resolu-tion agreed (in Prague, September 2000) by its International Monetary and Financial Committee (IMFC)21, proposed the creation of a formal Sovereign Debt Reconstruction Mechanism (SDRM). The proposal, which was made against the background of the disorderly ‘denouement’ of the debt crisis in Argentina, marked a major change of attitude regarding the role of the IMF in crisis resolution (Krueger 2001, p. 5). By reducing the emphasis on the IMF’s role as lender of last resort, the IMFC was opening the way to a possible institutional involvement of the Fund in crisis management in the guise of an authentic ‘international bankruptcy court’. Despite the impressive analytical effort by the IMF staff in devising the operational features of the SDRM using a market-friendly approach, the proposal encountered the immediate opposition of major private sector intermediaries. They feared that, in the cooperative framework provided by the IMF, the establishment of the SDRM would o ffer an irresistible incen-tive to highly indebted countries to default on their sovereign debts. The major capital market participants, acting through the International Institute of Finance (IIF), lobbied intensively for alternative approaches, and this eventually led the US authorities to withdraw their support for the SDRM, which was unceremoniously shelved at an IMF meeting in April 2003. Since then signi ficant progress has been made in implementing the alternative concepts preferred by the IIF. A first achievement was the more widespread use of CACs in sovereign bond issues by emerging countries,
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which rose from 31 per cent of the outstanding stock of bonds at the end of 2002 to 53 per cent at the end of June 2005 (IMF 2005d). This has been achieved through the combined e fforts of the IMF, the financial authorities in major capital market centres (New York, London and Tokyo), and global financial intermediaries and sovereign issuers in key emerging coun-tries in Latin America, Asia and Eastern Europe. Moreover, in November 2004 the IIF, in consultation with major sovereign borrowers, drew up a set of ‘Principles for Stable Capital Flows and Fair Debt Restructuring in Emerging Markets’ (IIF 2004). The Principles, which are built upon the framework for crisis resolution devised by the IMF, cover four broad areas: transparency and the timely flow of information; close debtor–creditor dia-logue and cooperation to avoid restructuring; good faith actions; and fair treatment. The Principles have been favourably received by a number of emerging countries22 and the IMF is promoting their adoption by sover-eign issuers, as part of its activity in the field of standards and codes. The viability of such voluntary cooperative schemes is, however, still untested, as conditions in the global financial market in 2004–06 have generally been favourable to sovereign borrowers, with abundant liquidity and narrowing spreads.

 

Institutional reforms

The modest institutional changes proposed by the G7 have indeed been implemented: the G20 and the FSF have become operational in their respective roles of consultative bodies, the G20 among the G7 countries and major emerging economies; the FSF among G7 monetary and financial authorities and the main standard-setting bodies of financial markets. The creation of the G20, although welcomed by emerging coun-tries, has not really addressed the key issue of how to reform the governance of the Bretton Woods institutions, in particular as regards members’ quotas and voting power, which no longer reflect the weights of key countries and regions in the world economy. As Truman (2006) noted in his comprehen-sive review, this is a highly sensitive political issue, which may involve a significant increase in the quotas of emerging countries, especially in Asia, at the expense of industrial countries, especially those in Europe.23 This is not going to be an easy question to address. While the stature and in fluence of the IMF in the world economic and financial system would no doubt be enhanced by a more realistic and balanced representation of key countries and regions, the reform should not alter the key features of the Fund as an institution in which member countries have a voting power based on their population, national income, and foreign trade shares. A first step in rearranging the quota structure was agreed by the IMFC at its meeting in Singapore in September 2006: it envisages a selective increase in the quotas 162                Global finance between crisis and reform

 

of China, Korea, Mexico and Turkey. Further negotiations will be required to bring about a significant and more realistic distribution of quotas.

As regards the FSF, much has already been said about its activity in moni-toring the global financial system and its risks and vulnerabilities. The chal-lenge for the FSF is, however, to maintain the focus on key policy issues, resisting the temptation to oversee an ever expanding agenda which would downgrade the FSF role to a box-ticking bureaucratic activity. To support the FSF, the IMF has expanded its activity in the field of international financial markets. In addition to its ongoing work on macroeconomic policy issues conducted by the research department and reported in the twice-yearly publication of the World Economic Outlook (WEO), the IMF set up in 2001 a new Department for International Capital Markets, which since 2003 has been responsible for the preparation of the Global Financial Stability Report (                                            24 GFSR ), also published twice-yearly. The GFSR is based on internal analy-sis and research as well as on informal consultations with commercial and investment banks, securities firms, asset management companies, hedge funds, institutional investors, stock and futures exchanges, credit rating agencies and also regulating authorities and academic researchers in major financial centres and countries. However, despite these improvements, in 2005 the perception among the G7 was still that ‘the IMF needs to integrate more fully capital market and financial sector analysis into the daily life of the Fund’.25 In response to these pressures, in June 2005, the IMF Managing Director appointed a working group of experts under the chairmanship of former New York Fed President W.J. McDonough to review the IMF financial sector work and provide advice on the effectiveness of the organ-ization and allocation of the work that was ‘dispersed among several func-tional and area departments’ (IMF 2005f). Following the recommendations of the McDonough Report, the Managing Director announced in February 2006 the creation of a ‘new Department that will be a centre of excellence for all aspects of financial, capital market and monetary work in the IMF’ (IMF 2006f). The new department merges the functions and staff of the International Capital Markets Department and the Monetary and Financial Systems Department and is headed by Jaime Caruana, former Governor of the Bank of Spain and former Chairman of the Basle Committee on Banking Supervision. It is to be hoped that as a result of these further adap-tations, the IMF will finally be in a better position to analyse and monitor the impact of globalization, some 20 years since its inception, for the working of the international monetary and financial system.

 

Missing pillars in the architecture?

Despite being billed as a response to the challenges of globalization and financial instability, the reform of the IFA was in fact essentially about
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managing the debt crises of emerging countries. Indeed, the G7 Report omitted any reference to the interdependence of monetary and exchange rate policies of major countries and to its implications for the operation of global financial markets and their propensity to generate credit booms and busts and unsustainable asset price trends. The second major shortcoming of the IFA reform was its lack of attention to exchange rate policies for the key reserve currencies of the global economy and to their role in correcting payments imbalances and exchange rate misalignments. In the remaining sections of this chapter it will be shown how the issues ignored by the IFA reform  project have resurfaced after a time and how they have been addressed.

 

6.3   THE PREVENTION OF BUBBLES

 

The prevention of bubbles has not been included in any of the many reform plans elaborated in official or academic circles, essentially because there has been no consensus as to what could usefully be done by monetary and fi                                                26 nancial authorities with the instruments at their disposal. There is a broad consensus that monetary policy cannot be used to pursue financial stability (that is, to prevent bubbles) as it is already assigned to pursue price stability: if you have two objectives, you need two instruments. This view has received strong support by such an authority in the field as Alan Greenspan (2002), who argued strongly against using interest rate hikes to counter the formation of bubbles. Rather – Greenspan maintained – mon-etary policy should be relaxed promptly and aggressively to limit the deflationary impact of the bursting of the bubble, after it has occurred. If monetary policy is not available to pursue financial stability, it is also widely recognized that the tools of the regulatory authorities of financial markets are not really suitable to cope with situations of systemic instability such as those generated by excessive credit creation. Typically these authorities are equipped to deal with the instability of individual market participants, be they banks or other financial intermediaries, and their primary concern is to ensure that market participants have an adequate capital base with respect to the risks they incur and that their operations are transparent. The approach followed by supervisory authorities is, in other words, ‘micro-prudential’ while the problem they have to deal with is of a ‘macropruden-tial’ nature. In these circumstances, one would have to conclude that there is not much that the authorities can do to prevent systemic financial insta-bility or the emergence of bubbles. To take such a resigned attitude, however, could be seriously counterproductive as it might convince citizens and their elected representatives that the only way to cope with financial 164                Global finance between crisis and reform

 

instability is to introduce restrictions on capital movements or to ‘throw sand in the wheels’ of international financial markets as suggested by James Tobin (1978 and 1998). The risk of using protectionist measures to deal with international financial instability has been recognized, mostly within the central banking community, as it would distort the flow of international trade and investment with negative repercussions for growth and employ-ment on a global scale. Analytical and empirical e fforts are underway to devise a policy framework that would allow the normal operation of global financial markets while promoting conditions of financial stability.

A first call for a thorough review of the issues financial instability raises for monetary authorities came from Andrew Crockett with his seminal paper for a SUERF Colloquium (Crockett 2000). In it he identified two areas for further research and analysis: the first, how to deal with the sys-temic risks associated with the financial cycle; the second, the relationship between monetary and financial stability. This second area, Crockett advised, should be explored with a ‘critical but open mind’. Not surpris-ingly, Crockett’s suggestion has been heeded primarily within the BIS, where a number of very stimulating papers have been produced in recent years. One such paper (Borio and Lowe 2002) presented empirical evidence that it is possible to identify ex ante financial imbalances and that sustained credit growth, combined with large upward movements in asset prices, increases the probability of an episode of financial instability. The paper also argued that while low inflation promotes financial stability, it also increases the likelihood that excess demand pressures show up first in credit aggregates and asset prices rather than in the prices of goods and services. Subsequent papers analysed the policy implications of these empirical findings. As regards the framework for financial supervision and regula-tion, it is argued that a macro-prudential approach is required in which the main concern would be ‘the disruption of economic life . . . brought about by generalized financial distress’ rather than ‘the pursuit of narrowly inter-preted depositor protection objectives’ (Borio 2002, p. 25). As regards the framework for monetary policy, it is argued that no change is required in the objectives of monetary policy, but in the way these are pursued: basi-cally, greater weight should be given ‘to signs of the build-up of financial imbalances in deciding when and how far to tighten policy’ (Borio et al. 2003, p. 44). In practice, the macro-prudential approach relies to a large extent on cooperation between central banks and supervisory authorities. In a subsequent paper Borio and White (2004) called for ‘subtle modi-fications in current policy frameworks in both the financial and monetary spheres’ with the aim of limiting ‘the potential excessive procyclicality of the financial system’. In the monetary sphere, in particular, they drew attention to the risk that financial imbalances may also materialize when
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in flation is low and to the need to lean against those imbalances by length-ening the time horizon and giving greater weight to financial risks in mon-etary policy formulation. In a more recent paper, White (2006) elaborated on how such a new monetary policy framework could operate with more symmetry over the credit cycle:

 

There would be greater resistance to upswings. This, in turn, would obviate the need for asymmetric easing in the subsequent downturn and the problems arising from holding policy rates at very low levels for sustained periods. One important effect of more symmetric policies is that they would also act to prevent financial imbalances from cumulating over time. This, in turn, would free the authorities’ hands to respond appropriately to the upward phase of any given credit cycle, since there would be less fear of precipitating a crisis. In this way, a virtuous rather than a vicious circle might be more firmly  established. (p. 16)

 

The issue also received considerable attention within the ECB. Padoa-Schioppa (2002) urged monetary authorities to look for ‘the land in between’ monetary policy and prudential supervision; that land indeed does exist and contains instruments that can be used to pursue monetary and financial stability at a systemic level. These include: the management of the payments system, emergency liquidity support, crisis management coordination, and public and private comments (sometimes defined by market participants as ‘oral interventions’). As these instruments are avail-able to central banks or supervisory authorities or both, it follows that their efficient use depends crucially on the coordination of interventions by the authorities involved. Moreover, Otmar Issing (2004) recognized that central banks can ‘fight excessive asset prices developments’ through the control of the creation of money or the multiplication of credit. However, empirical analysis conducted by the ECB (Detken and Smets 2004, p. 31) indicated that ‘not all asset price booms lead to a bust and not all busts to a financial crisis’ and that, therefore, ‘monetary policy response depends on the nature of the underlying shock responsible for the asset price increase’. In other words, no predetermined rules for monetary policy can be pru-dently set and the response should be decided case by case. From a policy framework perspective, the position of the ECB has been clearly described by President Trichet (2005):

 

With regard to the optimal monetary policy response to asset price bubbles, I would argue that its informational requirements and its possible – and di fficult to assess – side effects are in reality very onerous. Empirical evidence confirms the link between money and credit developments and dismal asset price booms. Thus a comprehensive monetary analysis will detect those risks to medium and long run price stability. The fact that the ECB’s monetary policy strategy has this 166                Global finance between crisis and reform

 

property is in my view a significant advantage in light of the current challenges facing modern times central banks. (p. 14)

 

The search for strategies to deal with monetary and financial instabil-ity has thus started, but it is still at a preliminary stage. Nevertheless, a few general comments may be in order. Irrespective of the precise content of the strategy, it is quite likely that monetary and financial authorities of the countries involved would have to use some degree of policy activism. In a regime of global finance, there are no ‘automatic pilot’ devices in the framework for monetary and exchange rate policies or in the prudential regulatory system to which one can safely relinquish the responsibility of ensuring financial stability. Nor is it advisable to adopt a policy of benign neglect and rely solely on market discipline. Policy activism does not necessarily mean adopting new measures or changing policies at every sign of turbulence; it means being ready to broadcast appropriate policy signals whenever there appears to be evidence of unsustainable trends in key financial variables such as credit aggregates, asset prices and exchange rates. The ‘signal’ should make clear to market participants that the authorities consider current trends unsustainable and likely to lead to severe financial imbalances. The nature of the signal may be appropri-ately tailored to circumstances: it may take the form of an oral warning, or might involve monetary policy measures, exchange market interven-tions, tax or regulatory changes. It could be argued that such policy activism may be in itself destabilizing and give rise to greater market volatility. Moreover, if the activism included a pre-emptive monetary tightening by the central bank, without clear evidence of an inflationary threat, this may be criticized as damaging to the economy and the legit-imate interests of, say, private investors in the stock market. These argu-ments are understandable, but are not really convincing. Any policy action is bound to change financial market expectations and the assess-ment of risk and return by intermediaries and investors. The volatility in financial markets that normally accompanies policy changes reflects pre-cisely the adjustment process carried out by the market as intermediaries rearrange their positions in the light of the new expectations about risk and return on their investment. Inevitably in this process there are winners and losers. But what matters is that the volatility entails an enhanced perception of risk by market participants, which may be the crucial ingredient for deflating a potential financial bubble. Indeed bubbles are generated when markets lose the perception of a two-way risk; it is one-way markets that generate overshootings, bandwagons and bubbles. In the end, investors should be grateful that a bubble has been deflated sooner rather than later.
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The key question in any strategy to counter bubbles is whether a poten-tial financial imbalance can be unmistakably identified at an early stage. In a regime of globalization it may be difficult for the monetary authorities of any individual country, large or small, to have all the information needed to assess the impact on financial conditions of international capital flows and of the operation of global financial markets. It is only in the fora of international consultation and cooperation that the full picture of the trends and the vulnerabilities of the international financial system can be pieced together. This issue will be addressed in detail in Chapter 14.

 

6.4   HOW TO COPE WITH GLOBAL IMBALANCES

AND EXCHANGE RATE MISALIGNMENTS

 

The omission of exchange rate policies in the IFA reform was immediately detected by a minority of the task force’s members who drew up the Goldstein Report (1999), including the former Fed Chairman, Paul Volcker, financiers like George Soros and John Heimann, and former members of Democrat and Republican administrations, like Fred Bergsten and John Schlesinger. These members suggested that the IFA reform should also include a proposal to create ‘target zones’ for the exchange rates of the dollar, euro and yen. A similar proposal had been put forward first by John Williamson (1983) but, despite having had some eminent support-ers in McKinnon (1996) and Mundell (2000), has remained a ‘minority view’ even in the wider context of academic circles and private research institutes. But aside from these ‘lone riders’ whose ideas have more often been seen as representing stimulating intellectual provocations rather than concrete proposals, policy-makers in Europe and Asia, the two monetary areas that, together with the dollar, impact on the entire global financial system, have expressed growing concern over the high costs of exchange rate volatility and misalignments. At the time of the IFA proposals, however, in light of the G7’s well-advertised preference for a floating exchange rate regime between the major currencies, these concerns were voiced more to encourage debate and test reactions, rather than as o fficial proposals. But they nonetheless con firmed that the question of exchange rate regimes remained open. In France, the only EU country where the functioning of the international monetary system has been traditionally considered one of the main priorities in government programmes, the Conseil d’Analyse Economique (1999), a unit within the Prime Minister’s o ffice, drew up a report on the IFA in which it proposed ‘a joint manage-ment of flexible exchange rates’ to tackle the underlying causes of inter-national financial instability. Asia’s steps in this direction have been more 168                Global finance between crisis and reform

 

cautious – given the complexity of the political relations between the leading countries in the area – but equally meaningful. In 1999 the Association of South-East Asian Nations (ASEAN) together with Japan, China, and South Korea (the ASEAN3) decided to establish a mech-anism for monetary cooperation between the region’s central banks with the aim of protecting the exchange rates of their national currencies from the instability generated by speculative capital       27 fl ows. The purpose of the initiative was very clear: to set up a foreign exchange regime for Asian currencies that would be neither pegged to the dollar nor freely fluctuating.

The need to supplement the work initiated with the IFA to include the management of systemic imbalances has been belatedly recognized by the international community as part of a review exercise initiated in 2004 in connection with the sixtieth anniversary of the Bretton Woods Treaty. Following a call from the G7 to conduct a strategic review of the working of the international monetary and financial system, the Managing Director of the IMF, Rodrigo de Rato, elaborated a Medium-Term Strategy for the Fund which was endorsed by the IMFC in September 2005. In his report de Rato recognized that ‘the challenges of the past decade have pulled the Fund in too many new directions – further straining the original vision of an institution devoted to international monetary stability and the financing of temporary balance of payments problems’ (de Rato 2005, p. 2). The report contained a number of suggestions to reorient the Fund towards its original mission, essentially by strengthening its surveillance role on the larger, systemically important economies and on the global financial system, focusing on the interaction between macroeconomic developments and financial sector dynamics and vulnerabilities. Coinciding with the pres-entation of de Rato’s proposals, the US Treasury Undersecretary Adams (2006) delivered a very critical speech at a seminar on IMF reform organ-ized by the Institute for International Economics. The key point raised by Adams was that the IMF had neglected its main objective of conducting an e ffective surveillance on exchange rate developments and policies, accusing it of having been ‘asleep at the wheel on its most fundamental responsibility’.

The US position on the role of the IMF on exchange rate matters seemed to mark a signi ficant departure from the traditional American stance that a regime of freely floating exchange rates would work best without any interference from official instances, national or international. In fact, however, the departure was more apparent than substantive. The main concern of the US Treasury was not so much the working of the world exchange rate regime, but rather the ‘exchange rate manipulation’ carried out by most Asian countries, primarily by China, but also by Japan, which the Fund had been unwilling or unable to prevent and sanction. The strong
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commitment by China and other Asian countries to peg their currencies to the US dollar (and their refusal to allow an appreciation of their exchange rates vis-à-vis the dollar in the face of a mounting current account surplus) had been a long-standing concern of both the US Administration 28 and Congress, where the possibility of introducing retaliatory protectionist measures against ‘currency manipulating’ countries had been seriously considered. 29

Whatever the motivations behind the US move, the call for the Fund to pay more attention to exchange rate issues and therefore to global pay-ments imbalances was well received30 and endorsed by the IMFC at its meeting in April 2006. As a result, during 2006, the IMF has been able to conduct ‘multilateral consultations’ with the United States, Japan, the euro area, China and Saudi Arabia to discuss strategies for the orderly adjust-ment of global payments imbalances. The results of this exercise of multi-lateral consultations were made public at the end of the IMFC 2007 spring meeting: ‘The consultation process has proved a useful initiative, bringing together representatives of relevant economies to discuss how best to make progress in addressing this critical challenge. The discussions have been open and constructive, and have contributed to an improved understand-ing of the issues and of each other’s positions’. Participating countries also noted that the implementation of their policy plans ‘would in combination constitute a significant further step towards sustaining solid economic growth and resolving imbalances’. They added: ‘We agreed to meet again when developments warrant’ (IMF 2007f, p. 1).

In April 2006 the IMFC had also asked the Fund to undertake a review of its 1977 Surveillance Decision, a key legal instrument for the perfor-mance of this delicate function, and proposed a new framework for IMF surveillance consisting of four elements:

 

First, a new focus of surveillance on multilateral issues, including global financial issues, and especially the spillovers from one economy on others. Second, a restatement of the commitments which member countries and their institutions make to each other under Article IV on which surveillance can focus on monetary, financial, fiscal and exchange rate policies. Third, the Managing Director should implement his proposal for a new procedure, which will involve the IMFC and the Executive Board, for multilateral surveillance. Fourth, the IMFC should set a new annual remit for both bilateral and multilateral surveil-lance through which the Managing Director, the Executive Board and the staff are accountable for the quality of surveillance. (IMF 2006c, p. 118)

 

Work on this crucial item of the IMF reform has been more difficult than expected as the main emerging countries fear that any strengthened sur-veillance authority of the IMF would not be exercised in an even-handed 170                Global finance between crisis and reform

 

way and will be focused mostly on their exchange rate policies. At its meeting in April 2007, the IMFC, recognizing these difficulties, stated:

 

The Committee, with a view to gaining broad support across the membership, agrees that the following principles should guide further work: first, there should be no new obligations, and dialogue and persuasion should remain key pillars of effective surveillance; second, it should pay due regard to country circumstances, and emphasize the need for evenhandedness; and third, it should retain flexibility to allow surveillance to continue evolving. (IMF 2007e, p. 3)

 

On the basis of these guidelines the IMF Executive Board reached a consensus on 15 June 2007 on a new Decision on ‘Bilateral Surveillance over Members’ Policies’ (IMF 2007d). The analytical framework of the surveillance activity indicates that in order to ensure a stable system of exchange rates (systemic stability), each IMF member should promote its own ‘external stability’, by achieving a ‘balance of payments position that does not, and is not likely to, give rise to disruptive exchange rate move-ments’. This implies that each country should ensure that there are no ‘fun-damental misalignments’ in the real exchange rate of its currency and that there are no external sector vulnerabilities that could affect the sustain-ability of capital flows. As the decision does not involve any new obliga-tions of members, the ability of the IMF to influence members’ policies depends mostly on ‘dialogue and persuasion’ and it is therefore important that there is a broad consensus on the analytical framework underlying surveillance. From this point of view, it is regrettable that despite the con-siderable efforts made to reach a compromise solution acceptable to all, China was the only member that did not endorse the decision. The new surveillance decision has also contributed to revive the debate in the US Congress on the exchange rate policy of the United States. Four senators have recently taken a bipartisan initiative to revise the US exchange rate oversight laws: ‘In line with IMF standards, US policy should focus on currencies that are in fundamental misalignment, abandoning the pejor-ative  and accusatory term “manipulation” that was used. In line with WTO standards, US policy should play by the rules of the international economy’ (Baucus et al. 2007).

An assessment of the implications of these developments for the working of the international monetary and financial system will be made in Chapter 14. Here it is perhaps appropriate to pause for a moment and review in Part III of the book, episodes in which major countries have suc-ceeded in carrying out strategies designed to adjust payments imbalances with policy strategies designed to influence or resist exchange rate trends in the global financial markets. A brief historical reappraisal of how such strategies have been implemented may be useful in assessing the prospects
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of the initiatives currently being undertaken by the international commu-nity as it sets out to address, once again, the adjustment of global imbal-ances.

 

NOTES

 

1.   The quotation is from the dissenting view subscribed to, among others, by C. Fred

Bergsten, John Heimann, James Schlesinger, George Soros and Paul Volcker.

2. See Joint Economic Committee (1975, p. 2). For more information on these aspects of

the American position, see Saccomanni (1988).

3. The concept of exchange rate manipulation has been used by the US Congress several

times since then as an instrument of foreign economic policy, lastly in 2005–06 in the negotiations with China on the exchange rate of the renminbi (see Chapter 12).

4. This is when the IMF Managing Director presented his proposals for reforming the

Fund (see paragraph 4 in this chapter and Chapter 14).

5. The reasons for the disappearance of reforming impulses were analysed at an inter-

national conference organized by the Bank of Italy (Kenen et al. 1994).

6. After the name of the two sponsoring members of Congress: Senator Paul Sarbanes and

Representative Michael Oxley. Formally entitled Public Company Accounting Reform and Investor Protection Act of 2002 (30 July 2002).

7. A survey conducted among market participants of the city of London ranks ‘regulation’

as the number one in a list of problems confronting intermediaries and which includes (ranking in brackets): credit risk (2), derivatives (3), hedge funds (7), fraud (11), merger mania (19) and rogue traders (27) (CSFI 2006).

8.   See Rogoff (1999) and Eichengreen (1999a) for detailed assessments of these proposals.

9. Progress on the implementation of FSAPs and ROSCs is regularly reported by the IMF

on its website (www.imf.org).

10. On the implications of Basel II, see Himino (2004) and Caruana (2005). Jaime Caruana

was at the time Chairman of the Basel Committee and Governor of the Bank of Spain.

11. See FSF (2006). The FSF also regularly publishes reports on ‘Ongoing and recent work

relevant to sound financial systems’, providing a full account of progress achieved in the numerous initiatives monitored by the FSF.

12. The OFCs group includes exotic locations such as Aruba, the Bahamas, the British

Virgin Islands, Samoa, the Seychelles, but also industrial countries such as Ireland, Luxembourg and Switzerland; see IMF (2006a, p. 12).

13. See FSF 2006. The FSF is expected to review the OFC Initiative in September 2007 (FSF

2007).

14. See Garbaravicius and Dierick (2005) for the references to various reports and studies.

15. See, among the most recent reviews: FSA (2005a); Counterparty Risk Management

Policy Group II (2005); ECB (2005c) and ECB (2006a).

16.   In a front page article in the Financial Times (2007), Ben Steil of the Council for Foreign

Relations was quoted as saying: ‘Once hedge funds start accounting for this much of the market . . . they are not really bank customers anymore’.

17. The normal facilities of the IMF are the Stand-By Arrangements (SBA) designed to

provide financing to members facing short-term balance of payments problems; the Extended Fund Facility (EFF) deals with longer-term and structural balance of payments financing problems; the Compensatory Financing Facility (CFF) helps members cope with temporary declines in commodity prices and with financing needs arising from natural dis-asters; the Poverty Reduction and Growth Facility (PRGF) grants longer-term loans at low interest rates to low-income countries with structural balance of payments problems.

18. The proposal was tabled by the Italian Treasury Minister, Lamberto Dini, during the

preparatory work for the G7 Summit in Halifax. See Padoa-Schioppa and Saccomanni 172                Global finance between crisis and reform

 

(1996).

19. The gradual blurring of the distinction between the roles of the IMF and the World

Bank has been a subject of debate for at least a quarter of a century and is rooted in the growing demand for international financial assistance from developing countries. The major stakeholders of the two institutions, namely the leading industrial countries, responded by allowing a proliferation of ‘facilities’ and ‘windows’ whose scope and purpose is often vaguely de fined. With the debt crisis of the developing countries in the 1980s, the problems posed by the overlapping of roles of the Bretton Woods institutions could initially be described as incompatible treatments or pharmacological overdoses being administered to the same patient together with a surfeit of check-ups; in 1989 the problem of better coordination of the activities of the two institutions was examined by the G10 in a report (G10 Deputies 1989) containing proposals similar to those advanced in the Goldstein Report. The matter was taken up again in 2006 by an ad hoc commit-tee of experts chaired by Pedro Malan, a former finance minister of Brazil. The Group’s report was delivered to the IMF on 23 February 2007 (www.imf.org).

20. The decision to review the activity and organization of a certain number of international

bodies was taken in November 1998 by the Republican majority in Congress, in a com-promise brokered with the Democrat government. This involved the approval of the US contribution, corresponding to approximately 18 billion dollars, to the co ffers of the IMF, World Bank and the regional development banks. There is a strong conservative and bipartisan faction in Congress that traditionally opposes the institutions created under Bretton Woods, which it believes are an emanation of the East Coast liberal financial establishment, accused of using taxpayers’ money to save the major banks of Manhattan from bankruptcy. Every time the American government requests authoriz-ation from Congress to take part in the periodic capital increases of the IMF and the World Bank, the conservative faction introduces special conditions and requirements into the budgetary allocations.

21. This is the new name given in 1999 to the Interim Committee, the ministerial policy-

making body of the IMF.

22.   On the involvement of private creditors in crisis management, see ECB (2005b). 23. Currently the quota of China (2.98 per cent) in the IMF and the World Bank is not much

higher than that of Belgium (2.16 per cent).

24.   The GFSR replaces the annual International Capital Markets report and the electronic

quarterly Emerging Market Financing report.

25. Statement by US Undersecretary of the Treasury, Randal Quarles before the US Senate,

as reported by Truman (2006).

26.   What follows draws heavily from Saccomanni (2005). 27. This was the Chiang Mai Initiative, agreed on the margin of the annual meeting of the

ADB in Chiang Mai in May 1999. The member countries of the ASEAN are: Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar (Burma), the Philippines, Singapore, Thailand and Vietnam.

28.   See Economic Report of the President (Chapter 6, ‘The US Capital Account Surplus’)

transmitted to Congress, February 2006 (US Administration 2006).

29. The question of exchange rate policy of China will be examined in detail in Chapter 12.

30. Surprisingly, this initiative by the IMF was greeted at the time as a major innovation in

international cooperation. In fact the very concept of multilateral surveillance was already introduced in the second Amendment in the IMF Articles of Agreement in 1976. The 1985 report on the international monetary system by the G10 included detailed pro-posals for a revamping of multilateral surveillance. Even outside official circles, there has been no shortage of concrete proposals indicating how a strengthened cooperation on exchange rate policies could be organized within the IMF; see in particular, Artus and Crockett (1978), Saccomanni (1988), Goldstein (1995), Volcker (1995), Coeuré and Pisani-Ferry (2000), Cecchetti et al. (2000).




PART III

 

Challenging the tigers




7. A cage for the dollar: the Plaza and

 

Louvre Accords (1985–87)*

 

At the beginning of the 1980s, a number of economies – most notably the United States – had believed, not only that they need not listen to the IMF, but that they could ignore the market. They needed a shock of the kind that occurred in 1985 for the United States to shake them from their illusions. But now the disciplin-ing mechanism was rather different to that of the ‘classical’ Bretton Woods system. It turned out that an ability to adjust to what the market might do would best be secured through a measure of international cooperation. The result would be the creation of a more stable framework of expectations that might diminish the impact of the shocks in financial markets caused by abrupt policy changes.

Harold James (1996, p. 466)

 

In the period from 1985 to 1987 the G7 devised and implemented an elab-orate strategy for the international coordination of economic policies aimed at stabilizing the exchange rate of the dollar and adjusting the inter-nal and external disequilibria that were hindering non-inflationary growth in the G7 countries. This strategy comprised two distinct phases: the first, during 1985 (Plaza Accord), ended the excessive appreciation of the dollar and cleared the way for a period of significant depreciation; the second, during 1987 (Louvre Accord), involved a concerted e ffort first to halt the dollar’s decline and then to stabilize it at a sustainable level.

The birth of the policy coordination strategy, its implementation and subsequent gradual abandonment makes it one of the most eventful and instructive pages in contemporary monetary history – the subject of numerous accounts and analyses by economists, journalists and the pro-tagonists of the day (see Funabashi 1988; Volcker and Gyohten 1992; Solomon S. 1995; Solomon R. 1999; Clarida 2000). The antecedents of the strategy have been described in detail in Chapter 5, together with the chron-icle of the failed efforts by all other members of the G7 to convince the United States of the need to correct the misalignment. As indicated earlier, the Reagan Administration had, until 1984, refused to acknowledge the existence of a dollar misalignment. But something changed at the end of the year, after the electoral victory confirming Reagan for a second term. The President seized the opportunity afforded him by the cabinet ‘reshuffle’ to change both the Treasury Secretary and the US dollar policy. Stubborn
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champions of laissez-faire were replaced with a more pragmatic team of people willing to take account of pressures from Congress and business, which bemoaned the loss of competitiveness caused by the excessive appre-ciation of the dollar. The new Treasury Secretary, James Baker – a lawyer devoid of any dogmatic preconceptions, capable of acting decisively but also diplomatically – immediately reopened talks with the main G7 partners to signal the reversal of American policy.1 At a meeting of the G5 held in London on 17 January 1985, it was decided also to signal this changed attitude to the market, and the press communiqué issued at its conclusion expressed the group’s intention to work towards achieving greater stability of exchange rates and reaffirmed the ‘commitment made at the Williamsburg Summit to undertake coordinated intervention in the markets as necessary’. In reality, as already mentioned, no precise under-taking had been made at Williamsburg and the market paid little attention to the G5 declaration. The dollar continued to appreciate in a process that increasingly looked like a speculative bubble. It was obvious that market participants, after four years of daily bombardment with the rhetoric of non-intervention, were unwilling to alter their expectations unless o fficial pronouncements were backed up by action. Clearly, the market perceived that despite its concern for the overvaluation dollar, the United States was not yet ready to correct it by signi ficantly altering the main thrust of its domestic economic policies. It predicted instead that for reasons of pol-itical opportunism a strategic shift could only come about gradually, and would not mark a major departure from the fundamental principles of the Reaganite philosophy.

It was against this backdrop that some European countries took the initiative to halt the dollar’s appreciation for fear it would ignite an in flationary spiral on the Old Continent. The intervention was coordinated by the Bundesbank and involved the Banque de France, the Banca d’Italia and other European central banks: it started in the morning of 26 February 1985, when all the participating central banks simultaneously intervened in the respective currency markets selling dollars against their respective national currencies (the Bank of Japan also intervened selling dollars against yen). The move took the market by surprise because at that hour of the morning ‘America was closed’ and the likelihood of a dollar interven-tion taking place without the participation of the Fed was considered remote. Indeed, most market participants had forecast that the dollar would continue to appreciate. When the markets opened on 26 February, currency traders at the major banks were quoting 3.40 German marks to the US dollar and indicating the level of four marks in a few days’ time as the likely target of the bullish trend. At the beginning of the intervention the dollar was quoted at 3.47 marks, but the exchange rate declined rapidly
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as the central banks of Europe continued to sell dollars throughout 26 and 27 February. After some initial resistance and hesitation, the market trend was inverted and the dollar began to fall (see Figure 7.1). One month later, at the end of March, the dollar was being quoted at around 3 marks rep-resenting a depreciation of over 10 per cent.

The intervention, which was only partially sterilized, was successful not so much because of the volume of dollars sold (which in any event was in the order of several billion), but rather due to the European countries’
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Figure 7.1   The Plaza Accord: performance of the dollar and G7
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display of a strong common will to act and e ffective operational coordin-ation. What was also striking was the fact that the interventions had achieved the objective of halting the appreciation of the dollar without changing official interest rates in Europe or America. The market was nonetheless perplexed by the discordant signals emanating from the United States, where the monetary authorities hinted that they were satisfied with the fall in the dollar but hesitated to take any active position on the matter. These perplexities increased when a report by the G10 on the working of the international monetary system was released in June (G10 Deputies 1985). The report confirmed the conventional scepticism towards the effectiveness of interventions and proposed only to strengthen surveillance by the IMF on economic policies of leading countries in order to ensure their convergence and compatibility, seen as prerequisites for lasting stabil-ity of exchange rates. Although, from an analytical perspective, the broad consensus regarding the need for convergence and compatibility of policies represented a step forward with respect to the ‘house in order’ philosophy, the market interpreted the report as a substantial acceptance of the status quo and during the summer the volatility of the dollar market increased, signalling uncertainty about future movements. In reality, international monetary diplomacy was quietly moving towards the formulation of an agreement that would see the full involvement of the United States in the stabilization of currencies as just one element in a much bigger picture of economic policy coordination aimed at achieving sustainable growth of output and employment levels as well as monetary stability.

The finance ministers and central bank governors of the G5 coun-tries finalized the agreement on the evening of Sunday 22 September 1985, during a meeting held at the Plaza Hotel in New York. Each country agreed to take specific economic policy measures designed to reduce America’s public debt and to foster recovery of the Japanese and European economies, thereby adjusting balance of payments disequilibria. In addition to a long and detailed description of the procedures for policy coordination, the agreement contained provisions of more immediate oper-ational relevance. It was acknowledged that exchange rates must play a role in adjusting external imbalances and that in order to do so they must better reflect fundamental economic conditions than had been the case. It was agreed that policy coordination would strengthen the fundamentals and that in view of this ‘some further orderly appreciation of the main non-dollar [sic] currencies against the dollar is desirable’. Finally, the parties involved declared themselves ready to cooperate more closely to achieve this goal ‘when to do so would be helpful’ (see IMF 1985, p. 297). In reality, one other important decision was made at the Plaza Hotel: to carry out a coordinated intervention on foreign exchange markets in Asia, Europe
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and the United States on the following Monday. The coordination was entrusted to the G5 central banks, with the understanding to associate in the action other central banks in the G7 and G10 countries. The interven-tion cleared the way for a further depreciation of the dollar, which contin-ued to fall until March 1986, and for a gradual reduction in interest rates carried out in a coordinated manner in America, Asia and Europe. In all, approximately $17 billion were sold by the G7 in the period between September 1985 and March 1986. Although the intervention could basi-cally be described as sterilized, it nonetheless proved very effective in burst-ing the speculative bubble. Some authoritative observers downplayed the impact of the interventions, claiming that the central banks of the G5 and G7 had acted when the trend was already in decline (see Feldstein 1988), but forgetting that the inversion in the trend at the ‘peak’ of the previous February had been brought about by a concerted foreign exchange market intervention – of a unilateral nature – by European central banks.

Despite the success on exchange markets, the United States continued to be dissatisfied with the track record of policy coordination by the G5 and G7. With rapidly decelerating growth rates in 1986 and a growing trade gap, the US government judged the efforts of the European countries and Japan to revive economic activity to be inadequate. For their part, these countries saw attempts to foster economic recovery frustrated by the sharp apprecia-tion of their currencies against the dollar and wanted the phase of devalu-ation of the dollar to reach a conclusion. In contrast, the United States pressed its G7 partners to take more aggressive re flation measures using the threat of a further depreciation of the dollar: to this end America pushed for a greater formalization of the policy coordination process through the introduction of ‘objective indicators’ of economic performance by the G7 countries, which would serve as guidelines for members’ fiscal and mon-etary policies. This was the key issue at stake at the G7 Summit held in Tokyo in May 1986, where agreement was reached on a set of economic indicators to be subject to multilateral surveillance by the deputy finance ministers of the G7. But differences of opinion persisted over what should be done, and by whom, should the indicators signal the need for a correc-tive action.

It was in these circumstances, whose conflicting nature the market was well aware of, that the dollar continued to depreciate, and its descent was only partially braked by interventions by the Bank of Japan and the European central banks; throughout the whole of 1986 the United States refrained from making any intervention in support of its currency. The dollar’s descent appeared to stall briefly at the end of October, after a widely publicized meeting between Treasury Secretary Baker and Japan’s Minister of Finance Miyazawa, in which the United States made a 180                        Challenging the tigers

 

commitment to arrest the fall of the dollar if Japan cut its taxes and dis-count rate. But the meeting, immediately hailed by the press as signalling the dawning of a G2 apparently better able to produce results than the quarrelsome G7, did not succeed in halting the dollar’s progressive depre-ciation. Despite the Bank of Japan’s prompt reduction of official rates, the markets did not perceive a desire to act in a coordinated fashion, also because the Bundesbank was reluctant to relax monetary conditions. However, fear that the United States–Japan agreement could marginalize Europe’s role on the international monetary stage put talks on the objec-tives and instruments for economic policy coordination in the G7 back on the agenda at the beginning of 1987. The result was the Louvre Accord of 22 February 1987, in which the finance ministers and central bank gover-nors acknowledged that from the Plaza onwards, the dollar had fallen significantly and ‘agreed to cooperate closely to foster stability of exchange rates around current levels’ (see IMF 1987, p. 75).

The agreement envisaged the fixing of ‘reference zones’ for the three main currencies and of flexible limits of fluctuation around the central rate: this implied a strong presumption – but not a formal obligation – that central banks would intervene to maintain the market rate within the fluctuation band. This commitment did not imply unlimited interventions, however, and a relatively modest limit was fixed ($4 billion). Immediately after the agreement had been signed, the market tested the solidity of the commitments and, despite further interventions, the dollar continued to depreciate throughout 1987, departing signi ficantly from the ‘current levels’ contemplated under the agreement (see Figure 7.2).

In 1987, however, signi ficant steps forward were taken in policy coordi-nation by the G7, testi fied to by the reduction of fiscal deficits in the United States and other countries, the correction of trade imbalances, and the adoption of policies to support demand by countries running a balance of payments surplus. But the coordination process was also beset by what were sometimes very public misunderstandings and controversies regarding the conduct of monetary policies by the Bundesbank and the Bank of Japan, which the United States felt were insufficiently accommodating and on occasions, like in September 1987, even contrary to the Louvre commit-ments. The growing feeling among market participants was that policy coordination was not working and that the United States would be obliged to correct its imbalances by itself, through the adoption of restrictive mon-etary and fiscal policies.

This was the setting for the Wall Street crash of 19 October 1987 that saw stock prices plummet by over 20 per cent. The crash, however, did not have the feared recessionary consequences for the American economy thanks in no small measure to the now legendary two-line statement issued by the
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Figure 7.2   The Louvre Accord: performance of the dollar and G7
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President of the Fed, Alan Greenspan, which reassured markets world-wide.2 This, however, implied a de facto suspension of the commitments to policy coordination and a generalized loosening of monetary conditions in the United States and the other G7 countries. Again, the dollar resumed its downward course and it was only thanks to a renewed agreement within the G7, communicated to the market in a detailed statement issued on 22 December 1987 (see IMF 1988, pp. 8–10), and a wave of unusually aggres-sive interventions that the dollar finally stabilized at the beginning of 1988. The exchange rate of the US currency would largely remain at these levels, 182                        Challenging the tigers

 

despite ups and downs, until 1990, when it once again began to depreciate as a result of the strong cyclical slowdown of the US economy. In all, the coordinated interventions in support of the dollar conducted by the G7 between February 1987 and June 1988 amounted to over $80 billion. Subsequently, the interventions became increasingly sporadic and were conducted on a more ad hoc basis; the emphasis on exchange rate objec-tives in the coordination process also lessened.

Any assessment of the effectiveness of the strategies adopted by the G7 in the period 1985–87 must necessarily be made on several levels. As regards the e ffectiveness of foreign exchange interventions, the developments in 1985 were certainly positive, while those following the Louvre Accord were more questionable, except for the final phase towards the end of 1987 and in early 1988. Overall, between February 1985 (the peak) and February 1987, the trade-weighted exchange rate of the dollar depreciated by 30 per cent, which was more or less in line with the G7 objectives. But this should come as no surprise: it is not difficult for monetary authorities to burst a speculative exchange rate bubble when they succeed in convincing the market that the rising trend is exactly that – a bubble; it is less easy to stop a downward trend of a currency if the latter is perceived as being desired and promoted by the authorities of the issuing country, particularly if the market is fully aware of the persistence of payments imbalances. In the end, the aim of ensuring a ‘soft landing’ for the dollar was achieved, by setting up a ‘cage’ with a ceiling and a floor that were relatively close to one another.

From a macroeconomic point of view, the G7 strategy was seen as less effective. One of the criticisms formulated at the time was that, by prevent-ing the devaluation of the dollar, interventions in the exchange markets had shifted the imbalance onto the financial market, ultimately provoking the US stock market crash of October 1987. But the charge (made by Feldstein, (1987, 1988)3, a well-known opponent of interventions and policy coordi-nation) is questionable, both because the crash lasted just one day and because subsequent analyses conducted by a specially appointed fact-finding committee attributed the temporary decline of the quotations to the functioning of automatic broking mechanisms that ampli fied the initial drop, generating a wave of selling orders.

A second criticism, formulated several years later, claimed that the inter-national liquidity created by the interventions in support of the dollar was the cause of the increase of in flation within the G7 countries, and in par-ticular of the speculative bubble that triggered the explosion of stock and property markets in Japan between 1986 and 1989. The loosening of mon-etary conditions in the two years from 1986 to 1987 undoubtedly put pres-sure on prices in the G7 countries, but this in itself cannot explain the
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widely varying price performances from country to country. In fact, the highest increase in inflation was in Germany, where it rose from 0.2 per cent in 1987 to a high of 5.1 per cent in 1992, but this was essentially due to the aftershock of German reuni fication. The consumer price index in Japan rose from 0.1 per cent in 1987 to 3.3 per cent in 1991 and the increase was effectively offset by a tighter monetary policy. In any event, the expansion-ary effect on the Japanese economy of interventions in support of the dollar partly compensated the de flationary effect of the exceptional appre-ciation of the yen after the Plaza Accord. The expansion of liquidity needed to brake the appreciation of the yen might be among the causes of the Japanese asset price bubble but it was certainly not the only, or princi-pal, one. As described in Chapter 5, the bubble had its origins in structural factors of the Japanese economy and it was for political considerations of a domestic nature that the necessary monetary restriction was delayed. In any event, even without the external pressures for policy coordination coming from the G7, it would have been di fficult for the Japanese authori-ties to pursue a completely different monetary policy, given the apprecia-tion of the yen and the rigidity of fiscal policy as a short-term anti-cyclical instrument (see McKinnon and Ohno 1997; Cecchetti et al. 2000).

In general, the verdict of impartial observers was largely positive as regards the effectiveness of policy coordination (Dobson 1991; Goldstein 1994): it was acknowledged that the process had bene fited the world economy and that it had produced better macroeconomic and financial policies than there would have been without it. In particular, the exercise was praised for having curbed the protectionist trends that the overvalu-ation of the dollar had generated in the United States. It was also applauded for promoting the adjustment of current account imbalances through the adoption of policies respectively to revive or dampen demand in countries running a surplus or a de ficit; and finally, for signalling the need to dismantle structural rigidities in the leading industrial countries. Moreover, with the Plaza and the Louvre Accords, the market received a clear message from monetary authorities that they were paying attention to the exchange rates of the major currencies, a message that contrasted strongly with the ‘benign neglect’ doctrine that had been practised above all else in Reagan’s first term.

Despite these positive results, it was recognized that the policy coordi-nation process, based on a system of ‘soft’ target zones for exchange rates, had not been able to function in a balanced fashion. This opinion was shared by both protagonists of the operation, such as Volcker and Gyohten (1992) and Dobson (1991), and historians such as James (1996). The announcement to the markets of exchange rate objectives, even if soft and non-binding, accompanied by the pursuit of a wide spectrum of fiscal, 184                        Challenging the tigers

 

monetary and structural measures, ended by generating destabilizing expectations precisely because of the different dynamics that govern the functioning of financial markets and the processes for the formulation and conduct of economic policy in the G7 countries. While the market reacted positively to the commitment to maintain stable exchange rates, it moni-tored the implementation of economic policy measures needed to achieve the targets with great attention, ready to change its attitude at the first sign of inconsistency. By contrast, in the democracies of the G7, the decision-making mechanisms for fiscal policy eluded the control of the governments that had agreed to the exchange rate objectives but depended on their par-liaments for rati fication. The parliaments in turn could always raise objec-tions to the imposition of limits on their sovereignty implicit in the exchange rate objectives. This is what happened in the United States, where the government and Congress disagreed over the timeframe and modalities for the reduction of the federal deficit, and since the debate was held in public every analyst and market participant could assess its implications for currency quotations and interest rates. In short, the market was only too well aware, as James said (1996, p. 440), that the United States wanted to use the policy coordination initiative ‘primarily to change the policies of other countries’ and only marginally to alter its own. On the other hand, the Japanese and European governments also experienced difficulties in producing the kind of expansionary fiscal policies envisaged by the accords and were forced, not always very successfully, to put pressure on their respective central banks to obtain a loosening of monetary policies.

The market also perceived the gradual disengagement of the G7 from the Louvre Accord that was plain for all to see in the statements made at the end of the subsequent meetings, where the emphasis on exchange rate objectives was replaced by more generic commitments to convergence of economic policies towards objectives of non-inflationary growth and financial stability. This rather sad demise of the policy coordination initia-tive was hastened by the widespread awareness that the interventions had achieved all that could be reasonably expected: the bursting of the specu-lative bubble of the dollar and its relative stabilization on a course of modest depreciation. This was seen as being more than enough by the new Bush administration that took over after Reagan in 1989 and did not sub-scribe to the internationalist activism of Baker and Volcker. The shift from a binding form of coordination to a more flexible and pragmatic approach was also looked on favourably by the other G7 partners, each one strug-gling with its own set of domestic structural problems that were no less challenging, such as the unification of Germany and the creation of mon-etary union in Europe, or the management of the burgeoning economic-financial crisis in Japan. There was, in essence, a consensual separation
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from policy coordination. It would be wrong to conclude that the G7 was obliged to drop it due to the hostility of the market.

 

NOTES

 

* This chapter draws heavily from a paper by Catte et al. (1994). The authors, at the time

all working at the Bank of Italy’s Research Department, analysed G7 foreign exchange policies as a contribution to a conference sponsored by the Bank of Italy in 1992 which I organized together with Peter Kenen and Francesco Papadia (Kenen et al. 1994).

1. The United States initially maintained contacts with the four leading G7 countries (Japan,

Germany, France and the United Kingdom), essentially for practical reasons that, however, were never explained publicly to avoid embarrassing the other excluded members of the G7, Italy and Canada. But France and the United Kingdom insisted in keeping a ‘Group of Five’ format (G5) for political reasons as they wanted to reassert their role as ‘major powers’ and participants in an exclusive directorate. In the end, the exclusion of Italy and Canada became a political issue within the G7 and the United States agreed to discontinue the meetings of the ‘five’ at the G7 Summit in Tokyo in 1986.

2. The statement read: ‘The Federal Reserve, consistent with its responsibilities as the

nation’s central bank, affirmed today its readiness to serve as a source of liquidity to support the economic and financial system’. The text of the statement and the unfolding of events that led to its formulation can be found in Woodward (2000, pp. 24–47).

3.   For a divergent view, see Volcker (Volcker and Gyohten 1992, ch. 8, p. 285).




8.   The seven-year war of the French

 

franc (1991–98)*

 

Je donnerai à la France un franc modèle, dont la parité ne changera pas aussi longtemps que je serai là.**

Charles de Gaulle (1970, p. 143)

 

A conceited German . . . imagines that he possesses the truth in science – a thing of his own invention but which for him is absolute truth.

Leo Tolstoy (War and Peace, p. 757)

 

The EMS crisis of 1992 to 1993 is usually regarded as a prime example of the impossibility of achieving a fixed exchange rate regime in the context of financial globalization and, in particular, of the futility of interventions on the exchange market. It is a generalization that has been widely subscribed to, but one which is not based on a balanced reading of European monet-ary developments during that time. Analysts have tended to focus on the unsuccessful defence of the parities of the Italian lira and pound sterling and their abandonment of the ERM, without adequately taking account of France’s success in maintaining the parity of its currency unchanged against the German mark over the period that began on 12 January 1987 – the date of the last realignment of the French franc in the EMS – and ended on 1 January 1999 – the date of France’s entry into EMU.

Anchoring the franc to the mark with a fixed parity was not a priority objective for France in the EMS, which the French President Valéry Giscard d’Estaing had sponsored together with the German Chancellor Helmut Schmidt in 1978. Nevertheless, exchange rate stability had been a traditional linchpin of the strategy of politicians close to President Charles de Gaulle ever since the currency reform he himself promoted in 1958. In the early years of the EMS, the parity of the franc was in fact devalued in the context of periodic realignments made to compensate for the in flation rate differential vis-à-vis Germany and other EMS member countries. With the advent to power in 1981 of the Socialist Party, in fluential members of the French government openly advocated aban-doning the ERM, seen as an unacceptable constraint on national policies for reviving the economy and boosting employment. It was only in March 1983, in the wake of a serious currency crisis, that President Mitterrand
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began orienting government policy towards monetary and exchange rate stability, supporting the line taken by Finance Minister Jacques Delors and distancing himself from the traditional socialist strategy of support-ing growth by increasing public de ficits and devaluing of the national cur-rency. Initially, this rigorous line was lent a flexible interpretation and the central rate of the franc was devalued – even if only marginally – with respect to the mark on two further occasions, in April 1986 and January 1987. Throughout this period in flation in France remained high, and the rate of interest on government bonds was consistently above that in Germany for all maturities of the yield curve. This led to growing consen-sus among monetary authorities that France could not credibly reduce its interest rates so long as the markets continued to expect further periodic devaluations of the franc against the mark. In this context, a strategy for maintaining a fixed parity between the franc and the mark in the EMS gradually emerged; a plan that France placed in the broader context of the project for European monetary unification which it had traditionally championed. As it turned out, the realignment of the franc in the EMS on 12 January 1987 was the last change of its parity, and from that date France committed to taking any economic or monetary policy measure, or political measure tout court, necessary to defend the exchange rate at 3.35 francs against the mark.

The market was not given an opportunity to test the resolve of the French monetary authorities for several years, due to a set of favourable economic circumstances that included: the relative stability of the US dollar, which limited upward pressure on the mark in the EMS; the fall of the Berlin Wall and the prospect of German reunification from 1989 onwards, which weakened the mark on currency markets; the EMU project, which was making rapid progress following the approval of the Delors Report which was released in June 1989; the intergovernmental con-ference launched to draft the treaty on EMU in Rome in December 1990; and, finally, the signing of the Maastricht Treaty in February 1992. Indeed, the period from 1987 to 1991 was entirely devoid of any episodes of tension or realignments of parities in the EMS.

But when the Danish people voted against ratifying the Maastricht Treaty in the referendum of June 1992, the market began to doubt the determination of the French government. Market participants could no longer exclude the possibility that the entire process of monetary union in Europe could yet be derailed. Meanwhile, within France the political debate registered growing resistance to the ‘strong franc’ policy sup-ported by the government, in the run-up to the crucial political tests of the referendum on the Treaty of Maastricht in September 1992 and the March 1993 parliamentary election. The monetary policy adopted by Germany to 188                        Challenging the tigers

 

combat in flationary pressures deriving from reunification had prevented France, like other countries in the EMS, from lowering interest rates in line with the progress made in containing inflation during the long period of stable exchange rates. In 1991, inflation in France had been lower than in Germany, but French interest rates were higher: the result was a compres-sion of the growth rate of economic activity in France, with inevitable nega-tive repercussions for output and employment and a deterioration of the political and social climate.

The market’s attitude was also influenced by the apparent unwillingness of Germany to take account of the situations of its partner countries in the EMS in the formulation of its economic and monetary policies. In particu-lar, the Bundesbank’s decision to increase the discount rate from 8 to 8.75 per cent in July 1992, when tensions were running high on exchange markets, was seen as a further demonstration of the impossibility of main-taining central rates within the multilateral parity grid of the EMS. This interpretation was reinforced by the failed meeting of the finance ministers and central bank governors of the European countries held in Bath in the United Kingdom on 5 September 1992, where the Bundesbank rejected all pressures by its partners to make even a symbolic interest rate cut (Eichengreen 2000). In the following days, France’s position was made more difficult after market pressures began to take their toll. The first victims were the Finnish markka, the Swedish krona and the Norwegian krone, which severed their unilateral pegging to the ‘basket’ of cur-rencies in the EMS known as the ECU (European Currency Unit). On 12 September, following an unsuccessful attempt to promote a broad realignment of EMS parities, the Italian authorities were granted a 7 per cent depreciation of the lira, accompanied by a token reduction of o fficial interest rates by the Bundesbank from 8.75 to 8.50 per cent. On 17 September the pound sterling abandoned the ERM, obliging the lira to float as well. Spain, which five days earlier had believed it could maintain the central rate of the peseta, devalued its currency by 5 per cent. The crisis spread despite exchange market interventions of unprecedented dimen-sions, often financed by wide recourse to international capital markets, and record increases in interest rates. The total bill for interventions on exchange markets carried out in the four-month period ending September 1992 was estimated at $160 billion; short-term interest rates on the money market reached peaks of 25 per cent in the first half of September in France and 500 per cent in Sweden.

The defence of the franc’s exchange rate was initially conducted through massive currency intervention aimed at keeping market levels very close to the official central rate without breaching the permitted fluctuation band of 2.25 per cent. The interventions were conducted in secret in an attempt
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to hide the very existence of tension from the market. This was no longer possible when the EMS crisis erupted in September and relations between the European countries began to deteriorate. Market participants became increasingly convinced that France would be forced to devalue because its economy could no longer sustain the loss of competitiveness generated by the devaluations of its major trading partners. It was widely believed that in a stagnant economy, monetary authorities would be unable to impose further increases in interest rates to support the franc, and could not count on a softening of monetary policy in Germany.

The pressures on the franc sharpened after the result of the referendum of 21 September 1992 for the ratification of the Treaty of Maastricht. The extremely narrow ‘yes’ majority revealed a country that was deeply divided over the strategy of the monetary authorities. The government’s determination in its defence of the franc, however, was unshakable. In political and diplomatic circles, France categorically refused to admit to the very existence of a systemic problem within the EMS and took all the mea-sures at its disposal to prevent a ‘general realignment’ of the EMS curren-cies, which could have involved the franc. More importantly, France obtained a solemn promise from Germany to maintain the parity of the franc that was announced publicly to the markets on 23 September in a joint statement by the governments and central banks of the two countries. As regards monetary policies, o fficial interest rates in France were increased to 13 per cent and short-term liquidity was tightly rationed; the Banque de France continued its interventions on exchange markets, financed both by the Bundesbank and through currency swap operations. The market was impressed by the strength of the political and monetary signals sent and became convinced of the futility and expensiveness of continuing to attack the franc. Already from 28 September onwards significant reflows of funds enabled the Banque de France to rebuild its own reserves profitably, and at the end of October these had risen to levels higher than at the beginning of the crisis.

Monetary tensions reverberated within the EMS throughout the follow-ing months and gradually involved all the other currencies that had resisted devaluation, ultimately resulting in the broad realignment that Italy had unsuccessfully proposed the previous September. Between November 1992 and May 1993 the peseta and escudo were each devalued twice and the Irish punt was depreciated once by 10 per cent. Initially, the franc benefited from the sharp reduction of interest rates in Germany,1 but the deterioration of the overall economic climate, with deepening recession and rising unem-ployment, reawakened doubts in the market regarding the staying power of the franc. Tensions began to run even higher with the defeat of the Socialist government in the parliamentary election of March 1993, which brought 190                        Challenging the tigers

 

to power a centre-right coalition that had repeatedly criticized the strong franc policy claiming that it was contrary to the interests of France. The fact that Mitterrand remained as President went some way towards reas-suring the market, which, however, could no longer exclude changes of strategy by the new government. But the abandonment of the strong franc policy could have entailed grave risks of financial instability and inflation, and despite some initial hesitation, the new government rejected this option. It was decided, however, to exploit every possible opportunity to reduce interest rates, banking on the fact that after the ‘lesson’ of September 1992 the market would not dare launch new attacks on the French exchange rate. In June 1993 the Banque de France took advantage of the more relaxed climate in the market following the ‘yes’ vote of the second Danish referendum on the Treaty of Maastricht to let interest rates fall below German levels. However, the announcement of a further rise in unemployment in France at the end of the same month revived market ten-sions, highlighting the limits of monetary policy in support of economic activity.

At the same time, rumours began to circulate in the markets that French o fficials were considering, more or less in secret, an alternative strategy to loosen the exchange rate tie of the franc by suggesting that Germany abandon the EMS and let the mark float upwards. The proposal (which would have allowed France to ‘stay put’ by accepting the ‘divergence’ of the mark and its inability to continue to play the role of ‘anchor’ in the EMS), turned out to be unviable, not only because of the predictable unwillingness of Germany to become a scapegoat for the crisis of the EMS, but also because of the less obvious desire of countries like the Netherlands and Belgium to preserve the existing peg to the mark. The market perceived the existence of insoluble policy dilemmas both in France (the need to revive the economy and to maintain the stability of the franc) and in the other EMS countries (the need to avoid recurrent crises and to preserve the European framework of economic and monetary cooperation). The cata-lyst for the crisis was the publication on 7 July of the official forecasts for the French economy predicting a drop in GDP in 1993 of 1.2 per cent. Tensions were further fuelled by rumours of profound splits within the new government over the conduct of economic strategy, with the Prime Minister Edouard Balladur in favour of a stable exchange rate and the Gaullist leader Jacques Chirac reportedly willing to take the franc out of the EMS. Despite various denials, every possible option was in fact explored during a bilateral meeting of the French and German monetary authorities on 22 July. France agreed to tighten its monetary policy but called on Germany to demonstrate a firm commitment to reducing its own interest rates – being aware that the Bundesbank would be unlikely to make
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more than a token gesture in this direction. Both countries nonetheless publicly reaffirmed their commitment to maintaining the parity of the franc with the mark, a position that had been essential in stabilizing market expectations in September 1992.

The market did not react favourably to the decision to raise interest rates in France, which were considered, correctly, to be sustainable only for the time needed for Germany to decide a cut in its own interest rates. When, on 29 July, the Bundesbank decided to leave its discount rate unchanged at 6.75 per cent, the markets reacted by selling huge volumes of francs, which the Banque de France attempted to counter with increasing difficulty. On the next day, Friday 30 July, the franc was allowed to depreciate until it reached the level of obligatory intervention with respect to the mark: in this way the Banque de France could activate the unlimited credit lines of the EMS and the Bundesbank would be obliged to intervene in support of the franc on the Frankfurt market. Market participants read this change of strategy as a signal that French authorities had exhausted their o fficial reserves and that the devaluation of the franc was now imminent. The sale of marks on the market to defend the rate totalled approximately DM 25 billion, and was entirely financed, directly or indirectly, by the Bundesbank. That same evening the German monetary authorities requested the activation of procedures for the realignment of the EMS, convinced that their financial commitment to maintaining the parity of the franc would prove incompatible with the maintenance of monetary stab-ility in Germany. During the negotiations that followed in Brussels on the weekend of 1 and 2 August, two opposite strategies clashed: the first advo-cated by France, which resolutely opposed any devaluation of the franc and was determined to shift the responsibility for the origins of the crisis and its solution onto Germany; the second, that of Germany, which refused to cut domestic interest rates or let the mark fluctuate, but was willing to con-sider widening the fluctuation bands of the ERM. In the end a proposal elaborated by Banque de France Governor Jacques de Larosière was endorsed: it implied the maintenance of the central rates, accompanied by a substantial widening of the oscillation bands, which France succeeded in increasing from 2.25 per cent to 15 per cent around the central rates. France believed that this strategy would prove su fficient to discourage speculation and enable a flexible defence of the currency without requiring further hikes in interest rates.

Many observers described the decision of 2 August 1993 as the ‘death of the EMS’ or used similar lugubrious expressions. It was claimed that a monetary system in which currencies could fluctuate up to a maximum of 30 per cent was no longer a fixed exchange regime and that what had hap-pened with the French franc merely reconfirmed the impossibility of 192                        Challenging the tigers

 

maintaining stable exchange rates in a financially globalized context. A reading of these events some years on allows less drastic conclusions to be drawn.

Following the broadening of the fluctuation bands, the franc was imme-diately allowed to drop by up to a maximum of 6 per cent against the rate of 3.35 francs to the mark, enabling speculators to gain from shorting the currency (see Figure 8.1). Subsequently, the market no longer believed that it was wise to test the new band limits of the franc, in view of the cautious monetary policy pursued by the Banque de France, which seemed designed to deflate the speculative bubble surrounding the franc rather than promote any rapid and significant depreciation. Moreover, the maintenance of the old central rate sent a strong signal of continuity in France’s economic policies, which were implemented with flexibility to manage the external implications of the German reunification shock; the idea was to guide the expectations of market participants towards the gradual return to narrow bands of fluctuation around the central parity as soon as the European economic climate would allow it. As it turned out, the monetary and fiscal policies of France were coherent with the aim of a stable exchange rate, and except for a temporary downward fluctuation during 1995 (reaching a maximum depreciation of 7 per cent from the central rate) due to uncertainties related to the Mexican debt crisis and the presidential elec-
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tions in France, the movements of the franc were largely convergent to the fixed central rate and remained at these levels without difficulty until the introduction of the euro on 1 January 1999.

There was no doubt, however, that the crisis of July 1993 represented a defeat for those in the French monetary authorities who believed they could control the currency market and speculation through a combination of energetic foreign exchange interventions, moderate monetary tightening and emphatic political declarations, as had proved possible in 1992. At the same time, it would be unfair to use the ‘defeat’ of 1993 to void the ‘victory’ of 1992, almost as though that victory had merely postponed the inevitable ‘day of judgement’ for the parity of the franc. In reality, the two episodes should be assessed separately because of the quite different circumstances of the evolution of each, in particular as regards the interaction between the monetary authorities and market forces. In 1992 the franc had been involved in the final phase of the EMS crisis, after the tensions had shifted essentially onto the currencies of countries like Italy and the United Kingdom that were not part of the ‘hard core’ of the EMS and that suffered from both internal and external financial disequilibria. The market believed that France had lost competitiveness as a result of the devaluations of important trading partners, and positioned itself to benefit from an even-tual devaluation of the franc; but overall the market deemed that France was in good economic shape. Moreover, the response of the monetary authorities, in both France and Germany, was such as to disperse all doubt about political support for the stability of the exchange rate, and the signals sent in terms of policy declarations and actions were strong and coherent with this objective.

In 1993 the economic situation of France was quite different. There was a marked recession and rising unemployment, both due primarily to the evolution of the global economic cycle rather than to errors in the govern-ment’s economic policy. But what had changed even more was the domestic political situation, with a new centre-right government anxious to translate the promises it had made on the campaign trail to revive the French economy. In these circumstances the market could not but note the poorly disguised divergences of opinion within the government and the continu-ous criticism of the strong franc policy pursued by the previous socialist government, accused rather unjustly of being the primary cause of the French recession. The turning point in the market’s attitude came about in June, when the Banque de France allowed short-term interest rates to fall below those in Germany. Even though it was a move that was technically justified by the fact that inflation was lower in France than in Germany, the decision appeared to the market as a move dictated by political consider-ations. First of all, Germany’s higher rate of in flation was believed to be a 194                        Challenging the tigers

 

temporary phenomenon, due to reunification. Market participants were also puzzled by the fact that the loosening of monetary policy in France was accompanied by repeated official declarations that hailed the ‘over-taking’ of German inflation and interest rates as an indicator that the role of anchor for monetary stability in Europe had switched from the mark to the franc. Such declarations merely alerted the market to the possibility that monetary policy in France would risk being more expansionary than necessary to preserve exchange rate stability; thus maximum attention was paid to French economic data, and the publication of each negative report was an opportunity to open speculative positions against the franc or hedge against the risks of its devaluation.

By July of 1993, the position of the exchange markets had also changed. The franc was the only important currency in the EMS not to have been devalued, while the Italian lira, pound sterling and Scandinavian curren-cies floated, denying market participants any foothold for speculation. In the circumstances, the market could not but focus its attention on the franc, a factor that the monetary authorities should have taken into account when making declarations on monetary and exchange rate policies.

The last change concerned the attitude of the German monetary authorities, which had given France unprecedented political and financial support in 1992. By 1993 they had become persuaded that the franc must be depreciated and that there was a fundamental inconsistency in the French desire, on the one hand, to achieve exchange rate stability and, on the other, to promote growth of output and employment. In late July, the Bundesbank became increasingly concerned by the volume of sales of marks needed to support the franc and the possible inflationary conse-quences of such interventions. While available empirical evidence does not suggest that internal monetary conditions in Germany were ever affected as a result of interventions by the Bundesbank in support of other currencies during the EMS crisis, including that of September 1992, the sheer scale of intervention for amounts of tens of billions of marks in just a few days undoubtedly posed a problem for monetary management that no country could ignore. Moreover, it had been well known since the inception of the EMS that the Bundesbank believed it had undertaken the obligation to carry out ‘unlimited’ intervention only to the extent that this was compatible with the maintenance of domestic monetary stability objectives, and that the existence of this compatibility should be left to the independent assessment of the Bundesbank itself. This had been the con-dition imposed by the President of the Bundesbank Otmar Emminger on Chancellor Schmidt in return for the central bank’s support for Germany’s participation in the EMS. 2 Technical and monetary factors
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aside, the attitude of the German government was also influenced by political factors. Even though the Franco-German alliance had never been seriously challenged, Bonn was unimpressed by the way in which the new Balladur government managed its relations with Germany. Paris’s insistence that the fundamentals of the French economy were sound and that the EMS crisis was a German problem, and the audacity of its pro-posal that in order to solve it the mark should exit the EMS, was a source of further irritation that contributed to the hardening of the German position at the end of July.

With the bene fit of hindsight, it can be said that France’s position was not without some justification. The strategy of strengthening its competi-tiveness through ‘competitive disin flation’ (by keeping inflation lower than that of its trading partners), rather than through the devaluation of the franc, proved to be a winning one in the long term, and France was able to boost the growth of output and employment and run significant surpluses on its balance of trade. In the medium term, France performed better than Germany and Italy, despite the fact that Italy had acquired a signi ficant competitive advantage following the devaluation of the lira in 1992 and 1995 (see Table 8.1).

There can be no doubt, however, that the management of the crisis was ultimately a coordination failure, and that the signals sent to the market were  misleading and likely to induce precautionary and speculative responses. At the root of this failed coordination were fundamental ques-tions of a political and economic nature that were impossible to ignore. German reuni fication turned out to be a longer, as well as a more complex and costly, process than was originally foreseen, and these internal issues were accorded priority over questions of European integration and cooper-ation. In France, the political turning point initiated with the victory of Balladur in the March 1993 general election was fully achieved only in May 1995 with the election of Jacques Chirac as President of the Republic. The review by the new ruling majority of the key options of economic policy, including that of exchange rate management, was therefore also a longer and more complex one than had originally been envisaged, and it was not until his keynote speech of 26 October 1995 that President Chirac announced his full support for the policy of the strong franc and the project of European monetary unification. In the end, the vicissitudes of the franc prove that in times of financial globalization, the longer it takes for political choices to filter through the system, the greater the probability of incoherent actions and signals being sent to the market and the higher the risks of financial instability.
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NOTES

 

* The title of this chapter draws its inspiration from the book by Aeschimann and Riché

(1996), which provides a detailed account of the political context that gave rise to the ‘strong franc’ strategy.

** ‘I will give France a model franc, the parity of which will not change as long as I am

around’ (this author’s translation).

1. Between August 1992 and July 1993 the discount rate was reduced by 2 percentage points,

to 6.75 per cent.

2. On the content and implications of the notorious ‘Emminger letter’ to the German gov-

ernment, see Eichengreen and Wyplosz (1993).




9. The resistible rise of the yen (1995)

 

The experience and still-strong memory of wartime defeat and total subordi-nation to United States policy during the occupation period greatly discouraged Japan from taking an active and visible role in international a ffairs. In that sense, international relations for Japan consisted to a great extent simply of our bilat-eral relationship with the United States. In those days the Japanese delegations to international conferences were ridiculed as the ‘triple S’ delegations: smiling, silent, sometimes sleeping.

Toyoo Gyohten (Volcker and Gyohten 1992, ch. 2, p. 57)

 

Mercantile disputes between Japan and the United States eventually led to the ‘syndrome of the ever-higher yen’. Incessant pressure – implicit and explicit – from the United States to make the yen appreciate from 360 to the dollar in 1971 to just 80 in 1995 is the historical origin of Japan’s deflationary psychology today.

Ronald McKinnon (1999, p. 77)

 

In 1995 the dollar fell to an all-time low against both the Japanese yen and the German mark. The record slump was the result of a number of con-comitant causes, but the unsettled state of economic and trade relations between Japan and the United States was undoubtedly a key factor, against a background of highly volatile exchange rate relations between the dollar and the yen (Noland 1995; Lincoln 1999). The trend was finally reversed in mid-1995 thanks to a series of concerted actions by the G7 and following a trade agreement between the United States and Japan that put an end to a dispute that had lasted for at least a decade, reaching one of its most acute phases during the first Clinton administration.

It was not until it was identified as being among the primary causes of American unemployment in the 1970s that the question of Japanese commercial penetration in the United States began to assume political significance. Protectionist pressures made themselves felt in Congress and among trade unions and the US government in turn pressured Japan to increase its openness to imports from abroad or else face retaliatory meas-ures. Japanese companies had increased their presence in the US market through direct investments in the areas where they were most competitive, like the automobile or large-scale electronic goods sectors. When a group of Japanese investors acquired such a profoundly symbolic property as the Rockefeller Center in New York, the feeling that Japan was assuming a
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dominant position in the American economy turned to certainty, refuelling the protectionist sentiment of the general public and Congress. But in Japan too, US pressures were provoking indignant reactions on the part of industrialists and politicians, as testified to by the appearance in 1991 of a book, rather tellingly titled The Japan that Can Say No, written by the in fluential politician, Shintaro Ishihara, and the Chairman of Sony, Akio Morita. So strong and persistent were the US pressures on Japan that they even found their way into the political and economic language of the two countries: ‘Japan bashing’ in English and ‘gaiatsu’ in Japanese.

A first protectionist initiative was taken by the US government under Reagan, but Congress’s democratic majority judged the proposed measures to be inadequate. In 1988 Congress approved the Trade Act, authorizing the President to designate as ‘unfair competitors’ countries that adopted restrictive policies on American imports and to apply specific measures of commercial retaliation (under the super 301 clause) if they refused to open their markets. Pressures intensified under the Bush Sr. administration, both due to the enforcement of super 301 on a limited number of products and the launch in 1990 of the ‘structural impediments initiative’, involving a series of wide-ranging talks with the Japanese government aimed at remov-ing structural obstacles to opening markets in goods and services. The modest results of these negotiations induced President Clinton to take an even harder line in his trade talks with Japan (Lee 1998). The new American administration announced that its objective was to reach a framework agreement setting specific growth targets for American exports to Japan, and incorporating an effective supervisory mechanism to verify the achievement of targets for the reduction of the Japanese trade surplus. The new strategy was announced during a bilateral summit held in April 1993, at the conclusion of which President Clinton told the press that the most efficient way to accelerate the decline of the Japanese surplus would be through the appreciation of the yen, or in other words, the depreciation of the dollar. The news was immediately transmitted to the financial markets, which interpreted it as a sign of America’s willingness to use the dollar’s exchange rate as a bargaining tool to extract trade concessions from Japan. The dollar depreciated against the yen, but picked up again in July when the agreement was signed. Immediately afterwards negotiations began for the application of the agreement in each speci fic sector. Washington had hoped to achieve concrete results during another bilateral summit, to be held in February 1994, but the strength of Japanese resistance precluded any such entente and instead provoked renewed American threats of recourse to the exchange rate weapon. The dollar depreciated in February and March, and again in June, in response to the resignation of the Japanese government, which raised fears of a breakdown in trade talks. 200                        Challenging the tigers

 

Following a number of other stormy episodes, partial agreement on some sectors was reached in October and relative stability was restored to the exchange market. Overall, in the two years from 1993 to 1994 the yen appreciated by 15 per cent against the dollar. During the same period and on some five  occasions (two in 1993, three in 1994), the American and Japanese monetary authorities conducted coordinated interventions on the exchange market with the stated intention of slowing the rise of the yen with respect to the dollar. The majority of these interventions proved ineffective, given that the market interpreted them as attempts to counter the short-term volatility of the currency market, rather than as a strategy aimed at moving exchange rates in a particular direction. Nor was any clarification given to the market through the traditional channel of G7 statements, which merely reiterated the willingness of the Seven to cooper-ate on exchange markets. Moreover, the market remained sceptical as to how sincere the United States was about supporting the dollar in a period in which the US trade gap continued to widen, especially with respect to Japan. The apparent contradiction between the position of the White House (willing to weaken the dollar for negotiation purposes) and that of the Fed (committed to stabilizing it for monetary purposes) was resolved by the market by attributing a strong strategic value to political signals and only a tactical value to intervention by monetary authorities.

Washington’s support for a weak dollar remained unchanged even after the Mexican debt crisis of 1994, when the dollar fell sharply due to market fears that Mexico’s insolvency could involve some major US banks. By con-trast, the international repercussions of the financial crisis in emerging market economies and in Europe induced the G7 countries to intervene to stabilize the dollar and restore a minimum amount of investor con fidence on capital and exchange markets. The interventions began on 17 February 1995 and involved to varying degrees the Bank of Japan, the Fed and the Bundesbank. The market noted immediately, however, that the three central banks were pursuing different strategies and probably acted under di fferent political ‘instructions’. The Bank of Japan demonstrated the strongest commitment to intervention, especially when the yen exceeded the psychologically significant thresholds of 100 yen and 90 yen against the dollar. For its part the Fed, despite the declarations by the Treasury in support of the coordinated action, was authorized to intervene on just five occasions over a total of 33 days (from 17 February to 18 April). The Bundesbank intervened just twice and made no attempt to conceal its belief that the weak dollar was a pre-eminently American problem and that it was up to the Fed to intervene decisively to support its currency, even if this meant raising official interest rates (Levy and Pericoli 1999). In these cir-cumstances the interventions proved unable to influence the market, which
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had expected, perhaps somewhat naively, that the initial declarations would be followed by massive interventions conducted with an equal level of com-mitment and intensity by the three main central banks involved and accom-panied by coherent interest rate policies: a rise in America, a cut in Germany and Japan. In reality, the Fed kept monetary policy unchanged for the entire period, while the Bundesbank reduced official rates only on 30 March (by 50 basis points, to 4 per cent), with the Bank of Japan fol-lowing on 14 April (by 75 basis points, to 1 per cent). During the same period the trade talks between the United States and Japan had reached a critical stage, running aground over the sensitive automobile and spare parts sectors. Against this backdrop the dollar reached its record low against the yen on 18 April 1995, dropping momentarily under the thres-hold of 80 yen, with a depreciation of 22 per cent with respect to the 1994 average. On the same day, the dollar also reached an all-time low against the German mark, down by 16 per cent against the 1994 average.

It was not until the traditional spring meeting of the G7 on 25 April 1995 that any concrete steps were taken to reverse the trend. A statement was issued declaring that the recent exchange movements had ‘gone beyond the levels justi fied by underlying economic conditions’ and that an ‘orderly reversal of those movements is desirable’ (see IMF 1995a, p. 138). On the market (where the inadequacy of G7 coordination was among the factors inducing speculators to accelerate the dollar’s depreciation) the statement was interpreted as a signal of imminent concerted action by the major industrialized countries. Market participants adopted suitable hedging strategies and closed their short positions on the dollar, thereby stimulat-ing the depreciation of the mark and the yen. Surprisingly, however, the announcement was not followed by any new monetary policy measure or G7 intervention. The market did not see this as an indication of disagree-ment within the G7 as to how to proceed, but rather as a tactical play for time until a more propitious moment arrived for coordinated action. In reality, the market had perceived that internal relations within the G7 had changed. Concern over the spread of financial instability in Europe had persuaded Germany to increase its commitment to support the dollar. The devastating effects of the yen’s appreciation on Japan’s industrial sector, already suffering the negative repercussions of the bursting of the specula-tive bubble on stock and property markets, had induced the government to soften its stance in the trade dispute with the United States. These were the circumstances in which the dollar began to appreciate on the exchange market and when, on 31 May, the central banks of the G7 countries took concerted action to purchase dollars, with the active and visible participa-tion of the Bundesbank, market participants were taken by surprise (see Figure 9.1). The intervention was all the more unexpected as it went against 202                        Challenging the tigers
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Figure 9.1   Performance of the yen/dollar exchange rate and G7

interventions

the prevailing convention both on the markets and among economists that advised against ‘aggressive’ interventions, aimed at accelerating a market trend that dealers would have wanted to let run its natural course.

At the G7 Summit in Halifax, Nova Scotia, on 17 June, the heads of state and government reiterated their support for the operation in a declaration that seemed designed to contradict the conventional wisdom on interven-tion: ‘continued cooperation in the exchange markets can be a useful and effective means for moderating exchange rate movements that are not driven by fundamental changes in economic conditions or policies’. Another concerted intervention, this time involving the Bank of Japan and the Fed, was carried out on 28 June, the same day on which an agreement was finally reached that ended the serious trade dispute between the two countries. In this way the United States signalled to the market that it would no longer use the exchange rate devaluation weapon for trade policy pur-poses. The dollar continued on its course of modest appreciation for the whole of July until in early August there was a further intervention that accelerated its rise. The intervention was then repeated on 16 August at a time of low market liquidity that amplified its effect. Between 2 and 24 August the dollar rose 7.5 per cent against the yen and the mark. Subsequently, the upward trend of the dollar was supported by cuts in
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o fficial interest rates in Germany and in Japan, and by further interventions conducted by the Bank of Japan alone in September. At a meeting of G7 ministers and central bank governors on 7 October, the monetary author-ities welcomed ‘the orderly reversal in the movements of the major curren-cies that began following their April meeting’ and expressed their desire that these trends continue ‘consistent with underlying economic funda-mentals’. During the period between the April and October meetings, the dollar appreciated with respect to the yen by 27 per cent, signalling the start of a trend that continued well into the third millennium; net dollar acqui-sitions by the central banks of the G7 and of other industrial countries totalled approximately $40 billion, an amount equal to roughly half the purchases made in the period between February 1987 and June 1988 when the previous intervention in support of the dollar was made.

The episode offers fertile ground for an analysis of the relations between monetary authorities and financial markets. It confirmed that when mon-etary authorities express a strong preference for the devaluation of the national currency, the market adapts rapidly. In practice, dealers fear that this desire will be followed by an excessively expansionary monetary policy, with aggressive cuts in short-term interest rates and the creation of sub-stantial liquidity, and they hedge against the risk of losses on their invest-ments in that currency by getting rid of it through the exchange market. The wish of monetary authorities is thus transformed into reality very quickly and in conditions that maximize the risk of overshooting. In actual fact, there is no doubt that the depreciation of the dollar in the two-year period 1994–95 went well beyond the levels justified by the need to adjust the US balance of payments disequilibrium with Japan and Germany, and that this created conditions of instability for the entire international mon-etary and financial system. Ex post, the temporary depreciation of the dollar had no effect on the US trade deficit, which continued to increase from $166 billion in 1994 to approximately $200 billion in 1996 and 1997. Moreover, while it is true that the appreciation of the German mark helped weaken the residual inflationary tensions following the reunification shock, in Japan the appreciation of the yen put a further brake on economic growth, aggravating existing structural imbalances. A second lesson regards the e fficacy of currency intervention: it will be ineffective if the market perceives that the action, even when coordinated, conceals a fun-damental incoherence between the objectives pursued by any of the partici-pating countries, as happened in this case with the United States. By contrast, if the authorities signal through declarations and clear monetary and exchange policy measures that the coherence of the objectives has been restored and is being faithfully pursued, the market will react in accordance with the aim of the intervention. Finally, a third lesson concerns the 204                        Challenging the tigers

 

procedures and communication of intervention to the market. The market assigns greater value to acts of intervention whose objectives have first been made known to the public. Intervention made without this advance com-munication can be misunderstood or generate adverse reactions based on technical considerations regarding the volume, method and timing of the interventions. In the case of Japan and the United States, interventions were conducted up to the start of 1995 in relatively large amounts but in a sporadic fashion, often leaving market participants uncertain as to whether the move was part of a coordinated strategy aimed at pursuing specific exchange rate objectives or whether they were aimed at reducing the volatil-ity in the market. It was only with the G7 statement of April 1995 that the objectives of concerted action were made explicit, followed by the aggres-sive intervention of 31 May, which signalled to the market the strong deter-mination of the G7 to continue its strategy of supporting the dollar.

Any overall assessment of the G7 intervention must ultimately be posi-tive. The objective was to halt the freefall of the dollar and enable a sub-stantial devaluation of the yen that would help revive Japanese economic growth – and this objective was delivered, with a clear reversal of the trend. It is legitimate to ask whether this result is entirely due to the resolution of the trade dispute between the United States and Japan, and if the monetary and exchange policy strategies adopted by the G7 were truly necessary and useful. These questions will inevitably divide analysts. What is clear is that the evolution of the trade talks played a major role in influencing market sentiment; but the market was also aware that the agreement could not of itself eliminate the US trade de ficit with Japan, and neither would it end the ongoing debate over the opening of Japan to US imports, not only to goods but also, and above all, to financial services. It is therefore likely that without the G7 intervention the reversal of the downward trend of the dollar would not have happened. The market would have slowed or tem-porarily halted the fall of the dollar, but it would have done so in condi-tions of heightened volatility, caused by persistent uncertainty over the possible future course of US foreign economic policy and that of the other G7 countries.




10. Double play in Hong Kong (1998)

 

It was a contrived game with clearly destructive goals in mind – drive up inter-est rates, drive down share prices, make the local population panic and exert enough pressure on our linked exchange rate until it breaks.

Donald Tsang (1998, p. 4)1

 

In the midst of the Asian financial panic and the Russian debt crisis of August 1998, extreme downward pressure was exerted simultaneously on the fixed exchange rate of the Hong Kong dollar and the local stock exchange, the Hang Seng. The Hong Kong Monetary Authority (HKMA) established that the pressures were being fuelled by hedge fund transactions conducted jointly on the currency and equity markets and moved to rein-force its support of the exchange rate through massive intervention pur-chases in the stock market. The decision to intervene, viewed by many as being in breach of orthodox practices and the professional code of conduct of central banks, was severely criticized both within Hong Kong and abroad, but nonetheless proved effective in withstanding market pressures. Indeed, Goodhart and Dai (2003, p. 4) consider the event ‘a rare example of waging a successful battle against speculators’.

In 1983 Hong Kong adopted a currency board regime that involved setting a fixed rate of exchange of 7.80 Hong Kong dollars per US dollar. The HKMA maintained currency stability by increasing or restricting domestic liquidity in equal proportion to the inflows or outflows of capital from and to other countries. International financial players were reassured of the regime’s credibility by the substantial holdings of dollar reserves by the HKMA. The currency board commenced operations without prob-lems, and the authorities of China and Hong Kong announced their inten-tion to retain the regime after the return of the British ‘colony’ to the People’s Republic of China on 1 July 1997. Under the terms of the hand-over, Hong Kong would maintain economic and financial autonomy and be accorded the status of Special Administrative Region (SAR) of China under the ‘one country, two systems’ principle. The agreement was entirely in line with the exchange rate policy pursued by the Beijing government, which, following the devaluation of the renminbi in 1994, had itself made a firm  commitment to maintaining currency stability, albeit without the institutional support of a currency board (see Chapter 12).
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When the Asian financial crisis exploded in May 1997, the market scru-tinized the behaviour of the Chinese and Hong Kong authorities, looking for possible signs of a change in exchange rate policy triggered by the tur-bulent economic climate. It also tried to ascertain if, and to what extent, Beijing would support the Hong Kong regime should the crisis spread to the new SAR. In fact, like the other Asian countries, Hong Kong had experienced strong growth in its stock and property markets, and a down-ward  readjustment was deemed both likely and necessary. Hong Kong emerged unscathed as the crisis slowly engulfed the Philippines, Malaysia and Indonesia between June and September, but it suffered the con-sequences of Taiwan’s unexpected decision of 20 October to float the Taiwanese dollar, which depreciated by 3 per cent. The market was caught completely unawares by the move, which was made without any particular pressure having been exerted on the Taiwanese currency, already well-insulated by Taiwan’s vast volume of o fficial reserves and benign economic conditions. Analysts interpreted the decision as a precautionary gambit, reflecting fears of further contagion or possible changes in exchange rate policy by the authorities of Beijing or of the SAR. Suddenly, however, the Hong Kong dollar was perceived as vulnerable and a tidal wave of selling orders bu ffeted the Hang Seng. In four trading days, from 20 to 23 October, the Hong Kong stock exchange lost 23 per cent of its value and overnight interest rates were allowed to climb from 7 to over 250 per cent to combat exchange rate pressures. But the storm soon subsided, as other and much more worrying flashpoints were attracting the attention of market partici-pants: the Wall Street crash of 27 October; the abrupt decline of European and Latin American stock exchanges in the days that followed; and the build-up of pressure on the Korean won. By the end of October, short-term interest rates in Hong Kong had dropped back to under 10 per cent, a sign that pressures on the currency had evaporated.

Conditions began to improve on Asian markets at the beginning of 1998 following the IMF’s approval of a substantial financial aid package for Korea. But tensions reignited in the second quarter, when it became appar-ent that the financial crisis of the emerging Asian countries would have neg-ative repercussions for output and employment growth prospects across the continent, already beleaguered by the Japanese recession. The crisis spread to countries like Hong Kong and Singapore, whose economies relied on trading and financial relationships with the region. Hong Kong in particu-lar appeared vulnerable, as the Hong Kong dollar had appreciated against all the major Asian currencies, including the yen, and was seen as a likely target for a downward correction. During the summer, Hong Kong’s mon-etary authorities became convinced that, while justifiable in the context of the Asian crisis, currency pressures were being artificially inflated by the
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speculative strategies of hedge funds operating simultaneously on the foreign exchange and stock markets in a prearranged ‘double play’ strategy (IMF 1999b, pp. 92–115; Yam 1999). The hedge funds first purchased Hong Kong dollars against US dollars on the international market through swap  deals with counterparts that had previously funded themselves by issuing one- or two-year bonds on the Hong Kong market; in a second phase, the speculative strategy involved the sale of Hong Kong dollars on the currency market and the simultaneous short-selling of shares or futures contracts on the Hang Seng stock market index. The idea was that pressure on the currency market would force a rise in interest rates by the currency board; this in turn would trigger a fall in the stock market, allowing specu-lators to close the futures contracts on the index pro fitably. The HKMA was alerted to the double play by the rising amount of Hong Kong dollar-denominated bond issues by non-resident intermediaries and the extra-ordinary growth in Hang Seng futures contracts. Further proof of the double play came from the fact that the speculative pressure on the exchange rate, contrary to what had happened a year earlier, appeared impervious to rising interest rates, which had climbed from 5 to 20 per cent. This meant that the speculators had raised Hong Kong dollars in advance and were therefore immune to the increased costs of short-term financing. Based on this evidence, and on contacts with market participants, the HKMA concluded that the only way to deter the speculation e ffectively was to use official currency reserves to carry out a massive share purchasing intervention on the local stock market. In this way the drop in share prices on which the speculators depended in order to make a profit would be pre-vented. Moreover, the sale of dollar reserves to purchase shares would simultaneously bolster the Hong Kong dollar. Between 14 and 28 August 1998 the HKMA carried out stock market interventions on spot and futures contracts for a total of $15 billion, equal to over 15 per cent of its o fficial reserves. At the beginning of September, measures were taken to improve the functioning of the currency board and to enhance oversight of share and future contracts. The market was completely unprepared for such a non-conventional move and reacted by allowing share prices to rise rapidly (see Figure 10.1). The Hang Seng index rose by 18 per cent during the intervention period, then fell by 10 per cent in the two days following its conclusion, before stabilizing in line with the upward trend of other Asian stock exchanges and Wall Street. In the period between 1 September 1998 and 30 June 1999, the value of the HKMA’s share portfolio rose from $15 to $26.7 billion, thanks to the Hang Seng’s performance, which out-stripped all the other Asian stock exchanges.

The HKMA’s highly unorthodox intervention was strongly criticized by market participants and economists (Lynch 1999). In a speech delivered at 208                        Challenging the tigers
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Figure 10.1 Performance of the Hong Kong stock market and Asian share

index

 

the end of 1998 the Chief Executive of the HKMA, Joseph Yam (1999), recalled how the intervention had been considered by some observers a ‘criminal violation of the principles of the free market’ and how Milton Friedman described the government’s stock purchases as ‘insane’ or part of a plan to nationalize the Hong Kong economy. Setting aside these extrem-ist positions, the majority of market participants stressed the implications of the intervention for the functioning of Hong Kong’s financial markets. On the one hand, participants thought it possible that the lack of advance warning of the intervention by the monetary authorities could trigger a retreat of international investors from the SAR; on the other, it was felt that the authorities’ desire to limit stock market losses could create moral hazard conditions, favouring excessively risky behaviour by investors who relied on the safety net provided by the monetary authorities. Observers also wondered how the stock market would react to the existence of a vast equity portfolio held by the government, presumably eager to sell at the first favourable opportunity. Similar considerations may have contributed to the decision by the credit rating agency Standard & Poor’s to downgrade Hong Kong’s credit rating from A to A.
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In the event, the political and monetary authorities of Hong Kong decided to communicate clearly to the market the means and ends of the strategy, underscoring the exceptional nature of the intervention required to withstand an emergency situation which, if left to run its course, could have had disastrous consequences for the economy and the financial system. It firmly denied that there was any intention of tilting the balance of economic power within the SAR towards nationalization, and made it known in no uncertain terms that the HKMA strategy enjoyed the full support of the Chinese government, which was aware that a collapse of the Hong Kong dollar would have inevitably left its own renminbi vulnerable to speculation. A specially created autonomous body was charged with managing the share portfolio and to devise a transparent strategy for its gradual liquidation: over a third of the portfolio was sold o ff by  2000, earning substantial profits. These initiatives changed the negative attitude prevailing among global players regarding the intervention, who gradually began to align themselves with the strongly favourable stance expressed from the outset by market participants in Hong Kong. The change of sen-timent was helped by the perception that the international financial system was experiencing a crisis of exceptional gravity, made even more acute by the Russian declaration of insolvency on 17 August and the collapse of LTCM, a New York based hedge fund, on 23 September. In light of these tensions the market interpreted the extraordinary intervention of the HKMA, which was necessary in order to defuse a flashpoint of potentially systemic proportions, as a sign of the capacity of monetary authorities to react to international financial instability. Further, albeit indirect, support of the Hong Kong dollar came on 4 October from the Interim Committee of the IMF. In the press communiqué issued in Washington at the meeting’s conclusion, the Committee noted that ‘many countries in Asia and in other regions are dealing e ffectively with the spillover effects from the crisis’ while welcoming ‘the rea ffirmation of China’s commitment not to devalue its currency, which has provided an important anchor to the region’ (see IMF 1998b, p. 318). The tone of the statement was unusually forthcoming and its content unconventional, evidently motivated by the need to provide the markets with a strong signal in favour of monetary and financial stability at a time of grave risks and tensions.

The HKMA response to the double play must be assessed in the context of the technical characteristics of the fixed exchange rate regime in the SAR and the primary importance of the share market in Hong Kong’s economy. From this perspective, the intervention was not dissimilar to initiatives taken by the Fed in situations of grave stock market instability, such as the Black Monday Wall Street crash of 19 October 1987 or the LTCM crisis. In all these cases, in Hong Kong and Washington, the monetary 210                        Challenging the tigers

 

authorities’ decision to intervene was based on a necessarily subjective evaluation that pointed to the existence of disorderly market conditions and risks of economic contraction justifying intervention by the lender of last resort. The action was therefore held to be coherent with the institu-tional mandate conferred on the competent monetary authority. This is not to underestimate the economic, legal and institutional issues raised in the case of Hong Kong by the HKMA’s holdings in the share capital of some of the largest companies and financial institutions in the private sector. There can be no doubt, however, that the unconventional strategy pursued by the monetary authorities represented the turning point for Hong Kong in a crisis situation and laid the foundations for relaunching the SAR’s economy (Gobat 2001).

 

NOTE

 

1.   The then Finance Minister of Hong Kong.




11.   A safety net for the euro (2000)

 

The circumstances in which the major countries would want to use intervention to attempt to in fluence exchange rates are relatively rare, but they do arise from time to time, and one would need to ask, ‘if not now, when?’

Michael Mussa (IMF 2000b, p. 336)

 

During 2000 the downward trend of the euro exchange rate, already appar-ent in the new European currency’s first year of life, became even more pro-nounced. In addition to the economic factors already mentioned in Chapter 5, the euro’s performance began to be affected by the scepticism of market participants about the ability of the European monetary authority, the ECB, to counteract the declining exchange rate through monetary policy alone. Despite the fact that as early as November 1999 the ECB had begun to pursue a more restrictive monetary policy to prevent inflation from rising above 2 per cent, gradually increasing the main refinancing rate from 2.50 to 4.75 per cent in October 2000, the market believed that further monetary tightening aimed at supporting the exchange rate was unlikely. Inflationary tensions appeared to derive essentially from factors external to the euro area and were blamed primarily on a rise in oil prices. Yet the weak-ening of the euro exchange rate was itself a factor, as it induced capital outflows from Europe to the United States where investors were attracted by better profit prospects in the stock market and private sector. On this last point, there was broad consensus among market participants that monet-ary policy could do precious little to reverse the out flows: only structural reforms capable of revitalizing productivity and boosting the growth potential of European economies could attract investor capital back towards the euro.

The market believed it was even less likely that the ECB could support the euro through interventions on the currency market. First, it noted the absence of the requisite unanimity in the euro area on the objective of strengthening the euro, as confirmed by the numerous statements of leading politicians, underscoring the contribution that a weak euro could make to Europe’s economic recovery. Secondly, there was a perception among market participants that the ECB’s own statute prevented it from intervening by obliging it to pursue the objective of price stability, without making any reference to exchange rate stability. These perceptions were
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unjustified because the ECB can take exchange rate performance into con-sideration when it comes to making a ‘discretionary’ assessment of the potential risks of in flation signalled by a broad set of economic and financial indicators. Nor is there any provision in its statute preventing the ECB from carrying out exchange market interventions, which in any event are part of the operational ‘arsenal’ of any central bank. The fact, however, that in over a year and a half of existence the ECB had refrained from making any currency intervention led the market to extrapolate a similar stance in the future, notwithstanding a track record of numerous currency interventions in support of national monetary policy by all of the central banks belonging to the Eurosystem, including the Bundesbank.

The market believed, finally, that even if the ECB were to decide to support the exchange rate through intervention, this would prove ineffective unless the Fed also participated in what would then be a coor-dinated action to sell dollars against euros on the currency market. The likelihood of such a move was considered negligible, given the commit-ment of the second Clinton administration to a strong dollar, constantly reiterated by its Treasury Secretary Robert Rubin (a former Goldman Sachs investment banker with proven experience in the field of inter-national finance). Rubin was well aware that the prospect of a strong dollar was an essential prerequisite for bolstering the capital inflows needed by the United States to finance its growing current account deficit. Accordingly, he masterminded a communication strategy to the market, whose sole message, ‘a strong dollar is in the interest of the United States’, was faithfully adopted by every American official, from the US President downwards.1 That declaration led market participants and economic analysts, irrespective of the strategy’s merits, to reach a unanimous con-clusion: American monetary authorities would not participate in a coor-dinated intervention to support the euro at the expense of the strong dollar. This conviction grew from 2000 onwards when the upward trend of the American stock markets went into reverse, particularly in the technol-ogy sector shares trading on NASDAQ. At that point even a slight drop in the dollar could have significantly impacted investors’ expectations, per-suading them to sell their shares and precipitate a sharper decline. With presidential elections looming in November, analysts agreed that the Clinton administration would be highly reluctant to take any step that risked triggering a politically dangerous trend. In these circumstances, as investors continued to predict stronger output growth in the United States than in the European Union and an interest rate differential in favour of the US dollar, a one-way market was created in which the supply of the European currency greatly exceeded demand and the short-selling of euros proved consistently profitable.
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In May 2000 the euro dropped against the dollar to just under the 90 cents threshold, prompting the first ever public statement, made on 8 May, by the informal ‘Eurogroup’ comprising the finance ministers of the euro area countries and the ECB President. The statement expressed the group’s common concern about the level of the euro, which they said did not reflect the economic fundamentals of the euro area; the exchange rate then rallied in June, returning to over 95 cents against the dollar, essentially on the basis of expectations of a US economic slowdown and a narrowing of the growth rate gap between Europe and the United States (see Figure 11.1).

During the summer months these predictions were proven incorrect – albeit partially – and the euro weakened again, dropping to 85 cents in September 2000. When data on the performance of the United States and European economies were released the market began to exhibit signs of asymmetric behaviour, reacting positively to favourable statistics on the dollar and negatively or indi fferently to favourable statistics on the euro (ECB 2000; BIS 2001). A survey of the analyses conducted by major financial intermediaries at the end of the summer provides some interesting
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Figure 11.1 The dollar–euro exchange rate* and foreign exchange market
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clues as to the prevailing market sentiment. First, analysts anticipated a decline of the euro in the short run, even though the great majority of them continued to forecast a sharp rise in the European currency within six to 12 months; second, market observers noted the increased frequency of market ‘decoupling’ from economic fundamentals, characterized by episodes of herd behaviour; third, it was acknowledged that the weakness of the euro risked undermining the stability of the international monetary system; and finally it was emphasized that in these cases intervention by central banks would be useful and necessary, but doubts persisted over the willingness of the United States to work alongside the ECB in a coordinated action to support the euro (Goldman Sachs 2000a; Merrill Lynch 2000; Lehman Brothers 2000a).

In official circles, in addition to numerous individual declarations (not all of which helped support the euro), 2 a new common position was commu-nicated to the market in a second statement issued jointly by the Eurogroup and the ECB on 8 September. In the communiqué, the finance ministers and ECB President repeated their shared concern already expressed in May about the euro exchange rate and resolved to monitor carefully the evolu-tion of the situation, declaring (in a formula that deliberately mimicked the US monetary authorities in respect of the dollar) that ‘a strong euro is in the interest of the euro area’. In the days that followed the euro continued to weaken, in part because expectations of concrete follow-up measures after the statement were not fulfilled. The announcement by the ECB on 14 September that, in line with a new risk management procedure for o fficial reserves, interest income (equal to approximately €2.5 billion) accrued on its dollar reserves would be gradually sold against euros on the market, initially led market participants to believe that this was a kind of ‘dress rehearsal’ for intervention. But once the ECB had clari fied the aims of the procedure, the impact on the exchange rate proved short-lived. As the countdown began to the G7 Summit of ministers and central bank gov-ernors in Prague on 23 September, the public debate on what was needed to support the euro intensified. The Economist (2000, p. 105), in the article ‘Intervention: divine or comic?’ of 23 September, reported that ‘the clamour for the ECB to intervene to save the ailing euro is getting louder by the day’. Among the most authoritative voices calling for intervention were  those of two American economists not generally known for their pro-interventionist stance. At a press conference held on the previous 19 September 2000 in Prague to present a report on the world economic outlook, the IMF’s Chief Economist, Michael Mussa, had claimed that the conditions for intervening to support the euro existed given that its weak-ness was only partially due to economic factors and its depreciation was at least half due to the ‘manic depressive nature of the market’. According to
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Mussa, the market had pushed the euro below levels justified by the fun-damentals (IMF 2000b). Two days later, on 21 September, in an article pub-lished in the New York Times, Paul Krugman (2000) confirmed that the weak euro was not the result of fundamental economic factors but of the ‘herd mentality’ that prevailed on the market; what was needed was a ‘slap in the face’ to make the market regain its senses. Krugman added that it would be in the interest of America to participate in a concerted interven-tion to support the euro, whose weakness had begun to damage US exports.

In the early afternoon of 22 September, on the eve of the long-awaited IMF meeting in Prague, the central banks of the G7 and the ECB began taking coordinated action to support the euro, catching the market off-guard. The euro, which in previous days had fallen to a low of 0.8480 against the dollar before climbing to 0.86 on the day of the intervention (buoyed by expectations of possible decisions by the G7), rose to 0.88 cents to the dollar before settling just below these levels. The immediate reaction of observers and market participants, who emphasized the sound technical handling of the intervention, was very positive in respect of the coordination and timing of actions by the central banks (JPMorgan 2000; Goldman Sachs 2000b; Lehman Brothers 2000b). The total cost of the intervention was not made public but was deemed to be substantial by market participants and esti-mated by the OECD to be at least 6 billion euros (OECD 2001). The mon-etary e ffects of the intervention were sterilized only by the non-European central banks. The intervention was formally approved by the ministers and central bank governors of the G7 in a press release that confirmed the group’s interest in a ‘strong and stable international monetary system’ and explained that the action had been undertaken, at the ECB’s request, in the context of common concern ‘about the potential implications of the recent movements of the euro for the world economy’ (see IMF 2000b, p. 328).

Despite these signs of unity of purpose and operational coordination, the markets began to wonder whether the G7 intervention should be inter-preted as a reversal of the US strong dollar policy, or less ambitiously as a once-off cooperative initiative that the Americans had been unable to avoid but which would not be repeated at least until after the American presi-dential elections the following November. Statements made to the Wall Street Journal by the American Treasury Secretary Summers immediately following the intervention (see Phillips and Sims 2000) seemed to validate this second interpretation, while European o fficials stressed the objective of systemic stability and the benefits for the United States of a more competi-tive dollar. These di fferent views induced the market to test official resist-ance to any further weakening of the euro. The currency fell again to the minimum levels reached in September as the market attempted to find out whether this threshold would trigger a further coordinated intervention. 216                        Challenging the tigers

 

The lack of any reaction by the G7 monetary authorities fuelled the down-ward trend, and despite an increase in the ECB official rate (from 4.5 to 4.75 on 5 October), the euro exchange rate reached a new historic low of 0.8250 at  the end of October. The market understood that the Fed would not support moves to intervene more heavily on the currency market (this was later con firmed by the minutes of the Federal Open Market Committee of 3 October 2000, released in November) and believed that the ECB would never intervene alone, in line with the prevailing convention which regards unilateral interventions as ine ffective. The ECB was thus confronted with a predicament. Had this market sentiment spread, the conditions for a one-way trend in the euro would have been recreated – the same conditions that the intervention of 22 September were designed to counter. Moreover, for a ‘young’ institution such as the ECB, whose credibility on the market had not yet been fully tested, it would have been very damaging indeed to confirm  the impression that it could defend its own currency only with the consent of the United States, which in this case had a con flicting interest. These were the circumstances that prompted the decision by the Eurosystem to make a unilateral intervention to support the euro at the beginning of November, with sales of dollars and yen spread over three trading days. The market was again taken by surprise and the operation proved effective in guiding expectations: the euro appreciated rapidly, climbing to 0.95 cents (in other words well beyond the level reached after the G7 intervention), where it remained until the end of 2000. Since then, the euro underwent some minor oscillations in 2001, staying constantly above the level of 0.8250, which in November 2000 had triggered the autonomous intervention by the Eurosystem, before embarking on a medium-term rising trend that peaked at 1.36 dollars to the euro in 2005.

The evolution of the dollar/euro exchange rate has again contributed to endless debates among economists and market participants over the deter-minants of exchange rate movements of the main currencies. But there is broad consensus that the market has finally acknowledged the Eurosystem’s determination to limit the depreciation of the euro and its willingness to act to support it with appropriate monetary policy measures, either through coordinated action by the G7 or acting alone when it believes it is necessary to contrast a one-way trend.

 

NOTES

 

1.   Rubin explained in his memoirs that this ‘boring repetition’ reflected ‘not only my belief

in a strong dollar but also my belief in leaving markets to market forces’ (see Rubin and Weisberg 2003, p. 184).
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2. On 6 September 2000 press agencies reported that the German Chancellor Gerhard

Schroeder had declared in a public address that a weak euro was useful for supporting economic activity and exports. The news, which was later the subject of corrections and clari fications, was widely referred to by currency dealers as one of the factors explaining the single currency’s weakness.




12.   The great wall of the Chinese

 

renminbi (1994–2005)

 

Evidence of currency manipulation has become increasingly obvious during the 2003–05 period. The leading case in point is China.

Morris Goldstein (2006, p. 145)

 

Some advisors have prescribed the ‘shock therapy’ to Russia and Eastern European countries, but later on this was described as ‘shock with no therapy’. We should be cautious to offer the same prescription again, so as not to have credibility jeopardized. China will only consider to take the gradualist reform approach that wins the trust of the masses of the Chinese people, rather than a ‘shock’, not to mention that the United States has not taken the lead to use ‘shock’ to adjust its imbalances.

Zhou Xiaochuan (2006, p. 2)

 

The exchange rate policy of the People’s Republic of China was not the subject of close attention by the international community until the begin-ning of the third millennium, when it became clear that the extraordinary and sustained growth performance of China was having major repercus-sions on the world economy, global payments imbalances and exchange rate relationships among key currencies. In fact, until the 1970s China was seen as the gigantic but poor developing country it was, with an annual per capita income of $200 in 1978 (see Bergsten et al. 2006, p. 5). It was also a communist country that had gone through a period of severe political and social instability during the ‘cultural revolution’ of 1966–69 (with devas-tating implications for the domestic economy). The gradual political and economic reform strategy introduced by Deng Xiaoping after Mao Zedong’s death in 1976 was positively received in the West, but its chances of success were always cautiously assessed because of China’s structural domestic imbalances (overpopulation, poverty, income inequalities and so forth), and unresolved political conflicts between hard-line Maoist and reform-minded factions. The brutal repression of the Tiananmen Square protests in Beijing as late as 1989 seemed to con firm that even Deng was not ready to move quickly towards a fully democratic political system and a market-oriented economy. Against this background, China’s exchange rate policy seemed hardly to matter on a global scale and was seen as another example of an emerging country attempting to reconcile the need
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to grow quickly with monetary stability, mostly through exchange rate con-trols and capital account restrictions. During much of the 1980s China had a fixed exchange rate regime for the renminbi, but the currency was frequently depreciated in line with the ups and downs of the domestic economic and political situation. Between 1988 and 1993 China adopted a dual exchange rate regime with a fixed official rate and a market-determined exchange rate, which accounted for about 80 per cent of current account foreign exchange transactions (see Wang 2004). In 1994, following severe balance of payments problems originated by a rapidly growing domestic economy, the exchange rates were unified at the more depreciated market rate and pegged at 8.28 renminbi to the US dollar with an oscilla-tion band of 0.3 per cent on either side of the central rate. Although this regime was o fficially defined as a ‘managed floating exchange rate’, the peg remained unchanged from 1995 until 21 July 2005 when, bowing to strong and protracted international pressure mostly originating from the United States, China announced it would change its foreign exchange policy. The changes in the exchange regime were modest and consisted of: an immedi-ate revaluation of the renminbi against the dollar; a continuation of the managed float regime with the 0.3 per cent oscillation band around a daily announced central parity; and the introduction of a reference basket of currencies (although details about weights, parities and band width were not released). No changes on existing restrictions on capital movements were announced (see BIS 2006a, p. 87). As a result of the changes, the ren-minbi was allowed to appreciate from 8.28 to around 8 to the US dollar by mid-2006, or by about 3 per cent in 12 months. As with many things Chinese, information provided by the monetary authorities on their new exchange rate policy is less than complete and transparent. However, it seems sufficiently clear, from official statements and the research of inde-pendent analysts, that China is gradually moving towards a more market-determined foreign exchange rate policy. However, in order to achieve this objective, the priority, after the adjustments announced on 21 July 2005, was not so much a sharp appreciation of the renminbi as the strengthening of the infrastructure of foreign exchange and financial markets in China. Measures to that e ffect were already taken in early 2006 (see BIS 2006a, p. 88), including the removal of foreign exchange restrictions on compa-nies, banks and individuals so as to allow the market to better reflect the interaction between demand and supply of foreign exchange (see Zhou 2006).

The reform of China’s foreign exchange system and policy has to be seen in the context of the evolution of global payments imbalances. As already mentioned, China’s foreign exchange policy had been formally praised by the IMF in the aftermath of the Asian financial crisis as providing an 220                        Challenging the tigers

 

anchor of stability that contributed to halting the spread of financial con-tagion. But the attitude of the international community began to change after 2000 as China recorded an extraordinary GDP growth performance with a 9.4 per cent average annual growth rate, coupled with a rising current account surplus in its balance of payments (up to 9 per cent of GDP in 2006) and with sizeable inflows of foreign direct investment (FDI). To keep the nominal exchange rate stable the monetary authorities conducted massive intervention purchases in the foreign exchange market, leading to a huge accumulation of official reserves, mostly denominated in US dollars. Between 2000 and 2004 China’s official foreign exchange reserves rose from $168 to $614 billion; they jumped to $822 billion by the end of 2005 and it is estimated they will have exceeded the $1 trillion level by the end of 2006 (see Goldstein 2006; BIS 2006a).

In parallel with the widening trade surplus and accelerating pace of reserve accumulation, international criticism of China’s exchange rate policy became more widespread and explicit. Among professional econ-omists the most vocal critic of China’s policies has been Morris Goldstein (2004). In a thorough review of the literature and the empirical evidence he concluded that the renminbi was significantly undervalued (in the order of 15–25 per cent) and that China had been ‘manipulating its currency’, con-trary to the IMF rules of the game. In official circles, the efforts to convince China to adopt a different exchange rate policy were conducted in meetings of the G7 or in trilateral confidential talks among United States, Japanese and German (on behalf of the European Union) officials. As recalled by John Taylor (2007, pp. 284–6), the US Treasury Undersecretary at the time, the strategy involved also convincing Japan to stop its dollar intervention purchases and allow the yen to appreciate. Eventually, the G7 agreed on a language that would convey to the market their policy intentions regarding exchange rates. In their communiqué issued in February 2004 at Boca Raton (and reiterated in October 2004), the G7 finance ministers and central bank governors, without explicitly mentioning China or Japan, called for more flexibility in exchange rates by ‘major countries or eco-nomic areas that lack such flexibility to promote smooth and widespread adjustments in the international financial system, based on market mechanisms’ (see Taylor, J. 2007, p. 298; IMF 2004c, p. 289). At the same time, bilateral negotiations were undertaken by the United States to find ways of reducing the growing de ficit in the trade balance with China. The American negotiating position was clear: China should significantly revalue the renminbi or face the prospect of the introduction of a 27.5 per cent tari ff on all its exports to the United States. This was the substance of a bipartisan resolution approved by the US Senate with a two-thirds major-ity in April 2005. As the US government is required, under the Omnibus
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Trade and Competitiveness Act of 1988, to report to Congress any coun-tries engaging in ‘exchange rate manipulation’ in order to obtain an unfair competitive advantage, it was understood that the exchange rate policy of China would be carefully scrutinized by the Treasury. In May 2005, the US Treasury, in its report to Congress on international economic and exchange rate policies, concluded that ‘current Chinese policies are highly distor-tionary and pose a risk to China’s economy, its trading partners and global economic growth . . . If current trends continue without substantial alter-ation, China’s policies will likely meet the statute’s technical requirements for designation’ as a case of currency manipulation (US Treasury 2005, p. 2). With this cautious approach, the Treasury aimed to keep pressure on the Chinese government to adopt a more flexible exchange rate policy, while simultaneously refusing to endorse the protectionist retaliation advocated by large segments of Congress.1 In the end China agreed in July 2005 to in-itiate a gradual reform of its exchange rate regime, taking the steps men-tioned above. These steps, although seen by some observers as inadequate,2 allowed the US Treasury to express concern for the limited degree of appre-ciation of the renminbi since July 2005 whilst refraining once again (in May 2006) from designating China as a currency manipulator (US Treasury 2006).

The ‘amicable’ confrontation between China and the United States on exchange rate issues is likely to continue for the foreseeable future. Ultimately, both countries have no interest in forcing radical and abrupt changes in their current trade and exchange rate relationship. China’s top priority is to prolong as much as possible the stellar growth performance achieved by its economy in the 2000s on which depends the country’s ability to deal with its structural economic and social problems, such as poverty in rural areas, widespread unemployment and under-employment, and the fragility of its banking and fi                3 nancial system. China fears that a sharp revaluation of the renminbi may have serious negative repercussions on the export sector, thereby curbing growth in output and employment and exac-erbating social tensions. This, in turn, would affect the solidity of the banking system, plagued by a high percentage of non-performing loans, with the risk of setting in motion a  4  fi  nancial crisis of systemic dimensions.

And although Chinese officials do not like to compare China with Japan, they privately admit that they would like at all costs to avoid following Japan’s example when it allowed the yen to appreciate as a result of foreign pressure, a move that led to a banking crisis and a prolonged recession. The Chinese government knows that the international community expects it to do its share in the adjustment of international payments imbalances and that this entails certain responsibilities, which it must accept if China is to play a greater role in multilateral institutions (including the WTO). This 222                        Challenging the tigers

 

implies that China will honour its commitment to a more flexible exchange rate policy in a gradual but meaningful way so as to avoid the risk of pro-tectionist retaliation from the United States, while continuing its strategy of careful macroeconomic management and gradual structural reforms. In fact, since 2006 the Chinese monetary authorities have allowed a further appreciation of the renminbi to 7.61 to the dollar at end June 2007 (that is, an appreciation of 8.0 per cent since July 2005) and have taken a number of monetary and regulatory measures to slow down the growth of domes-tic demand. The US government, on the other hand, would not necessarily welcome a radical change in China’s foreign exchange policy if that entailed the end of any dollar intervention purchases by the People’s Bank of China in foreign exchange markets. Such purchases have in fact played an import-ant role in cushioning the decline of the dollar since 2000, and the invest-ment of China’s official reserves in US Treasury bills and bonds has been a major source of financing for the US balance of payment deficit (see BIS 2006a). At the same time, the US government will continue to use the threat of the ‘currency manipulator’ designation to ensure that China allows a gradual appreciation of the renminbi and relaxation of foreign exchange restrictions.

In any event, the exchange rate policy of China is hardly a bilateral trade affair between the United States and China. The policy has to be seen in the broader context of the growing economic and financial strength of the main Asian countries constituting the informal ‘ASEAN3’ Group and of their desire to ensure a degree of exchange rate stability in the Asian region. Whether the policies of the ASEAN3 Group have – with the tacit consent of the United States – collectively given birth to a ‘revived Bretton Woods system’, as claimed by some observers,5 and whether such an arrangement is a sustainable one, remains to be seen. What is significant for the purposes of this book is that China has been able to keep its own foreign exchange policy unchanged despite major financial turbulence in the region and an exceptional amount of external pressures. Of course, exchange rate stab-ility has been achieved largely thanks to exchange controls and restrictions on capital movements, but China has been able to influence expectations on global markets that it would not deviate from the established policy of sta-bilizing the exchange rate while promoting the gradual integration of the Chinese trade and financial system in the global economy. Thus, even after the announcement in July 2005 of the reform of the exchange rate policy, there has been no significant market speculation to push for a sharp revalu-ation of the renminbi. This is not to say that the Chinese strategy is without risks. The danger is that a stable exchange rate coupled with a large and persistent current account surplus and sizeable FDI inflows will result in excessive money creation and domestic credit expansion, eventually
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translating into higher inflation, with increased risks of a possible abrupt credit contraction. The challenge for the Chinese monetary authorities would then be to prevent the overheating of the economy with a combina-tion of monetary tightening, gradual appreciation of the renminbi and relaxation of restrictions on capital outflows.

 

NOTES

 

1. This strategy was fully backed by the Federal Reserve. In an unusually blunt statement

before the Committee on Finance of the US Senate on 23 June 2005, Alan Greenspan stated: ‘Some observers mistakenly believe that a marked increase in the exchange value of the Chinese renminbi relative to the US dollar would significantly increase manufac-turing activity and jobs in the United States. I am aware of no credible evidence that sup-ports such a conclusion. . . . Any signi ficant elevation on tariffs that substantially reduces our overall imports, by keeping out competitively priced goods, would materially lower our standard of living. A return to protectionism would threaten the continuation of much of the extraordinary growth in living standards worldwide, but especially in the United States, that is due importantly to the post-World War II opening of global markets’. However, Greenspan concluded that ‘it is nonetheless the case that a more flexible renminbi would be helpful to China’s economic stability and, hence, to world and US economic growth’ (Greenspan 2005b, p. 1)

2.   See Goldstein and Lardy ‘China’s revaluation shows size really matters’, Financial Times,

22 July 2005. Other observers, however, thought the US emphasis on China’s exchange rate policy was excessive; see, for example, Samuel Brittan, ‘China’s currency is its own business’, Financial Times, 24 June 2005; Joseph Stiglitz, ‘America has little to teach China about a Steady Economy’, Financial Times, 27 July 2005.

3.   For an overview of China’s structural imbalances, see Prasad (2004). 4.   Although China has made signi ficant progress in strengthening the banking system and

its supervisory institutions (especially with the establishment of the China Banking Regulatory Commission in April 2003), major banks are still state-controlled and their lending and provisioning policies are still subject to a high degree of government inter-ference. The IMF (Prasad 2004) estimated that in 2002 non-performing loans (NPLs) at the four major state commercial banks were ranging between 15 and 37 per cent of total loans. More recent independent estimates put the ratio of NPLs at 20 to 25 per cent, far exceeding official figures (see the article ‘A great big banking gamble. Special report on China’s banking industry’, The Economist, 29 October 2005). The same report indicates that ‘since 1998, Beijing has injected more than $260 billion into its banks’ to cover bad loans. Goldstein and Lardy note that foreign exchange reserves of the People’s Bank of China were used in December 2003 to support the Bank of China and the China Construction Bank ($45 billion) and in April 2005 to support the Industrial and Commercial Bank of China ($15 billion) (see the article in Financial Times, 22 July 2005). The perception among foreign observers is that NPLs are indeed increasing in the context of a rapidly growing economy because of the aggressive lending policy of banks: in a recent report by the consultancy firm Ernst & Young, NPLs were estimated to be of the same order of magnitude as China’s foreign exchange reserves. The estimate was subse-quently withdrawn as incorrect by the firm  itself following strong protests from the Chinese authorities, but the incident gives an idea of the sensitivity of the issue (see the article by McGregor, ‘China’s bad loans outstrip reserves’, Financial Times, 3 May 2006).

5. See Dooley et al. (2003) and (2004); Dooley and Garber (2005). The latter paper includes

comments by Eichengreeen and Frankel plus a general discussion with remarks by Krugman, Rogoff, Milesi-Ferretti and Cooper.

13.   How did they do it?

 

 

My sense is that, at the end of the day, we will find success easier than feared by so many – that the market will more often than not respond constructively to a firm and intelligent lead by governments and exchange rate stability will rein-force prospects for growth. One thing is for sure: without trying, we will never know.

Paul Volcker (1995, p. 8)

 

If monetary authorities have succeeded in  exerting signi ficant and lasting in fluence over the behaviour of the global foreign exchange market, it is important to identify clearly the factors in the episodes examined that induced market participants to modify their risk–return assessments and their expectations about the evolution of exchange rates. This exercise does not aim to identify the existence of a clear cause and e ffect relationship between a specific policy action (be it a change in interest rates, a foreign exchange intervention or a declaration) and a specific exchange rate move-ment. Strategies for influencing the foreign exchange market typically com-prise a complex set of policy actions that are rarely predetermined and whose implementation is decided on an ad hoc basis in relation to market performance. They may also be modified in the light of the results obtained and are carried out according to procedures agreed anew on each occasion with reference to domestic political processes or in the framework of inter-national coordination. Still, the survey conducted provides indications concerning the conditions that have to be met in devising a strategy to in fluence the behaviour of the global foreign exchange market.

 

(1) Credibility of objectives This is an essential condition. The market

must be convinced that the objectives pursued by the monetary authorities are realistic and in keeping with the broader economic interest of a country or of the international monetary system. The role of communication is crucial. The authorities must explain why they believe that current trends, even when supported by the choices of market participants and the desires of private investors, are neither sustainable over time nor compatible with economic fundamentals. It is also important for the market to perceive that the policy enjoys broad political and social consensus, and that it does not incorporate any risk of policy dilemmas liable to erode support for future actions. The market will always tend to align itself more rapidly with
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policies whose objectives include the achievement of monetary and financial stability while taking due account, for example, of the inflationary risks of a currency devaluation, even when this is needed to regain external competitiveness. Overall, in the cases examined there was a high level of credibility of objectives, with two exceptions. The first concerned the defence of the French franc after the elections of March 1993, when the market began to suspect the existence of a policy dilemma; the second regarded the US intervention to support the dollar in 1995, when it was not clear to the market whether the American authorities truly wanted to sta-bilize the exchange rate or preferred to let it depreciate further for trade policy purposes.

 

(2) Policy consistency The market must have the impression that the poli-

cies adopted to pursue an exchange rate objective are coherent, both in rela-tion to each other and with the announced strategy. Ideally, the authorities should make judicious use of all the instruments at their disposal. In fact, foreign exchange interventions alone, even when accompanied by ‘declara-tions’ of varying degrees of clarity and solemnity, have failed to convince the market. What is called for is the adoption of a coherent set of mone-tary, fiscal and income policies that at the very least do not contradict exchange rate objectives. At the same time, it has been seen that economic and monetary policies aimed at achieving exchange rate objectives have gained credibility on the market after a strong ‘signal’ has been sent through foreign exchange interventions and declarations setting out the purposes of such a move. The intervention signals the concrete commit-ment of both ‘arms’ of the monetary authority and, in particular, the active role of the central bank, whose participation the market interprets as guar-anteeing the respect of monetary stability obligations.

 

(3) Continuity The implementation of exchange rate policies must incor-

porate an appropriate timeframe to enable the market to assess fully the credibility and consistency of the new initiatives undertaken by the mone-tary authorities. Experience con firms that the market’s initial reaction to an exchange rate intervention is generally one of scepticism or even defiance. It is only by demonstrating determination and continuity in implementing the strategy that the authorities have been able to convince operators that they were indeed dealing with a new policy stance which required a reassess-ment of risk and return. It is impossible to know beforehand how long the market will need to ascertain the time consistency of the monetary authori-ties; this depends in great measure on the circumstances in which the decis-ion to act is made and implemented. If the intervention takes the market completely by surprise and is perceived as a sharp reversal of the monetary 226                        Challenging the tigers

 

authorities’ position, more time will be required, as happened in the case of the move to arrest the depreciation of the dollar against the yen in 1995. If, instead, the policy appears to confirm a strategy that is already underway and of which the market is well aware, the period of time can be shorter, as in the case of the defence of the Hong Kong currency board in 1998.

 

(4) International coordination The market tends to assign a higher level

of credibility to exchange rate interventions agreed among major countries and implemented through internationally coordinated actions on several foreign exchange markets simultaneously. Experience has proven this assumption (now part of the market’s conventional wisdom) to be true both for policies conducted within the G7 and in the context of the EMS. In fact, France was obliged to abandon its exchange rate policy temporar-ily when the market perceived that it was no longer fully supported by Germany. However, there have been cases of successful interventions even in the absence of explicit coordination or international support, such as the intervention by the Hong Kong currency board or that of the ECB in support of the euro.

 

(5) An institutional framework The market tends to grant greater credi-

bility to policies conducted within an institutional framework that makes it easier to predict economic policy measures and lends a higher degree of coherence over time to the action of monetary authorities. This was the case with the strategies adopted by the G7 in relation to the Plaza and Louvre Accords, which provided a ‘soft’ reference framework by assigning to exchange rates the role of indicator for economic policies in the context of a target zone mechanism. A stronger institutional framework was pro-vided by the EMS in the defence of the French franc (at least for so long as its rules were rigorously applied), by the currency board in Hong Kong, and by the firm commitment of the Chinese authorities to maintain a stable renminbi  in China’s overall policy strategy.
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14.   The golden mean

 

Auream quisquis mediocritatem

diligit, tutus caret obsoleti

sordibus tecti, caret individenda

sobrius aula.*

Horace ( Odes, II, 10)

 

There is a tide in the a ffairs of men, Which, taken at the flood, leads on to fortune; Omitted, all the voyage of their life

is bound in shallows and in miseries.

On such a full sea are we now afloat; and we must take the current when it serves,

or lose our ventures.

William Shakespeare

(Julius Caesar, Act IV, Scene 3)

 

14.1   HAVE THE TIGERS BEEN TAMED?

 

The conclusion I have drawn from the critical rereading of the history of financial globalization outlined in the previous chapters is that a key factor in the episodes of monetary and financial instability that have occurred since the mid-1980s has been the interaction between the monetary poli-cies of the leading countries and the working of global financial markets. A central role in this interaction has been played by the exchange rate policies pursued both by the major industrial countries and by emerging market economies. I have also argued that the responses by governments and international financial institutions to the challenges posed by global-ization have been either too narrowly focused when designed to be quickly implemented, or effective only in the long-run when conceived on a global scale. Substantial financial assistance has been granted to countries affected by crises and, from time to time, concerted strategies have been adopted to correct exchange rate misalignments. On a macroeconomic level, countries have been lectured on the need to keep their ‘house in order’ and to avoid overly rigid exchange rate regimes. As regards the global financial architecture, a long-term process has been initiated to strengthen banking and financial systems in emerging countries and to
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monitor financial vulnerabilities and risks on a global scale. Yet very little has been done to address the fundamental causes of international financial instability.

Despite these shortcomings, the global financial system has proved to be resilient and able to withstand severe shocks: acute situations of crisis and instability, such as those described in Chapter 5, have not degenerated into a financial ‘meltdown’ or an ‘implosion’, as sometimes feared by analysts and market participants. Moreover, the pressure put on financial markets by very serious political and economic developments like 11 September, the war in Iraq, the tension with Iran and the uncertainties about the price and availability of oil and gas, has been easily absorbed.1 Since mid-2004 the volatility of short-term and long-term interest rates, stocks, exchange rates and corporate spreads has been generally low relative to the previous five to ten years in both industrial and emerging countries; this is regarded as evidence of improved financial conditions and risk management practices at major financial institutions (see BIS 2006b). The significance of this resilience, however, should not be overrated, as there are indications that underlying factors of financial instability may still be at work. Indeed, at the end of 2006 an observer as eminently qualified as Larry Summers noted that ‘ financial markets are pricing in an expectation of tranquillity as far as the eye can see’; and yet, markets ‘hardly ever predict serious disruptions and historically the moments of greatest complacency have been the moments of greatest danger’ (Summers 2006).

Following the Argentinean default of 2001, there have been no new debt crises in emerging markets, but the situation of Argentina and other smaller countries in Latin America and elsewhere continues to be seen as fragile, with persisting external and domestic imbalances. An episode of tension in financial markets in May–June 2006, originating in expectations of higher in flation and monetary tightening, led to a significant, although temporary, increase of risk premia on a number of emerging countries including Argentina, Colombia, Hungary, India, Peru, Poland, Russia and Turkey (IMF 2006d, p. 11). Moreover, many observers continue to consider the exceptional growth performance of the Chinese economy, and the associ-ated 10 per cent of GDP surplus in its 2006 current account balance, to be unsustainable, raising fears that at some point in time the boom in credit expansion fuelled by capital in flows may reach an end, leading to a rapid credit contraction.2 In general, emerging countries themselves seem to be expecting the worse as they have taken a very cautious approach in their external policies, using balance of payments surpluses to bolster their o fficial reserve positions, ostensibly to be able to withstand future situations of crisis with their own resources rather than by applying for the con-ditional assistance of the IMF.
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At the same time global payments imbalances remain large, with little evidence of adjustment in the balance of payments de ficit of the United States or in the surpluses of China and of oil producing countries. Exchange rates among the key countries remain signi ficantly misaligned despite some depreciation of the dollar mostly vis-à-vis the euro and to a lesser extent vis-à-vis Asian currencies. The prospect of a sudden and dis-orderly unwinding of payments imbalances (involving an abrupt correction of exchange rate misalignments and a ‘hard landing’ scenario) is still seen as a concrete risk (see IMF 2007b, 2007c). The hardship of the landing may also be in fluenced by developments in housing and real estate markets, both in the United States and elsewhere, should the slowdown recorded during 2006 lead to the long-feared bursting of the bubble.

That these potentially destabilizing factors have not resulted in events of crisis is probably due to abundant liquidity in the economies of the United States, euro area and Japan (sometimes referred to as the G3) as signalled by  rapidly rising monetary and credit aggregates, particularly since the beginning of the third millennium (Figure 14.1).3 A ‘liquidity glut’ has emerged despite the move towards tighter monetary policies in the G3 since 2005–06. Although the timing and the intensity of interest rate increases have been different in the three areas, the change in the monetary policy stances has been remarkable as it re flects a broad consensus about the need to nip inflationary pressures in the bud through a gradualist approach, which would be conducive inter alia to an orderly deflation of any asset prices bubbles. Strangely enough, despite the monetary tighten-ing, long-term interest rates in the United States and in international capital markets have remained low, in some cases dipping below the level of short-term rates. No clear explanations have been found for this devel-opment, labelled a ‘conundrum’ by an authority in the field such as Greenspan (2005a). Several factors may indeed be at work: expectations of slower GDP growth and low inflation in the United States, against a medium-term prospect of a dampening impact of globalization on costs and prices; failure in the monetary policy transmission mechanism; heavy purchases of dollar-denominated long-term bonds by Asian central banks (mostly China) and by institutional investors (such as pension funds, to cover their long-term liabilities to bene ficiaries). As noted by Ferguson et al. (2007, p. 15) ‘abundant global liquidity and low interest rates may have encouraged a quest for yield that might have induced investors to underestimate risks, compressing risk premia and volatility and in flating asset prices’.

In these underlying conditions, financial markets have recorded renewed turbulence in February–March 2007 in connection with a number of ‘news’ items regarding possible curbs on speculative purchases on the Chinese 232                             Epilogue
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stock market, the unwinding of yen carry trades, problems in the US sub-prime mortgage market, and the likelihood of a recession of the US economy in 2007. The IMF (2007b, pp. 30–31) noted that these ‘seemingly minor, unrelated developments across markets quickly led to the unwind-ing of risk positions across a wide range of financial assets’. As in May–June 2006, the impact of the February–March 2007 sell-o ff on the volatility of asset prices turned out to be temporary. However, renewed ten-sions materialized in June 2007 as the failure of two hedge funds operating in the US sub-prime mortgage market led to a significant widening of spreads on credit markets. Such recurrent episodes of turbulence are worry-ing as they confirm  the high degree of correlation between financial markets, and highlight a latent nervousness of market participants in the face of possible changes in the fundamentals of systemically important economies.

 

14.2   A GLANCE AT THE SYSTEM’S FUTURE

 

Economic historians are certain that crises will continue to strike the global financial system from time to time. Trying to guess where and how the next crisis will occur is unlikely to prove worthwhile. It may be more useful to attempt to analyse the likely evolutionary pattern of the global financial system and exchange rate regime. In both areas contrasting forces are at play and, although a mainstream may eventually emerge, cross-currents could make the trend non-linear.

 

The Future of Financial Globalization

 

Despite its popular name, the global financial system is not really global as it includes essentially all the industrial countries but only a few emerging market economies. It is, however, likely that over time the global system will cover all emerging countries and eventually most of the developing world. This would imply a consolidation of the main tenets on which financial globalization rests, namely freedom of trade and capital movements, adop-tion of market-friendly regulation, and support for innovative financial instruments and information technologies. The trend will be stimulated by these countries’ desire to access the pool of global savings to finance economic and social development programmes and to increase trade flows and foreign direct investment. This process will require the support of inter-national institutions. The IMF will have to ensure through surveillance that the member countries pursue the financial liberalization aim only once they have introduced the necessary structural reforms to strengthen their 234                             Epilogue

 

banking and financial systems. Restrictions on capital movements should be removed gradually and be accompanied by the introduction of the pru-dential rules and supervisory institutions necessary to manage these coun-tries’ accession to the global financial market. The IMF may suggest that restrictions on capital inflows be maintained, favouring the use of tax instruments or other mechanisms that enable market forces to operate freely, and establishing credit lines to help countries that encounter di fficulties in the liberalization process. Despite the pressures of social groups hostile to globalization, no worldwide measures are likely to be introduced to halt the processes of international financial intermediation along the lines of the Tobin tax. There is, in fact, a broad consensus at a political, academic and operational level that a tax on cross-border foreign exchange transactions would be extremely difficult to implement, require the participation of every nation the world over, could be easily circum-vented, and give rise to rigidity and market dysfunctions that could prove counterproductive.

The process is, however, unlikely to be free from disturbances of various kinds. In Latin America, for example, populist-oriented governments in Argentina, Venezuela, Ecuador and Bolivia are clearly resisting globaliz-ation, which is seen as a new form of domination and exploitation by the United States. And there is the risk that Islamic fundamentalism may have a negative influence on the attitude of countries that are already part of the global financial system like Turkey or Indonesia, not to mention the oil-rich, but politically weak, Gulf states. Even among the leading industrial coun-tries contrasting pressures are emerging. On the one hand, supervised inter-mediaries and listed companies complain about the excessive burden of regulations introduced following the financial turbulences of the 1990s and the corporate scandals of the early 2000s, particularly in the United States and in most other industrial countries. This has led some foreign companies quoted on the New York Stock Exchange to try to ‘de-list’ themselves in order to avoid compliance with local regulations, raising fears that New York may become less appealing to foreign investors and lose its status of world financial centre to competing venues like London or Tokyo. On the other hand, in several continental European countries there is continuing reluctance to move further along the road of full capital market integration even in the context of the Eurosystem, almost ten years after the introduc-tion of the single currency and creation of the ECB.4 Behind this attitude is the fear that sub-regional financial centres like Paris, Frankfurt or Milan, may eventually see their role reduced both on a global and EU scale. Moreover, there is concern that a fully integrated European capital market may become an attractive playground for unregulated hedge funds and private equity firms from abroad, with unpredictable implications for the
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fate of European banks and corporations. Evidence of this attitude is the disappointing text of the EU Takeover Directive which reflects the strong protectionist sentiments expressed by the German and French governments. Speci fically, as mentioned in Chapter 6 (see page 153), the activity of hedge funds (or of HLI more generally) has attracted the attention of monetary and financial authorities because of its implications for financial stability, particularly to the extent that HLI have increasingly become the preferred channels of ‘alternative investment strategies’ pursued by traditional inter-mediaries and institutional investors. Although the global market has been easily able to absorb the failure of a relatively large hedge fund operating in the energy field in late 2006, financial authorities remain concerned about the insufficient transparency of these intermediaries regarding their opera-tional strategies and market exposure and more generally about the possi-ble impact of a hedge fund crisis on the operation of credit derivatives markets (see ECB 2006b, pp. 9–16). It is against this background that the G7 at its meeting in February 2007, under German chairmanship, decided to ask the FSF to review its 2000 report on HLI.5 This will provide an updated evaluation of the financial stability risks posed by hedge funds’ activities as these have evolved since 2000. A good insight into what may be the likely direction of efforts to deal with this problem is provided by the col-lection of articles by regulators, academics and market participants col-lected by the Banque de France (2007). A further indication is given by the Chairman of the FSF (Draghi 2007) in his report to the IMFC meeting:

 

An issue receiving a lot of attention is the expanding role of highly leveraged institutions, particularly hedge funds, in the financial system. Hedge funds bring substantial benefits to markets, including increased liquidity, additional risk bearing capacity, and innovation. But they can also present potential financial stability risks through their counterparty exposures with core financial intermediaries. The FSF examined these risks in 2000 and produced a set of rec-ommendations for action by supervisors, financial institutions, and the hedge funds themselves. We are now revisiting our earlier conclusions in the light of the changes that have occurred. Supervisory data show that the direct net counter-party exposures of core financial institutions to the hedge fund sector are in the aggregate modest in relation to capital. But these figures are averages and almost certainly underestimate exposures in stress. And it is even more di fficult to judge the effect on their indirect exposures to hedge funds were market liquidity to dry up suddenly, with rapid falls in asset prices and herd behaviour by the same hedge funds. Measuring and modelling these exposures is a continuing chal-lenge given the complexity of new products and their continuous and rapid inno-vation. To contain potential financial stability risks, we need to strengthen counterparty discipline and reinforce it through stronger supervisory oversight of credit providers. Here, I want to dispel the notion that this indirect approach is a light approach. Instead, it is an approach that focuses on where the most tan-gible gains can be achieved. (p. 1)
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More generally, the ongoing debate about the appropriate approach to regulation in a global financial system is unlikely to deviate significantly from the pattern established in recent years and to hinder the progress of globalization. The distinction between a rule-based and a principles-based approach is likely to become increasingly blurred as major financial centres move towards a market-friendly approach to regulation.6 This is going to happen first in the banking sectors as the Basel II requirements are adopted, which imply close collaboration between banks and regulators on risk management methods and procedures. More generally, regulators will increasingly rely on consultation with market participants in order to incor-porate best practices into regulatory provisions. Monetary and financial authorities, however, will retain the power to shape regulations in a way that takes into account the pursuit of public interest and the prevention of risks to systemic stability as well as the power to take discretionary action to correct market failures.

 

The outlook for the global exchange rate regime

Exchange rate relationships among the main countries will be the result of two distinct determinants. The first is the pressure arising from the process of globalization to rationalize and simplify currency arrangements among countries that are neighbours and closely integrated in the trade and mon-etary spheres. The second is the desire of some major countries to ‘re-peg’ their currencies, or reconsider their participation – formal or informal – in monetary arrangements, in relation to changes in the balance of power on the geopolitical stage. The outcomes of these potentially con flicting forces is hard to predict. In principle, the process of consolidation of currency arrangements around a relatively small number of monetary ‘poles’ should continue.

 

Europe The euro area is expanding both in terms of membership to the

single currency (following the inclusion of Greece in 2001 and Slovenia in 2007) and of participation in the so-called ERM II exchange rate mecha-nism, which now links to the euro the currencies of Cyprus, Denmark, Estonia, Latvia, Lithuania, Malta and the Slovak Republic. It remains uncertain whether the United Kingdom and Sweden will ever join the EMU, but it is a safe bet to assume that, economic conditions permitting, most of the EU members of Central and South Eastern Europe, including Romania, Bulgaria and some countries of the former Yugoslavia, will even-tually enter the euro area. In any event the euro has clearly acquired the status of a world currency pole and its role in currency trading and reserve holdings is bound to increase gradually over time.
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The western hemisphere Although the United States neither envisages nor

encourages exchange rate agreements with other countries, the dollar has been adopted in some Latin American countries either as the national cur-rency or as a base for a currency board. At the outset of the new millen-nium, it was thought possible that the dollarization trend would continue and become even more pronounced (Alesina and Barro 2001), ultimately including the Mexican peso as Dornbusch (2001) had suggested, or even the Canadian dollar. It is also possible that new formulas will be tested that aim at stabilizing exchange rate expectations while loosening the dollar tie. The recent history of Latin America has shown that this tie is at the root of serious disequilibria, and the financial tensions suffered by Brazil and Argentina in 2001 demonstrate that both types of extreme exchange rate regimes ( floating in Brazil, the currency board in Argentina) do not provide total immunity from crises. Regional solutions may also be tested, which take account of the need to maintain the Mercosur, the Latin American common market, whose existence was gravely endangered by the abrupt devaluation of the Brazilian real beginning in 1999 and the reintroduction in Argentina in 2001, of duties on imports and export subsidies. However, recent political developments in Latin America raise doubts about the chances for these regional arrangements to succeed. Indeed, at present there is no currency in Latin America that could play the role of regional monetary pole and replace the dollar.

 

Asia There has been lively debate on a regional exchange rate regime in

Asia. Historical and political considerations would tend to exclude any form of ‘yenization’, at least for the major countries in the region. However, as has been previously recalled (see Chapter 6 – page 168), the call for closer monetary cooperation at a regional level was made at the time of the Asian crisis by the countries participating in the Chiang Mai Initiative and the stated objective was to create an ‘Asian monetary system’ that would try to reconcile the wishes of a region that no longer wants to bear the costs of the dollar tie and yet, for political reasons, does not want to accept the hege-mony of the yen. Japanese officials and economists have been among the most active proponents of regional monetary arrangements. Kusukawa (1999) and Ogawa and Ito (2000) proposed that Asian economies peg their currencies to an Asian Currency Unit (ACU), a basket including the dollar, the yen and the euro, in order to stabilize exchange rates in the region and avoid the periodic phases of undervaluation and overvaluation that played an important role in the Asian financial crisis. Kuroda, the President of the Asian Development Bank, proposed a roadmap for regional integration in Asia, based on the Chiang Mai Initiative. This would comprise ‘a more solid regional financial facility’, a ‘more resilient Asian financial system’ 238                             Epilogue

 

through the development of an Asian bond market and a ‘regional exchange rate arrangement . . . which may lead to a monetary union in the very long run’ (see Kuroda 2005, p. 7). The activism of Japan in promoting Asian monetary integration and uni fication has been greeted with polite but unmistakable scepticism in the region.7 Indeed it is dubious that coun-tries like China and India, which have recorded exceptional growth performances and are increasingly flexing their economic and financial muscle on a global scale, will want to tie their hands in a monetary arrange-ment that may be seen as perpetuating Japan’s leadership in the monetary and financial sphere.

 

Africa Finally, in 2001 Africa also gave itself the objective of creating an

African central bank, presumably with the mandate of managing a single currency, in the context of the transformation of the Organization for African Unity (OAU) into an African Union.

 

The outcome of the process of consolidation in the global currency regime will be heavily in fluenced by geopolitical considerations regarding the cur-rencies chosen by the major countries to invest their o fficial reserves, peg their exchange rates, and price their exports of key natural resources. It has long been regarded as an oddity, for example, that the EU is the largest importer of oil and gas from Russia and that these imports are paid for in a currency that is neither of the buyer nor that of the seller, namely the US dollar. As political and economic cooperation between the EU and Russia is strengthened these currency arrangements may be revised. Different considerations may apply in the case of oil-producing countries in other regions, such as the Middle East or Latin America, where the link with the dollar may be seen as a key element in the context of strategic alliances, as in the case of Saudi Arabia or Mexico. But even in these regions, different political patterns of investment may be considered in view of the exceptional growth recorded in the stock of international reserves since 2000 and the significant changes in its distribution among the main groups of countries (see Table 4.2). Total reserves at the end of 2006 stood at $5.09 trillion, having more than doubled since 2000, of which $3.3 trillion were held by emerging and developing countries. China alone accounts for over $1.2 trillion, close to the holdings of all industrial countries taken together. As reserves largely exceed the levels required to counter speculative pressures on exchange rates, emerging countries may want to pursue alternative investment strategies both in terms of currency denomination and financial instruments. The euro and the yen, or an Asian Currency Unit if it ever comes to life, may represent viable alternatives to the dollar as a means to reduce the concentration risk on the dollar, which still accounts for over two-thirds of total reserves. In any
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case, given the size of the amounts involved, even marginal changes in the currency composition of official reserves may have a significant impact on exchange rates. It is therefore likely that any strategy to achieve a greater cur-rency diversi fication will be implemented gradually. The process could have a greater impact on reserve currencies if it were associated with a move to a floating exchange rate regime or with a ‘re-pegging’ of exchange rates away from the dollar and in favour of a basket or of an alternative currency. Again, changes in this delicate area are likely to be carried out gradually and cautiously. However, the perception by market participants that old practices may be abandoned could accelerate the reallocation of private portfolios and lead to increased volatility in foreign exchange and financial markets. In sum, it is quite likely that the exchange rate regime will continue to be a potential source of instability.

With the consolidation of globalization and the likely polarization of o fficial reserves and exchange rates around a few currency blocs, the inter-national monetary and financial system will become even more dependent on the economic policy choices of the major monetary poles and on the assessment of risk and return by global intermediaries. International liquidity will tend to flow towards countries and investments offering the highest return (and therefore subject to the highest risk), ready to flow back to safer shores at the first hint of divergence and incoherence of underly-ing economic policies. Boom and bust cycles are likely to remain a recur-rent feature on the global financial stage. With floating exchange rates this will entail continuous adjustments of the portfolios’ composition to reflect changing expectations of exchange rate levels and interest rates. The result will be greater underlying volatility in exchange rate relations between the major currencies and greater risks of systemic instability. A key question, therefore, will be whether there are realistic alternatives to these prospects or whether the world is condemned to live with a fundamentally unstable monetary and financial system.

 

14.3   TOWARDS THE GOLDEN MEAN

 

It is uncertain whether the pursuit of international monetary and financial stability would be easier if the world had a single currency, as long advo-cated by Cooper (1984) and Mundell (2000) and endorsed, more recently, by Steil and Litan (2006). Were it judged necessary to uphold the rights of citizens to ‘ flee’ from a badly governed currency, then perhaps this would not even be desirable. Setting aside this radical proposal, which in any event does not appear achievable in the foreseeable future, the only conceivable alternative to manage international financial instability is to strengthen 240                             Epilogue

 

international cooperation. This subject has been touched indirectly in countless official reports and academic papers dealing with the more general issue of the reform of the global monetary and fi 8  nancial system.

Most of these contributions, which have been reviewed in Chapter 6, assume that reinforced international cooperation will be required to imple-ment reform proposals. Little attention, however, has been devoted to what should be the essential ingredients needed to strengthen existing forms of cooperation and to correct their inadequacies. In what follows I will try to outline a few requirements that should be met to achieve an enhanced international cooperation.

In a financially globalized regime, any form of enhanced cooperation can realistically propose only to follow a middle course, rigorously equidistant from extremes of all kinds. When choosing the institutional framework, it should rely on existing institutions, recoiling from both the dream of new and improbable global institutions and the temptation to do away with them altogether. When suggesting a methodology, it should not hesitate to favour dialogue between the monetary authorities and market forces over sterile diatribes as to the superiority of one or the other. When dealing with exchange rate regimes, it should position itself mid-way along the spectrum of available options, avoiding both the illusory sway of floating rates and the perilous rigidities of fixed rates.

An enhanced cooperation should go beyond the kind of informal arrangements practised in the G7, which tend to be enacted sporadically and only when there is unanimous agreement that the coordinated action is in the individual interest of each participant. The way forward must be through ‘institutionalized’ cooperation. This, as Padoa-Schioppa (1985) has explained, implies that the participants cooperate in the context of an institution which identi fies, on the basis of previously established rules and procedures, the instances where the pursuit of a collective interest requires a cooperative act of intervention. It must then provide for its execution through measures and in ways that have also been previously agreed on within the institution. Institutional cooperation enables agreed objectives to be pursued with greater e fficiency and credibility, at least for as long as the member countries respect the institution’s rules: this was the case of the Bretton Woods system, until the departure of the United States, and of the EMS (except in the period surrounding the German unification) up until the transition to EMU. The IMF is the only possible institutional forum for enhanced cooperation, in the light of the authority conferred to it by its statute and its broad membership. Although the authority of the IMF has been weakened by the Bretton Woods crisis and the advent of financial globalization and floating exchange rates, it retains sufficient legal powers to formulate and implement a procedure for the multilateral surveillance of
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the monetary and exchange rate policies pursued by the major countries and their international implications. Ideally, an enhanced surveillance pro-cedure should enable the IMF to operate both as a forum for cooperation between countries whose policies have systemic importance and as a channel of communication with financial market participants.

The objectives of enhanced cooperation could be to influence the cre-ation and distribution of international liquidity so as to avoid creating con-ditions of excessive financing in favour of particular countries or markets, which may result in unsustainable balance of payments disequilibria and asset price movements. As regards exchange rates, in particular, the objec-tive would be, to use Paul Volcker’s words (1995, p. 8), to ‘moderate and reverse exchange rate fluctuations among the key currencies before they become extreme, rather than being forced to respond defensively, after sub-stantial risk to the world economy is already evident’.

The IMF has, over time, developed the analytical tools to identify at an early stage monetary or financial developments that may have an impact on systemic stability. The views of the IMF staff, together with those of other financial institutions like the BIS, the OECD and the World Bank, are reg-ularly submitted for consideration to the authorities of the countries con-cerned and to international policy-making bodies like the IMFC or the FSF. The outcome of these deliberations is normally regarded as confidential and the analysis that these institutions make publicly known is deliberately phrased in terms designed not to interfere with the operation of financial markets, and with the domestic political situations of the coun-tries concerned. The policy advice is thus hidden behind an array of scen-arios (including the ‘worst case’ one, but with no indications as to its likelihood) involving a variety of downside risks and vulnerabilities.

As indicated in Chapter 6, a revised surveillance procedure has been agreed within the IMF. It is encouraging that the stability of the global exchange rate regime has regained a central role in international monetary cooperation. It is also positive that the new procedures were endorsed by all systemically important countries, including the United States, Europe and Japan, but with the notable exception of China. However, the key question is how the new procedures will be implemented in the face of per-sistent global imbalances. The scope of surveillance is bilateral, that is, it involves the relationships between individual countries and the IMF. It will be essential – as indicated in the revised decision – that the perfor-mance of bilateral surveillance ‘be informed by, and consistent with, a mul-tilateral framework that incorporates relevant aspects of the global and regional economic environment, including exchange rates, international market conditions, and key linkages among members’ (IMF 2007d, p. 8). This is unlikely to occur unless there is a parallel strengthening and 242                             Epilogue

 

institutionalization of a multilateral surveillance function within the IMF, building on the experience of the first, and as yet only, exercise of ‘multilat-eral consultations’ conducted in early 2006. In the end, if the new surveil-lance procedure is to overcome the shortcomings of the old one, it would have to address directly the issue of IMF ‘interference’. An effective sur-veillance procedure must allow the Managing Director of the IMF, when unsustainable trends are emerging in the performance of exchange rates and financial flows, to recommend the adoption of specific corrective policy measures, possibly coordinated among systemically relevant countries. Politically speaking, this is obviously a very delicate cooperative procedure whose success depends on the willingness of participants to act to limit the international repercussions of national economic policies adopted in full autonomy. It is a procedure that requires a balanced assessment on matters that are objectively debatable and that may come to nothing if there is no consensus among the participants as to the nature and gravity of the prob-lems and the strategy to deal with them. In these cases, the IMF must – with all appropriate prudence – nevertheless formulate its own reasoned opinion and make it known to the market. It is possible that this will provoke conflicting reactions among market participants, creating a certain volatil-ity of exchange rates and interest rates. However, it is preferable that the IMF signal to the market that the trends of exchange rates and financial flows are being reviewed and that there is disagreement among major coun-tries on the IMF policy recommendation, rather than signal a position of acquiescence, or worse, of support for current trends. This is likely to strengthen the market perception of a two-way risk, thus curbing unidirec-tional unsustainable market trends that inevitably lead to bubbles, over-shootings and misalignments.

An invasive surveillance procedure of this kind may never be agreed upon, as it may be regarded as destabilizing, incompatible with market economy principles, politically incorrect, and what not. However, it is not obvious why, in a globalized financial system where markets eagerly absorb and process all kinds of information and signals emanating from private market participants and national financial authorities, the only players with no freedom of communication should be the international institutions supposedly entrusted with the crucial function of producing the public good of financial stability.

 

14.4   CAN SOVEREIGN NATIONS COOPERATE?

 

In an article on the political economy of the reform of the international monetary system written after the collapse of the Bretton Woods regime,
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Harry Johnson (1972) wisely observed that the real problem of the system was ultimately not dissimilar to that which, in one of Aesop’s fables, tor-mented the mice in their attempt to curb the excessive power of the cat of the house. The mice had agreed that the ideal solution would be to tie a bell around the cat’s neck so that they could hear it approach and flee in time from the pantry, but they could not find a way either to put the bell on or, even if they succeeded, to ensure that the cat would not remove it. In Johnson’s adapted fable, the cat was naturally a metaphor for the United States, which had just disentangled itself from the bell of fixed exchange rates and flatly refused to wear any other kind. The moral of the story is that the major powers are by their very nature contrary to any external attempt to curb their autonomy and therefore also to international coop-eration.

Historians and political commentators have closely analysed this issue and one influential school claims that cooperation is only possible if led by a hegemonic but benevolent power (Kindleberger 1988, pp. 123–39). The periods of pax romana, pax britannica and of the American leadership after the Second World War are cited as examples of ‘hegemonic stability’ in international relations and of economic and civil progress. This is consist-ent with Niall Ferguson’s (2001) view about the relations between power and currencies from 1700 to 2000, in which the role of international coop-eration is seen as entirely incidental. According to this school of thought, in current circumstances the United States, having imposed liberalization (that is, freedom of trade and capital movements and freely floating exchange rates) as a strategic choice to promote its own interests, would not be willing to accept any form of international cooperation aimed at ‘gov-erning’ globalization, be it through the coordination of economic policies or through global regulations. Another view, well illustrated by Robert Keohane (2005) in his book titled After Hegemony, claims that cooperation is possible even in the absence of a leading power (or without its consent) because of the existence of international ‘regimes’, founded on institutions and rules that have developed over time and which continue to operate in the common interest. 9

The evidence that can be gleaned from the history of international mone-tary and financial cooperation in the period of globalization is mixed. Certainly, the United States had already witnessed a gradual erosion of its hegemonic power in the 1960s and 1970s, with the impressive eco-nomic recovery in Europe and Japan. Moreover, the Soviet Union was a formidable counterweight in the political-military sphere, which obliged the United States to keep strong cooperative arrangements with the other industrial democracies (hence the establishment of the G7). With the col-lapse of the Soviet Union, the United States enjoyed a period of hegemony 244                             Epilogue

 

and promoted its role as ‘sole superpower’, at least until the sudden surge of China in the world economy and the emergence of difficulties in the war in Iraq. But even in this period of hegemonic euphoria, the United States attempted to enlarge the sphere of international cooperation while retain-ing some sort of right to initiative and leadership in certain areas, in Eastern Europe and the Balkans, together with the European Union, under NATO; in the western hemisphere, together with Canada and Mexico, under NAFTA; and in Asia, together with Japan and China, under the Asian Pacific Economic Cooperation (APEC). It is also true that the man-agement of crises triggered by globalization was conducted in a framework of international cooperation. These actions fully utilized the potential of existing ‘regimes’ and made the most of both the role of the IMF and the G7, as well as drawing on new instruments such as the FSF and the G20. However, the United States resorted to international cooperation in an institutional framework mostly in order to gather support for the pursuit of American interests, rather than for the sake of multilateralism. This was the case of strategies to deal with international financial crises, where the United States wanted to assist key allies in Latin America or Asia; or, more recently, of the initiatives to strengthen IMF surveillance over exchange rates, where the US objective was to pressure China to revalue the renminbi. In all fairness, it must be noted that the United States was not alone in showing reluctance to join a systemic framework of institutional coopera-tion. Indeed, most major countries showed a proclivity to operate on an ad hoc basis and in a short-term perspective. The general tendency was to prefer initiatives which produced immediate positive effects and to rule out anything that might prove too painful initially, even if this was a more healthy option in the long term. Due to this short-termism, countries ended up tolerating the development of speculative bubbles, boom and bust cycles and overshooting.

The unsustainability of this approach in a context of globalization has been recognized by political scientists long ago. Even within the United States there is increasing awareness of the emergence of a multi-polar world in which economic power, and therefore potentially political power, is spread among di fferent countries with which it is necessary to cooperate. On this point there appeared to be consensus among political commenta-tors, both in the conservative and liberal schools. Henry Kissinger (1994) advised patience and prudence in pursuing a US foreign policy based on the spread of traditional American values of democracy and free trade, cautioning that even after the victory of the Cold War the United States remained a first among equals. Samuel Huntington (1999) saw a reversal in US policy, from ‘unilateral globalism’ in the golden period from 1945 to 1950, characterized by a strong commitment to creating the multilateral
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institutions needed for the consolidation of peace and democracy and eco-nomic and social development, to a kind of ‘global unilateralism’ in which the United States pursues its own national interests with every avail-able instrument, often in conflict with the indications of multilateral insti-tutions. Huntington thus warned the United States against the risk of isolation in the international community and of becoming a kind of rogue superpower.10 Other scholars took a more positive view: Joseph Nye (2002) emphasized the paradoxical position of the United States as a ‘superpower that cannot act alone’; Ferguson (2004b, p. 301), the British historian of empires, having stated that the United States was ‘the best candidate for the job’ of liberal empire to rule globalization, concluded that ‘yet for all its colossal economic, military and cultural power, the United States still looks unlikely to be an e ffective liberal empire without some profound changes in its economic structure, its social make up and its political culture’. Arguing along the same line, Steil and Litan (2006, p. 166) warned that ‘America’s long-term prosperity and security are intimately bound up with a liberal, rule-based international economic and political order to which people around the globe aspire to be attached’; to meet this chal-lenge – they maintain – the United States would have to change its ‘ financial statecraft’ considerably.

There is a growing concern, however, that the inability of major coun-tries to cooperate may in the end threaten the survival of globalization. Recurrent monetary and financial instability may foster protectionist ten-dencies always lingering in both industrial and emerging countries, as illus-trated by James (2001) in his study of the Great Depression, aptly titled The End of Globalization. Financial instability may lead to protectionism even if the financial system proves resilient to shocks and no intermediaries go bankrupt. In fact, to the extent that credit and market risks are trans-ferred outside the financial system, pressure for increased regulation and protectionism may eventually come from households and final investors, who may be called on to shoulder the losses generated by the activity of global financial players. Protectionism, in turn, may hamper growth and as noted by Frieden (2006, p. 472) ‘history showed that support for inter-national economic integration depended on prosperity. If global capital-ism ceased to deliver growth, its future would be in doubt’. It is thus not in the interest of any country to ignore the costs and risks of inter-national monetary and financial instability, nor to offload the blame for instability on the markets, pretending that they are omnipotent and ungovernable. Nor is it in the interest of the major powers to avoid the scrutiny of multilateral institutions, limiting them to a role of vigilance and of ‘ fire-fighting’ exclusively with respect to emerging economies and devel-oping countries.
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In his thought-provoking book titled Does America Need a Foreign Policy?, Henry Kissinger (2001, p. 233) wrote: ‘The industrial democracies must preserve and extend the extraordinary accomplishments that fostered globalization. But they can do so in the long run only if they endow the eco-nomic aspects of globalization with a political construction of comparable sweep and vision’. Wolf (2004, p. 317) believes that the key issue is ‘how to reconcile the reality of a world divided into unequal sovereignties with exploitation of the opportunities offered by international economic inte-gration’; to cope with the challenge, Wolf elaborates ‘ten commandments of globalization’ among which the following: ‘it is in the interest of both states and their citizens to participate in international treaty-based regimes and institutions that deliver global public goods’ (p. 319). Scholars coming from very different political and cultural backgrounds reach similar con-clusions. For a conservative like Fukuyama (2006):

 

The world today does not have enough international institutions that can confer legitimacy on collective action, and creating new institutions that will better balance the requirements of legitimacy and effectiveness will be the prime task for the coming generation. As a result of more than two hundred years of politi-cal evolution, we have a relatively good understanding of how to create institu-tions that are rule-bound, accountable, and yet reasonably e ffective in the vertical silos we call states. What we do not have are adequate institutions of horizontal accountability among states. (p. 155)

 

For a liberal like Stiglitz (2006, pp. 280–5) ‘the most important changes to make globalization work are reforms to reduce the democratic deficit’ in international institutions and he advocates ‘an international economic regime in which the well-being of the developed and developing countries are better balanced: a new global social contract’.

One can only be encouraged by the emerging consensus that seems to be developing about the need to manage globalization through new inter-national rule-based institutions. Experience, however, shows that this process is going to be slow and that its course is unlikely to be linear. In the sphere of global finance, while law-makers attend to the reform of the ‘circus’, global tigers may grow restless for fear of protectionism. That will make it all the more necessary for national tamers to get their act together.
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NOTES

 

*   Whosoever cherishes the golden mean,

safely avoids the squalor of a hovel,

and discreetly keeps away from a palace,

that excites envy.

Translated by Peter Saint-André

www.saint-andre.com/poems/fire/horace 2_10.html.

1. Central bank cooperation played a crucial role in ensuring the orderly functioning of

financial markets worldwide in the aftermath of 11 September. A $50 billion reciprocal swap agreement was quickly established between the Fed and the ECB to supply dollar liquidity to European counterparts who may have become insolvent as a result of the destruction of the World Trade Center in New York.

2. The turnaround in the credit cycle could be triggered by the end of the construction

boom related to the 2008 Olympics or by adverse developments in the area of non-per-forming loans in the Chinese banking system. In other Asian countries, evidence of the concerns for the destabilizing impact of excessive capital in flows are the attempts by Thailand and South Korea in 2006 to curb such inflows through capital controls and pru-dential measures.

3.   The OECD has developed a measure of excess liquidity defined as deviation from his-

torical norms. According to this measure global bank lending has been growing above long-term trends since 1998, gradually reaching a deviation of 15 per cent in 2006 (OECD 2006, p. 34). Similar conclusions are drawn by the IMF (2007c) using different indicators.

4. Although no restrictions to capital movements are in force among EU countries, a

number of administrative, tax and regulatory obstacles persist and are hindering the establishment of a fully integrated European capital market.

5. Statement of G7 Finance Ministers Meeting, Essen, 9-10 February 2007. www.imf.org.

6.   On this debate, see McCarthy (2007) and Bernanke (2007).

7. See Shanmugaratnam (2006). In the lecture, the former Managing Director of the

Monetary Authority of Singapore, cautions Asian countries not to follow the European example of top-down integration and to be proud of the results achieved by their bottom-up, market-driven approach.

8. Among these, I would single out Kenen et al. (2004), which focuses on how to reorgan-

ize the fora and the procedures of international cooperation, and Truman (2006), the most comprehensive survey of reform proposals regarding the role and functions of the IMF.

9. Keohane’s book, originally published in 1984, has been republished with a new preface

by the author, explaining why the central arguments of his theory have held up well.

10. Huntington uses the provocative term ‘rogue’, which the United States employs to define

states such as Iran and North Korea for their destabilizing role.
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