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Part Cne of (his paper surveys the reasons for the failurcs of past policics to reducc international
financial instability. Part Two explores the various possibilities [or resolving the two broad
questions of rcducing the volatility recently observed in intemational capital markets and the
instability caused by international capital flows and the rcgulations which might be improvzd or

changed in order 1o provide for morc cflicicnt policy coordination on the international level.

A. Capital Flows and Financial Market Stability in the Post-war Period until 1990

1. Introduction

The influence of capital flows on the suability of financial markets in the post-war ">criod
can be divided into a series of periods. In each of these periods policy proposals to reduce:
instability involved recommendations to increase the efficiency of the market mechanism in
responding to the underlying, or structural, conditions of thc cconomy. They were coupled with
rccommendations to introduce economic policies to establish “sound “economic fundamentals. In
Wicksellian fashion, the idea was 1o increasc financial market efficiency so as to allow norainal
variables to reflect more accurately the underlying rcal conditions of the economy. It was implicitly

assurned that the real economy would naturally establish equilibrium.

However, in each of these periods theories were being developed, and being applied by
thosc who wcre responsibic for the flows of financial resources, which considered sound economic
fundamecnlals as irrclevant. Against this background it is perhaps not surprising that none of the
policy proposals has succecded in dirceling capital flows 10 producc stability. Instcad, financial
instability, has continued to increase. A rough mcasurc of instability in foreign exchange markets is

given by the volatility of cxchange rates presented in the accompanying table.



Pcriod Exchangc ratcs Bond yields | Sharc prices
Volatility (STD | of monthly % change)

1960-69 04 0.2 5.3

1970-79 1.3 0.3 44

1980-85 1.7 0.5 4.1

1986-89 1.7 04 5.0

1990-94 1.6 0.3 4.0

But, it is important to distinguish the relalion betwecn the volatility of asset prices and returns and
the instability of financial markets. The kind of instability that is the object of this papcr is
produced when "businesses, households, and (inancial institutions try to compensate for Lhe
shortfall in their cash flows by selling assets, i.e. as they try to makc position by sclling out
positon, a serious decline in the market price of both financial and capital assets can result’
(Minsky, 1995, p. 199). It has also been described by Kaulman as "an abrupt discontinuity in the
flow of credit that may set severe contractionary forces in motion. ... the history of business and
financial cycles has been punctuated by sharp discontinuities in the channels of credit creation”
(Kaufman, 1994, p. 10). Such instability may or may not show up in measures of volatility of asset
prices or foreign exchange rates (cf. Terzi, 1992). The potential for instability would be increased
by sharp changes in the levels of volatility, rather than by high absolute level of volatility or in
terms of what has been called “extraordinary” or “jump" volatility.!

! The table uses a commonly accepled measure of volatilily, the standard deviation of monthly
changes in prices. It would be preferable to measure raics of retum. “Extraordinary” or “Jump”
volatiiily measures Lhe frequency ol extreme returns in terms of the percentage of occurrences above
somc benchmark level, or by the frequency of potential outdiers. It involves scparating "normal”
volarility as mcasurcd, for cxample, by the interquartile range, from "occasional and sudden cxtreme
changcs in retums". The jump volatility of stock market retumns fell from 1960 10 1976 and then
increased from near zero to nearly 8% in the second half of the 1980s, (Becketti and Sellon, 1935,
chart 3, p. 22). Beckeui and Scllon also note that interest rate volatility has increased steadily in the
post-war period (ibid, chart 5, p. 24). The idea is similar 10 a framework suggested by Gray (1990),
buildiag on Lcijonhufvud, which has a normal domain bounded by ridges of stability efliciency.
Normal volatility corresponds to the size of the domain; stability may exist with a wide or narrow
domain, What is important is th¢ frequency of the movements outside that range, which meay also
represents shifts in the normal range.



This section will examine each of Lhese three periods and attempt to identify the
contradictions between the theories which have been used 1o formulate macro policy and those
which have been used 10 guide micro behaviour in [inancial markets. It will then tum to the
question of whether instability would indeed be reduced if all countries did introduce economic

policics bascd on cstablishing cconomic fundamcnials.

2. Post-War instability before current account convertibility

In the period before the declaration of current account convertibilily at the end of the
1950s by most of the Europcan mcmbers of the Bretton Woods Agrecments cngaged in war
reconstruction. Capital flows were minimal, even where they were not subject to controls. If
intcrest and profits could not be converted into the investor's home currency there was little interest
in investing in foreign currency assels. This period is rcally an interrcgnum. for most of the
European countries were subject lo exemplions from the Fund Articles and benefined from sharp
undervaluations of their currencics: the sysiem was opcratcd under a serics of ad hoc arrangements
under the Marshall Fund such as the OEEC, the Eurcpean Payments Union, etc.

3. The 1960s: The Gnome Syndrome
The first period thus starts with Lhe generalised introduction of current (and in some cases capital)

account converlibilily, the creation of the European Common Market, and the increasing
disequilibrium in exchange rates which had been buill up over the reconstruction period brought
increased flows of both direct and portfolio foreign investments. Financial instability was primarily
confined 10 brief periods of intense speculation in foreign exchange markets as central banks
arcmptcd 1o keep currencies within the fluctuations limits around Bretion Woods parities. This was
the period of intemational speculative “hot moncy” flows, orchestrated by the “Gnomes of Zurich”.
Speculative flows moved both to devalue (e.g. Sierling and the Franc) and to revaluc currencics

(DM).

Whether or nol they were successful in [orcing a change in the exchange rate, these flows
usually succceded in imposing shifis in monetary and fiscal policy, ofien accompanied by an IMF
letter of intent. The policies of adjustment 0 “fundamental disequilibrium™ were asymmetrical,
only the country whosc currency was under attack had to adjust policy. Usnally the fundamental
discquilibrium was rcepresenied by a current account deficit and a reduction in output and growth

were imposcd to reverse the siluaiion.
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There were two possible explanations for these speculative episodes. One was to maintain
that the fundamental disequilibrium was causcd by inappropriaic cconomic policies, so that the
policies should have been changed and a more appropriate exchange rate should have beeﬁ

introduced anyway. Thc market was just imposing the logical solution on rcluctant politicians.

The allemnative explanation was based on the incompatibilily between [ixed prices and the
competitive market adjustment mechanism. Exchange rates, like the price of pigs, should be
established in a [ree market if fundamental disequilibria were 10 be avoided. As long as rates were
fixed they would be subjcct to speculation to force them 1o their equilibrium level if it happened to
diverge from the parity ratc. Even more importantly from this point of view, maintaining a fixed
cxchange rate implied foregoing the use of monetary policy to insure price stability. Since the
underlying cquilibrium ratcs were certain 1o vary, fixing exchange rates would almosl insure
disequilibrium. If policy succeeded in maintaining fixcd raics, it was only because the natural
cquiliorium of the economy or the competilive mechanism had been distorted by govemment
intervention. Fixed rates thus implied a choice beiween persistent speculative pressures as the real
economy evolves, or policics 10 distont the natural evolution of the economy in order to achieve

fixed rates.

The obvious solution was (0 abandon fixed panities and introduce floating exchange rates.
This would have the added bencfit of making possible the use of monetary policy to stabilise the
price level. If all countries adopted such policies o insurc constant price levcls, then cxchange
raics would also bc constant. Just as in the inter-war period of floating, central banks were advised
to corirol the rate of growth of their domestic money supplics in order to bring about domecstic
price stability . It would be the role ol inlernational goods arbilragers (0 react to any divergence
from purchasing powcr parity (PPP) and producc namral market forces which would restore PPP
rates. In such a world, Milton Fricdman (1953) assurcd us, cven the Gnomes of Zurich would be
defeated. They would make consistent losses and eventually be eliminaled from the markel since
anyone who sold foreign exchange below the fundamental equilibrium represenied by PPP would
have to cover his position at a higher price since arbitragers would be buying the undervalued
currency 1o convert it into goods to be sold abroad, and anyone who bought at a higher pri‘:e
would have to eventually sell out aL a lower price as arbilragers sold the overvalued curren:y. Thus
it would be the market mechanism. following profit maximising principlcs, which would both
cstablish stable exchange raics and defear the Gnomes by driving them bankrupt (or "tuming" them



10 become stabilising speculators).?

4. The 1970s: Floisam and Jetsam on a Whirlpool

Whether it was the logical force of the argument, or the pressure of events, floating
cxchange ratcs were cventually introduced in the 1970s which represents the sccond period. They
worked out rather differently, for cven those countries which managed to produce internal srice
stability were not shiclded (rom the impact of thosc who did not. Rather than being eliminated,
speculators flourished. Rather than goods arbitrage driving rates to PPP, capital flows appeared 10
reinforce divergence from PPP. Irrespective of whether conuol of the money supply could produce
price slabilily, it soon became apparent that the logical argument behind the recommendation that
floating exchange rates would produce exchange markel stabilily only if goods price arbitruge
dominated inierest rate or relative (otal return arbitrage. II was also necessary for all countries to be

equally successful in auaining pricc stability.

If one country was more successful in stabilising inflation than others, this was usuia.lly
because its monetary and fiscal policies were relatively tighter, and thus interest rates were
relatively higher. The country would also tend 1o have a current account surplus. Iis currency
would then be in excess demand both as a portfolio investment and as a vehicle for goods
arbitrage. The result was an appreciation against other currcncics, which provided the additicnal
autraciion of capital gain potential. In such conditions speculative positions in the currency beccame
extremely attraclive for even if appreciation did not continue, the speculator had a negative cost of
carry. Strong currencics that were pushed above their purchasing power paritics were thus
reinforced by expectations of further appreciation. Far from being stabilising, this reinforced trend
increases or decreases in exchange rates. Thus, the introduction of floating exchange rates in the
1970s aggravated financial instability and destabilising capital flows increased rather than -
diminished. The PPP theory fell into disrepute, as currencics fluctuated widely and for sustained

periods around their theoretical cquilibrium values represented by PPP.

% The *stabilising spcculation” argument can be found in Marshall (which is presumably where
Fricdman picked it up). Marshall's argument requires speculators to have perfect knowledge of the
equilibrium price. It is also found in Walras, who resolves the problem by assuming a central auction
market in which individual demands and offers are made public during the formation of the
cquilibrium price. (Kregel, 1992, 1995.) Apparently the argument can be found as early as J.S. Mill.
See Grubel (1990), who quotes Sohmen (1969). ‘



5. The 1980s: The Virginia Reel of the G-3, 5, 7. 6

If Gxed exchange rates were not the cause of the underlying disequilibrium and instability
that left the other alternative explanation for fundamental disequilibrium: inappropriate government
policies. The 1980s thus initiates the third period, in which the source of foreign exchange market
instability was identified as government policies. IL was argued thal one of the reasons why
governments could consistently employ such “inappropriate™ policies was the imposition of
controls and regulations on the aclivities of [inancial institutions. By removing these regulations
and crcating free financial markets, governments would be forced to introduce fundamentally sound
policies, for if they did not financial instilutions would Lake advantage of the freedom from
regulaiion and refusc to inance them. Thus, the goods price arbitragers who would impose PPP
were replaced by money managers [ree 10 move funds 10 any intcmational markeis who would
discipline governments into introducing sound economic policies. These sound economic
fundamecnials, joined to thc policics of the central banks 10 producc pricc stability, would then

produce stable exchange rates and financial market stability.

The money managers operating in increasingly [ree capital markets, however, proved to be
very inefficient lask masters, and governmenis werc permitted (o continue their unsound (inancial
policics 1caving the central banks not only to fight inflation, but to compensate for the profligate
fiscal policies of the governments. The monelary restraints that was introduced W reduce tte
borrowing of what Dennis Robertson once called the “unchokeoffable” borrower, meant thar the
least sound policies were usually accompanied by thc highest intcrest ratc diffcrentials, and
auracicd the largest capital inflows. In particular, freeing capital flows provided the possibility for
foreign invesiors, perhaps not well informed about domestic conditions, 1o finance the unsound
policies of foreign govemments. Again, the prospect of appreciation reinforced the flows of
portfolio capital and foreign exchange markets tended (o reinforce divergence (rom sound policies.

An example to of this tendency for increased deregulation of financial markets to reinforce
inappropriate policies is the pressure pul on Japan in 1983-4 10 rcmove restrictions on theis
financial markets in the expeciation that increased flows to the Yen would take some of the
pressure off the dollar. Insiead, Japancse investors look advantage of their new frecdom te invest
in high inicrest rate dollar assets. A similar response occurred when Italy removed most exchange
market! controls in 1989. Inslead of the [eared rush of capilal exports, foreign funds flowed to the
least sound policy country 1o takc advantage of its higher interest raics. The reduction of financial



markei regulations and increased freedom of capital flows thus added 1o exchange market
instability, financial markel speculative “bubbles”.

The way sound policies were o be achieved thus changed during the 1980s. In the rirst
half of the decade the US argued that it was the responsibility of each individual couniry 1o follow
the most appropriatc domestic policies aimed at creating sound economic fundamentals. However,
after rebounding from post-war lows at the end of the 1970s, the US dollar appreciaied throughout
the first half of the 1980s. The Japancse yen and German Mark bore much of the brunt of dollar
appreciation. Part of this movement was due Lo the impacl of shori-lerm speculalive moverients.
Buy, it also seemed clear that part of the problem was the impact on flows of the fact the waat the
US on the one hand, and Germany and Japan on the other considercd as basically sound policies

were in [undamental conflicL.

As a resull, the last half of the 1980s produced a sharp reversal of approach and ushered in
a period of active intemational policy coordination. However, as governmenis attempted to counter
the cumulative swings in exchange rates and exilernal account balance by means of changing
internal policies this created clear conflicls belween appropriale intemal policies and the policies
rcquired 1o produce exicmal stability. Many countries felt they were being asked to make ‘z choice

between appropriatc domestic and cxternal policics. Not surprisingly, they chose the former.

Thc accord rcached at Plaza in 1985 was that policy actions should be coordinated in order
to produce a reversal of what appeared 10 be a one-way dollar appreciation. From the US point of
view this involved more rapid cxpansion in Japan and Germany. Howcver, these governments had
just managed to bring their budget deficits and inflation under control and were hesitant to engage
in active fiscal expansion as long as the US continued Lo pursue policies leading lo excessive
government budgei deficits, which they saw as the source of the problem. Thus, although decisions
on how coordination should operate were subsequently taken at the Tokyo Summit in May 1986,
and an institutional framework set out at the Louvre in February 1987, with a political endorsement
at Venice in May 1987, there were continuous dispuics over the mechanical application of the
measures when they conflicied with internal policy needs and fundamental failure to agree on the

causes of the instability.

Japan and Germany, reprcsenting countrics in balance of payments surplus continued to
vicw the problem as adapting US policy to their own more restrictive fiscal stances, while"the US,
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in increasing deficit, viewed the problem as increasing the surplus countries growth rates relative to
those in the US. Toyoo Gyohten has noled Lhat four conditions are required for successful
inlernational policy coordination: 1) a close, interdependent relationship amongst participating
countrics, 2) shared belief that coordination of specific macroeconomic policies will produée
commonly agreed results, 3) a process for coordination which is mutually agreed and maintained,
and 4) recognilion that coordination produces better outcomes than doing nothing. He notes (hat in

this period, only the first condition was satisfied.

The difficullics in coordinaling fiscal policy have alrcady becn notcd. On the monctary
side, it was necessary (o adjust policy so as Lo reduce Lhe inlerest rate differential in [avour of the
US. Initially, this meant lower rates in thc US and higher ratcs in Japan and Germany in order 1o
make the dollar a less atiractive investment. However, this had the effect of reinforcing the already
existing growth dilferentials in favour of the US. Despite the failure (0 introduce coordination, the
Plaza announcement produced a much more rapid than expected reversal of the dollar and:
appreciation of the Japanese Yen. The goals of policy coordination thus changed rapidly to
stemming a free fall of the dollar o what was called the “hard landing” scenario. This meant the

revessal of the monetary coordination (o restore US differentials.

Since the US was unwilling to raise rates this meant that Japan had to be convinced to
reducc ratcs along with introducing an cxpansionary fiscal packagc. The Bank of Japan rcduced the
discount rate to 3% in October 1986 and then in February 1987 al the Louvre brought it down to
2.5%. The Japancsc growth raic rosc from 2.6% in 1986 10 4.9% in 1987. Domestic demand
contrivuted 6% to the risc (the forcign account contribution was -1%), so that Japan was shifting
from an export to a consumer led expansion.. This sct into motion the expansion of liquidily in
Japan which soon took the form of a cumulative reinforcing cycle of increasing real estate and
equity priccs, which also scrved 1o amract forcign capital flows to Japancsc markets. At the same
Gme this sel in motion a reversal of the flow of Japanese capital exports which had provided
funding for the US budget deficit. Intcrest rates rose sharply in the Spring of 1987 as the US bond
market collapsed, signaling the collapse of the US equity market in October. The attempt to
eliminate instability in foreign exchange markets through policy coordination thus not only failcd
to stabilise the dollar-Yen cxchange ratc, it also fed through direcily Lo create instability in
domcstic Japancse and US equity markets. Afller 1987 Lhe effects of the Japanese bubble d(;minated
both domestic and international financial markets. At the end of the decade the Bank of Japan
finally intervened raise rates and prick the bubble, producing a collapse of the equity and propery
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markeis which plunged Japan inio a recession from which is has yet to emerge. The unsatisfactory
results of (he experiment in intemational policy coordination soon led to a retum to the previous
policy of recommending that all countrics simply follow fundamcntally sound policies. This had
the supposcd advantage of producing the appropriate results in each country without the necessity

of consultation and cooperation.

At this time there were a number of academic studies (e.g8. Rogoff, 1985, Frankel and
Rockert, 1988) which indicated that there was no clear assurance that policy coordination would in
fact produce more stable condilions. There are a number of reasons why this might be the tase,
ranging from the theoretical obscrvation conceming the stabilising impact of asynchronous. cyclical
behaviour, 10 the practical difficulties involved in the availability of the appropriate statistical
measures of economic performance. Given the degree of revision of most national income - data, it
would be hazardous to base major policy changes on dala which is subject to substantial revision,
while the definitive data usually arrives 100 Jate 10 allow policies 1o be adjusiced in time 0 achicve

full coordination.

It is paradoxical that during thc 1980s, when countrics were being advised that floating
exchange rates were not sufficient (o slabilise exchange rales, and thal it was also necessary 10
practice sound fundamcnial policics, forcign cxchange ratc forecasiers and cconomic theorists
reached the conclusion that cxchange rate movements could not be explaincd on the basis of
economic fundamentals, except in the very long run and thus without import for policy purposes.
In the words of Dombusch and Frankel (1988), “exchange rales are moved by factors other than
the obvious, observable, macrocconomic fundamentals.” ... “The modem theory of rational’
speculative bubbles has all bul demolished Fricdman's claim that investors who bet on destabilizing
expectations will lose money. In a rational speculative bubble, investors lose money if they don't
go along with the trend" (Ibid, p. 65).> A recent survey of exchange raic deermination by Taylor
concludcs that "further attcmpts 1o provide explanations of shor-lerm exchange rate movements
based solely on macroeconomic fundamentals may not prove successful". This is reinforced in a
foolnoic which adds "Not only has the search for economic fundamenlals been extensive, but the
results .. suggest that the usual set of macroeconomic fundamentals is unlikely Lo be capable of

explaining exchange rate movements on its own" (1995b, pp. 41-2).

3 Not that the experience of floating rates was necessary to challenge Friedman's spccdla.tion
hypothesis. Sec Baumol (1957), Stein (1961), Telser (1959), and Williarnson (1973).
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Swudies such as those by Schulmeister (1983, 1987, 1988) suggested that under flexible
exchange rates, bank foreign exchange departmenis madc consistent profits by trading accdrding 10
trend following technical trading rules.* Schulmeister notes that “‘due Lo their technical character
speculation deliberately ignores marker fundamentals. Whether or not an equilibrium exchangc raic
exists is complciely irrclevant ... Such speculators don't think in terms of an equilibrium exchange
rate (level) determined by market fundamentals but in terms of disequilibrium exchange rate
movements ... which they try to cxploit profitably” (1990, p. 372). This type of speculation thus
cannol be stabilising in Fricdman's sense.’ If cxchange rates do not reflecl economic ‘
fundamentals, then it is difficull 10 argue that introducing policies 1o produce sound economic

fundamcntals will causc cxchange rates 1o converge to them.®
6. The 1990s
fa) Destabilisation of the European Exchange Rate Mechanism
The 1990s opened with neither floating exchange rates nor completely free and unregulated
capiia; markets having produced the kind of stability witnessed in the early pre-war period.

However, policy recommendations continued in the direction of suggesting that sound economic

fundamentals were an appropriaic mcans for making frec global capital flows compatiblc with

* This nol only suggested that traders were relatively uninteresied in fundamentals, but also
challcaged the “cfficicnt markct hypothesis”. Schulmeisicr proposcd that the source of the banks'
persistent returns were importers and exporters. This not only suggested that the aclivily of speculation
was destabilising, it represented a real cost 10 the productive sector of the cconomy which -ould be
measuicd by Lhe banks proprictary foreign exchange trading profits. Grubel (1990) argued instead that
the profitable bank speculators were just offsetting the negarive impact of the “losing” bank
specuialors, so thal bank speculation was still stabilising and (hat their profits were the cost that the
real sector paid for the stability of exchange rates.

3 it is important to recall that Kcynes' interest ratc parity theorem, which is the basis of arbitrage
trading in foreign exchange markets and the deiermination of Euromarket forward rates, docs not
deterraine the level of spoi rates, only lemporal relalive exchange rates. Arbitragers in these markets
are also indifferent to the “equilibrium’ level of raics.

¢ Goldberg and Frydman (1996) argue that waders use "thcory consisicnt expectations” which
provide qualilative "direclional” forecasts of fulture movements based on a group of "leading theories”
based on economic fundamentals. However, if agents have imperfect knowledge of the structural
rclation between fundamentals and the particular theories, il is possible for economic conditions to
continiue 10 confirm expecilations even though the theory being applied is incorrect. If agents do not
know the thcory appropriate to interpret the cconomic fundamentals they may use the wrong model
(cf. the reflexive approach of Soros presented above), until a sufficient amount of information or an
exterral shock causes a reassessmenl and a shift which leads to a change in the model.
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forcign cxchange markct and capital market slability.

The European Union introduced Lhe first stage of its movement 10 a singlc cumncf.jf by
removing all impcdiments to capital flows. This was 10 be made compalible with the introduction
of rigidly fixed exchange rates in place of Exchange Rate Mechanism fluctuation bands by the
introduction in all countrics of the policics required to mect the convergence criteria embodied in
the Maastricht Treaty. The introduction of policies Lo ensure convergence loward sound economic
fundamentals was to generate expectations of stable rates of exchange among member curf;ancies

and permir the introduction of a singlc cuirency created by a Europcan Central Bank.

In this case the [oreign exchange markels secm 10 have taken the fundamentals a bit too
seriously and assumed that convergence had progressed to the point that there was no longer any
potential exchange risk among EMS currcncics. This created the so-called “convergence play™’ in
which high-yielding Italian, Spanish and UK govemmecnt securities were purchased with funds
borrowed in low-imerest markets such as Germany, creating a large arbitrage profit which was
unconstrained by normal considerations of exchange risk coverage because of the belief that rates
would remain unchanged uniil a single currency was introduced. The fall in rates in the high-
yicldiog countrics, as their interest rates converged to average European levels, would then producce
large capital gains. When doubts starled io arise over the possibility of exchange adjustmer:ts
relative to the dollar, holdings of British or Italian bonds could be hedged with derivative
contracts, usually in DM or Sterling, since the Lira and Peseta did not yet bave developed
exchange-traded products. Indccd, for most of the period interest rate differentials more than
covercd any possible "within band"* exchange rate adjustment. :

The currencies of the countrics with the greatest “convergence burden” thus swrengthened
and iheir capilal markels {lourished, paradoxically making it easier for their governments 10

postpone adjustment of economic fundamentals and decreasing the pressure 10 meel the

? The particulars for the period after 1987 are spclled out in Goldstein ez. al. (1993, pp. 81D).
Koedijk and Kool (1993), suggest that a strategy of borrowing in the low interest rate countries and
investing in the high rate countries would have produced positive retumns, irrespective of devaluation
losses, which dominated a stratcgy of speculation on rcalignments for the period 1979-1990.

¥ The greatest proportion of EMS realignments involved changes in the intervention band of an
amount which was less than or equal Lo the size of Lhe intervenlion band. Thus the band was simply
shifted around a constant markct valuc of the currcncy belore and aficr the realignment, producing 1o
potential for short-term speculative profits from shorting weak currencies against strong,



12

convergence conditions. Sincc weakness of a currency is ollen used to coerce politicians into
introducing unpopular policics they arc quick to invokc the strength of the currency on for‘éign
exchange markels as a vole of conlidence and thus as an argument against further adjustment.
They can also point to the large foreign exchange rescrves built up by the central bank "défence"
againsl excessive strength of the currency. The incentive to meet convergence conditions in the

high-inflation EU countrics was thus reduccd by the existence of convergence play capital flows.

Despite the dramalic and continuous delerioration of both fiscal and external balances,
these “perverse” convergence flows were only reversed when political considerations suggested thal
there might not bc full backing among member states for the Maastricht Treaty. As all the
convergence players attempled to reverse Lheir posilions ar the same lime they were joined by
astute hedge fund opcrators who rccognised that such a reversal would create a major market
imbalance in [oreign exchange and domeslic capital markets. The result was the Scptember 1992
crisis in the Exchange Raic Mechanism which eliminated two of the major European currencies
from probable participation in the common currency scheme, and severely challenged the ability of

the French 1o sustain its convergence inspired domestic economic policy.
(b) The Spread of Insiability io Emerging Financial Markets

A similar scenario was played out, with a (wo-year delay, in Lalin American foreign
exchange and financial markets (c{. Folkerts-Landau and Ito, 1995). The resolution of the Latin
American debt crises of the 1980s had two seemingly irreconcilable prerequisites: to reduce the
debt scrvice burden on the devcloping country borrowcrs and to avoid losses 1o the intcrmational
bank lenders. The first was required in order W prevent political crisis which would have resulted
from the decline in cconomic activity required 1o produce paymcnis surpluses sufficiently large to
meet current interest payments. The second was required to avoid disruption to the international
payments system which would have resulted from the failurc of large intemational banks, many of
whow: had lent multiples of their equity capital Lo developing country borrowers and were already
technically insolvent The problem was [0 find a way 10 restore capital flows to the developing
countrics without the banks having to commit additional funds. Since it was obvious that the
arrears on the debt could not be repaid, rescheduling was not a definitive solution to the problem.
The resolution could only be achieved by getting the debt out of the banks' loan portfolio znd into
the trading portfolio. through the means of securilisation of bank debl into market equity. The
large banks took the first steps by becoming traders in the LDC debt of the banks who chose 10
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liquidate their holdings rather than participatc in rescheduling. In doing so they made the debt
marketable and liquid, providing an increase in value, as well as gencrating some eamings on
trading spreads and commissions which could offsel the non-accrual of interest income. This Jed 10
a number of schemes, such as debt cquity swaps, etc., which allowed banks to move dcbt (l)ff their

books and LDCs to reduce current interest and postpone principal repayments. ‘

To increasc their ability to reducc outstanding dcbt, debtors were cncouraged o cngage in
the liberalisation of their economies. This served a dual purpose of providing funds Lo exl.iﬂguish
bank decbt, and gave the banks the opportunity to cam income by analysing, advising, undefwriting
and trading the shares in the newly privatised companies. Bul, privatisation alone was not -
sufficient, the new owners required profit opporwnitics, and these were provided by the full scale
opening of the economy to trade and exchange convertibility. The introduction of sound economic
policics, which mcant privatising state holdings, liberalising domestic capital and foreign exchange
markets, and climinating trade barricrs, would then atiract “non-debt” creating capital flows which
could provide the finance for recovery of growth to politically acceptable levels (cf. IMF, March,
1995).

Again, inlemational investors appear (o havc anticipated the underlying structural ¢hanges,
and in countrics such as Mcxico capital flows started to move even before there was any
perceptible improvement in fundamental conditions. Howcver, unlike the case of Europcan
convargence, Mexico did make real progress in changing il economic policies, opening domestic
markets 10 foreign compeliiion, eliminating the government budget deficit, undertaking substantial
privatisation and adopting an incomecs policy which brought inflation ratcs down 1o singlc digits by

1994, 7

But, as in the European case, a cumulative process emerged in which the increased flows
of funds to Mexico reinforced and confirmed the expectations of foreign investors that exchange
risk was Jow and poicntial gains high. On the principlc that the first into the rising market ‘makes
the greatest profit, investors sought out other “Mexicos” and soon funds wcre moving to A‘gentina,
Brasil and other Latin American countries in order 10 benefit from the expecled improvemenis.
Just as the convergence play had becn a onc-way bet, “cmerging” cquily markels in Latin America
became a onc-way bet. These markets were originally called “emerging” because the countries
were emerging from the depressed financial conditions duc to the debt crisis. The name was soon

exicnded 10 any small, local equity market in a devcloping country which had a small proportion



14

of forcign ownership. Under this ncw dcfinition, the market cmerges when it atiracts substantial

flows of foreign investment funds.

Financial theorists had a ready theoretical justification for what investors were a.lrcady
doing. In the capital asset pricing modcl, the “market portfolio” should in theory include all
investment assels. Although this is clearly impossible, the equity portion of the market poﬁfolio
could be cxtended w include all sccuritics traded in the world. Investment in these high-risk
“emerging” marke(s was thus presented as prudent reduction of market risk. As investment banks
and moncy managers started to include these small, local developing country markets in their
benchinark reference portfolio they automatically became accepiable investments, and it became

incumnbent on every investor to include them in his portfolio.

The process global diversification was bascd on a dcadly fallacy of composition. Onc
invesior can change the weighting of his portfolio to include 1% Mexican stocks without this
decision having a largc impact on Mexican stock prices. If the worlds® major investors all decide
to move 10 a 1% weighting, this can only occur il the market capilalisation of Mexican siocks
increases. This can only occur if morc companics are quotcd, if cxisting companics issuc more
stock, or. as was the casc, if prices risc until global investors have 1% of their portfolios in
Mexican stocks. If the prices of Mcxican stocks had previously reflected the underlying
fundamentals of the companics, they clcarly no Jonger did so.

Thus, an anomaly was created, similar to the changes in value of a stock which enters the
S&P 500 stock index. This benchmark cffect is scif-reinforcing, for the higher the valuation of the
emerging market the larger its share in global capitalisation and the higher its benchmark
weighting. The berner the market's perfonnance relative to other markcts, the more likcly a
rccommendation for over-weighting. Since the emergence of these markets arose in the presence of
falling US interest rates and afier a substantial run-up in US stock prices, their high toral rcums
made emerging markets even more attractive. And again, the cumulative process of a seemingly
risk frce intcrest raic arbilrage was set into motion, borrowing in low interest rate dollars to invest

in high yield emerging market stocks.

This crcated another self-reinlorcing process, as the central bank had to intervene to
prevent the currency from appreciating out of its announccd stcp devaluation. This caused

exchange reserves 1o swell, and made inveslors even more confident in the predictability of
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exchange risk. It also meanl that if the bank were to stick to its adjusunent targets for monetary
expansion the reserves had 1o be steriliscd, which acied 1o further increase interest rate
differentials. Such an approach may have additional negative consequences if thic interest rates
payablc on the newly issucd govemment debt required to achicve sterilisation are higher than the
interest eamed on Lhe increased foreign currency reserves, thus adding o the foreign imbalance (cf.

Trade and Development Report, ).

It did not take long for the impact of the rising Mcxican markct to causc adviscrs 1o ¢xtend
their portfolios to other formerly debt-ridden countrics, many of which had less ambitious
adjustment policies. Bul, by this time economic fundamentals had become irrelevant, for the
driving forcc had become the risk reduction through global portfolio diversification. Just as the
capital assel pricing model demonstrated that selecting “good” stocks based on their fundamental
valuc was impossiblc and irrcicvant, the same was truc of sclecting country markets with ‘good-
cconomic fundamentals. Ironically, just as countrics were being advised that they could acquire
foreiga capital flows and domestic stability by introducing sound fundamentals, the {inancial
theorists were advising investors that economic fundamentals were unimporiant and thus urelevant

to the direction of capital flows.

In spite of the policy improvemenis mentioned above, the Mexican economy was
characterised by the same high interest rates, rapidly expanding external deficit, ovcrvaluation of
the exchange rate and capiial inflows which were seen in the high-yiclding European counivies.
Just as the non-debt creating capital flows left Spain and Italy, France and the UK in 1992, they
also Icft Mexico when there was doubl created over the commitment to cxchange ratc stability and
the assessment of cxchange rate risk shified radically. Just as quickly as Mexico and other
“emerging” markets were added to money managers benchmark global portfolios. they were given
zcro weighting and the “Tequila” effect swept the South Amcrican and Asian emerging markets
without reference to geography or any cconomic fundamentals. The result was not only the
undeciared insolvency of the Mcxican government, upwards of 30% of privaic bank credils were in
technical default, which meant that thc banking systcm was also insolvent. In this crisis it v/as not
the foreign financial instinstions which were threatened with bankrupicy, it was thc Mexican
financial system. Mexico lost not only its cxicrnal sources of finance, even its internal sources
disappcared. Even at interest ratcs in cxcess of S0% there was litide domestic lending for
production uses. The Mexican economy, which had a peak growth rate of only 3% in 1994,
suffered a decline of around 8% in rcal GDP in 1995, virually eliminating the growth since the

{
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introduction of the adjusuncnt reforms. This was clcarly morc than two steps back.

B. Questions raised by financial instability

1. The new financial insrability

The characleristic that differcntiates the instability in more reccnt times from that of carlier
periods is that it encompasses both foreign exchange markets and domestic financial markets. The
decision 1o increase reliance on capital flows by dcveloping domcestic capital markets and
privatising in order (o creaic asscts o tradc in them has thus created an additional source of
instability in these countries. O[ greater impornance 1o the present discussion is the impact of these
capiial flows on the performance of the developing economies. Already in 1991 the UNCTAD
Trade and Development Report noicd that while capital inflows may make adjustinent easier, they
also carry with them the risk of currency overvaluation as domestic banks find it cheaper 10
borrow in foreign currency lerms, thus increasing the inflows from foreign sources. The strength of
the currency may also lead to overconfidence and liberalisation of goods and capital markets
before the underlying productive structure of (he economy is ready to supporl free international

compeiition.

In the case of the liberalisation of capital markcts, which usually follows rapidly on this
increase in foreign confidence, the resull is seldom (o open the way to financing [or addiuonal
invesiment in productive capacity to aid in thc adjustment process, but rather o allow domgestic
wealth holders the possibility to diversify their portfolios, sclling domgcstic asscts to foreign
invesiors in exchange for [oreign assets, protecling domestic residents from any loss of capital
value should the flow of short-term capital be reversed. This provides a very strong local
constituency in favour of the introduction of full cxchange ralc convcerlibility and rapid
liberalisation of capilal markets. This can be further justified by reference (o the strong rescrve
positicn of the central bank, which is built up as it attlempts to Jimit the ovcrvaluation. It aiso
creates an additional amount of capital which is highly attuned 10 the vagaries of conditions in
domesiic capiral markets and thus ready to move quickly to avoid losscs, thus adding domestic
short-flows to cxtcmal flows. It is noleworthy that these features of capital flows in developing
counisies are little different [rom the characterislics of those which have occurred in the developed

countries.
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2. Is this market failure?

The interesting common feature of the various cases of instability cxperienced since 1960
is that they are all preceded by a recommendation, usually based on an unexceptionable (heoretical
argument, that an increased role for markel [orces and more freedom in allocating capital will
result in increased stability if accompanied by sound fundamental conditions. This was true of the
stabilising speculators who werc (o insurc cxchange raics converging to fundamcntal PPP values
undcr floating cxchange ratcs in the 1970s. It was also true of the capital markets who were 10
respond o policy coordination with exchange ralc stabilily, and in the abscnce of coordination,
impose economically sound policics on govemments in the 1980s. However, in every case, the
individuals who take the decisions concerning the movement of capital and goods have been
observed to ignore sound economic fundamentals. This may havc been because of their own
predilection, but usually their action was accompanied by a theoretical explanation of why markct
fundamentals are not of basic importance to the maximisation of wealth in the global allocalion of
capiiai. The basic contradiction between the theorics which arc uscd o recommend 1o governments
policies to liberalisation of financial markeis and introduction of sound economic policics and
those which motivatc the decisions which producc the capital flows in thesc markets are never
noticed ex anle and usually pass unnoticed ex posL. Indeed, this muslt be the case, (or every episode
of major instability is followed by a repetition of (he same recommendation to introduce rore
deregulation and market freedom and for govemments to place more cmphasis on introducing

policics to insure sound cconomic fundamentals.

It is interesting 1o note that Irving Fisher was one of the first economists to suggest that
the traditional market mechanism may exhibit pathological behaviour in the presence of perticular
types of financial flows. His debt defladon hypothesis was couched within the context of the US
economy. There is no reason why it should not apply 1o intemational financial factors. Fishcr was
joined in the 1930s by a number of economists such as Hayek, Hawtrey, Veblen and Keyrnies, all of
whom suggested that financial flows, representing debt-credit relationships, could alter the
traditional economic analysis of thc opcration of thc market mechanism. It is possible to explain
the policy dichotomy noted above in terms of theories which ignore financial flows as essential
clemenits and those such as Fisher, which attempt to includc them. The policy recommendations
which havc been made 10 enhance stability of exchange ratcs and financial markets are usually
made on the basis of a model of the operation of the market mechanism in which moncy atid

financial factors play no role, or else presume that monetary factors arc of significance in the shom
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nan, but have no impact on the long run trajeciory of the economy.

A clcar cxamplc of an adaptation of the approach of Keynes and Fisher in the work of a
market practitioner may bc found in the work of George Soros, head of the Quantum Fund. He
suggests thal the decision making proccsscs of financial markets are better understood by means of
the theory of rcflexivity, a process of cumulative causation which is capable of explaining
experiences such as the erratic bchaviour of the dollar in the 1980s. In Soros’ view, the Lypical
represenfation of individual bchaviour presumes that the external environment is given. Bug, in
financial markets, the investor is always part of what is being analyscd and explained. Keynes
thought that economics should be considered a "moral science” because unlikc Ncwton’s applc
which has no choice about the velocity at which it will fall to the ground, economic agents do
have the possibility to decide not to acl according to economic laws. Economics thus suffers from
the social scicnces equivalent of Heisenberg's "uncertainty principle”, or a scientific moral*hazard.
Forecasting models used to make economic predictions are all based on attempts to identify
regularitics in the behaviour of economic agents--they tell us whal would have happened if no onc
atlempted (o adjust behaviour in the face of unexpecled cconomic conditions, usually because all
possible eventualities have been foreseen. These stabilities arc represented in the pararnelcfs of the
bebavioural functions. However, when agents are dissatisfied with their performance and attempt to
do somcthing about it by changing their behaviour, the "predictions" of the economic models will

be bascd on bechaviour paticrns which have been discarded and will be consistently wrong.

Bur, if this typc of behaviour is widespread, as it scems reasonable to assume that it is, this
leads (o two Lypes of problem: For Soros, economic agents will have
-- "imperfect understanding” of how their actions influence events: there is no dircct, independent
corrcspondence between physical reality and our conception of that reality because it is not
independent of our own thoughts and actions which w¢ cannot obscrve externally as uninterested
scientific observers. Nevertheless agents try to understand the impact of their actions on cvents,
even to predict them by trying 1o predict the actions of others --this makes things worse because
of: '
-- "participant’s bias" which results from our efforts 10 apply our understanding of the world to
change the real world conditions we face. Participant’s bias may be defined as the divergence
betwecn an individual’s perception of events, i.e. what he thinks the likely outcome will be, based
on past experiencc or a model of the operation of the world, and the actual coursc of events.

The interaction of thesc two factors lcads (o what Soros calls "Reflexivity", defined as the
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combination of:

the cognitive (or passive) function: the effort to understand

y = f(x) and

the participaling (aclive) [unction: the impact of ratiocination on behaviour

x = g(y).

Togcther they yicld Reflexivity: y = f(g(y)).

This type of relation cannot produce an equilibrium state, rather it suggesis a cumulative process of
change. The objective of the successful individual investor or forecaster is thus to:

--identify cumulative processes

--predict the direction of change which occurs when x and y are self-reinforcing or reflexive.

In his book Soros gives the determination of cxchangce ratc as cxample. The value of a country's
exchange rate is usually thought 1o be determined by thiree faclors. The trade balance is negatively,
and the balance on speculative and non-spcculative capital transactions is positively, related to the
cXchange rate; e.g. a higher positive balance of trade leads to a lower value for Lhe exchange rate
and a stronger currcncy. It is in motivating capital and othcr investment flows thart reflexivity is
most likely to be found. Capital inflows will be positively related to expecled appreciation in the
cxchange raic and to a positive intcrest rate differential. In the period 1980-85 US intercst raics
were pushed up and inflation declined. A positive interest rate differential (US intcrest ratcs rosc
above German or Japanese rates) opened up relative to other currencies. Non-residents increased
their purchases of dollar asscts to gain the higher interest rates. This caused the dollar to start to
appreciate. This attracted capital inflows from investors secking capital gains from dollar |
appreciarion. These [ows initated funher doliar appreciation and further capital inflows. Even
though the US trade balancc started to detcriorate as US industry became less competitive as a
result of the appreciation of the cxchange ratc, speculative flows continued 1o rise by more than
the increase in the deficit on goods and services trade. The dollar thus continued to appreciaie,
causing the deicrioration in the trade balance to accelerate. This positive cumulative rclation may
be expressed as [ollows:

(e +T)— (S 5IT) —= Tc—— (S > I1).

where ¢ is the price of domestic currency in terms of forcign currency, S are speculative purchases
of the dollar, T is the trade balancc. Anyonc who identificd this cumulative process early would
have benefilted from both the high interest rates and the capital gains from dollar appreciation. By
means of a demonstration effect, successful speculators cncouraged others in a spiral in which
there was no natural limit, nor any need to refer to economic fundamenials. Indeed, in the casc of
the US dollar in the 1980s the obvious fundamenial disequilibrium was quickly justified on the
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grounds that the growing trade delicit was a rational rcaction 1o the “fact” that real rates of retumn

on investment in the US had riscn far above those in the rest of the world as a result of the Reagan

admirnistration's supply sidc cconomic program.

All of the approaches which attempt to take financial flows into account are also
characicriscd by the fact that they also make an effort to explain the historical experience of the
post war pcriod. They countcr the idea that the markel mechanism is either an cilicient or rational
allocaior of economic resources in the scnsc of dirccting resources towards (hose employments
where real rctumns are highest. Indeed, the reflexive approach suggests that rctumns will he highest
in those investments which manage 1o anract the highest capital flows. It also suggests that
exchangc rates will be deterined, not by the relative produclivity of nations, but that this
produclivity may bc detcrmined by exchange rates. Nor are thesc sclations immuiable, for as Soros
points out, agents may adjust their behaviour in the face of unsatisfactory outcomes. If this is
indeed (he casc, then the rationale for combining free capital flows in unregulated capital markets
with policies based on economic fundamentals cannot be considered as generally valid. This also
means that unfcttered capital markets cannot be relied upon Lo discipline government policics so as
to make them mumally compatible or coherent. It also implies that the introduction of the
appropriaie, sound, govemment policics bascd on cconomic fundamentals, cannot be relied upon to
produce stability in financial markets. The basic rcason for this is that cven if markets were stable,
there is no guarantee that they would produce the appropriate levels of exchange rates and ‘interest

rates corrcsponding to the underlying rcal cconomic fundamentals.
3. Can all countries have “so conomic policies?”

Indcced, there is some question that markcts would be more stable in conditions in which
all countrics introduced and successfully pursued sound policies. There is no reason 1o belicve that
the introduction of such policies would lead to convergence of interest rates or of expected rates of
retum on equily invesuments. Capital would still be allocated by money managers according 1o
their expectations about return differentials. Avoiding clearly excesses in cxchange raic or domcstic
policics would climinatc the possibility for one way bets. But, it should be recalled that operating
sound policies did little to save France from speculative pressurce in 1992-3, and Mexico‘s dramatic
improvement in its budgel position and inflation werc as a much a cause of its difficulties. Indeed,
the examples ol Mexico and Italy show how difficult it may be (o introduce appropriate exchange
ratcs under conditions of floating. It was widcly rccogniscd in Iialy as early as 1989 that the Lira
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was overvalued. The same was truc of the Peso, which in 1993 actually appreciated against the
dollar. The objective evidence was the deterioraling tradc balancc. But, consider the choicc§ the
govemmenis in both cases. Any aitempl Lo cause a depreciation of the exchange rale would have
mel Lwo risks. Any formal announccment of a desired depreciation could have caused a reversal of
opinion and an uncontrollable and unacceplable instability. Alternativcly, if thcre was no such
reversal and market expectations remained unchanged, this would simply have raised the expected
rctums as the market expected continued strengthening and thus additional capital gains. What
would have been requircd to bring about a reversal was a change in domestic interest rates, bur this
would have been tantamount t0 abandoning domcstic stabilisation. Few central banks actively seek
exchange markel crises, and arc happicr with an inappropriate exchange rate which is under control
than a sharp reversal lowards a more appropriaic ratc which substantially overshoots the desired
level. In these conditions there is no such thing as a slow convergence towards the cquilibrium
rate, for once this adjustment is initialed, foreign funds will be withdrawn, but not slowly. Once
large portfolio flows have been built up which have pushcd up the cxchange rate, it is ext:émely
difficull to unwind them without crealing a panic in which everyone Lries (0 cxil simultancously,
causing market liquidity 10 disappear and criscs 1o cmerge.

C. Implications of Postwar Experience

It should now be clcar that it is no longer credible io recommend more f[inancial market
deregulation, freer capital [lows and each individual country looking after their own appropiiate
sound domestic cconomic policies as a recipe for financial stability and the continucd expansion of
productive capacily availing itself of all available resources. It is also clear that the coordination of
sound economic policies represents insurmountable practical obstaclcs, the most important of which
is agrcement on the policics which should be introduced. Indeed, there are those who have argued
that thie current state of statistical knowlcdgce is insufficicnt to provide even the information

concermning Lhe real performance of the economy required to take decisions on policy coordination.

The expericnce of the three historical periods suggests a continued deterioration in the
ability to coordinalc cconomic policics and an increasing divergence between appropriate economic
policics and financial markct stability. What is the cause of this deteriorating performance? The
expericnce since the 1960s suggests that the basic reason is the divergence between the theorics
used w formulale governmenl policy and those used in financial markets to guidc their invi:sunent
decisions. This is a diflerence which may be characterised [ollowing Schumpctcr as that betwcen
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“real” and “‘moneiary” analysis. As long as capital flows were non-existent, or minimal. ana goods
flows were the primary iniernational linkages, real analysis provided a reasonably good
approximarion of the world. This is a world in which monetary factors are broadly neutral in the
long run, rcal intcmational relative goods prices arc of importance and purchasing power parity
will determine exchange raics, whether the sysiem opcraics under fixed or floating exchange rates.
However, as capital flows have incrcased, monetary [actors took on increasing predominance and
the real equilibrium came 1 be determined by relativc nominal total markel returns in the portfolio
investors' domestic currency. But, unlike quoicd goods prices, these decisions are based on
expectations of future prices, which are by definition more volatile. The lower tr:amsacu'ons1 COSts
and the reduced restrictions on capital movements which were introduced in the 1980s Lo increase
“market discipline” thus have instead mcant that the financial factors have come to0 dominate real
factors in the determination of equilibrium values. Forcign currencies are now primarily financial
assets, rather than means of intcmational goods exchange. Financial flows are motivated by
maxiinising risk adjustcd rates of rerumn across the global market portfolio of assets, rather than to
provide the financing for current account imbalances. The design of policics for stability has to be
based on “monctary analysis” if it is to have any hopc of success. This also means that whilc

capital flows may not bc the causc of instability, they are jts vehiclc.
D. Remedies for Instability

The instability described in earlier sections is clearly related 10 capital mobility,
fluctiations in exchange rates and financial dcregulation, which have in consequencc been the
focus of policy proposals in the fields of regulation, taxation, macroeconomic policy and -
institutional reform. The rest of the paper consists of a commentary on a selection of these
proposals, including allempls in somc cascs to point to directions in which they could useﬁ.ﬂly be
furthcr developed.

1. Internarional legal regimes for capital flows®

The only global rcgime applying to international monetary movements is that of the IMF.
But thc most important obligations in its Articles of Agrecment relate to current transactions and
not capital movements. These are sct out in Amicle VIIT (which prescribes he obligation not to

? For a more detailed discussion of the inicmational legal regimes for capital mweme;its see
UNCTAD (1994), Part Two, Annex to chaptcr 2, section C.
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impose restrictions on payments and transfcrs for current international transactions without the
Fund’s approval), and in Article XIV (which spccifies transitional arrangements for countries not
yel willing 10 accept the obligations of Article VIII). Concerning international capital movements
Article 1V contains among the general obligations of IMF members regarding exchange
arrangements the statement the one of that inlemational monelary syslem’s essential puxposés is the
provision of a framework facilitating the exchange of capital among countries. In more specific
refcrences 10 capital movements in Article VI, section 3 provides [or the cxcrcise by member
countrics of such conlrols as are necessary 1o regulale imemational capital movements so long as
they do not restrict payments for current Iransactions. Section 1 of the same Article gives the
Fund the authority 10 prevent the use of resources from its General Resources Account to finance a

large or sustained capital outflow. l

Thus under the TMF Articles of Agrecement developing countries have considerable latitnde
regarding controls over inlernational capital movements. Some of them have none the lessg
undertaken obligations in this area as part of Treatics of Friendship, Commerce and Navigaﬁon or
of agreements involving limited numbers of countrics such as the North American Frec Trade
Agreement (NAFTA).

Dcvcloped countries on the other hand are subjcct to obligations under the OECD Code of
Liberalization of Capital Movements and (in the casc of membcrs of the EU) under the EEC
Council’s 1988 Directive on capital movements and the Maastricht Treaty. The OECD Code
classifies (he great majority of capital movements in two Lists, A and B, to the former of which
more stringent liberalization obligations apply. For much of the period of the Code’s existence
List A consistcd principally of operations judged to have fairly close links to international irade in
goods and services and to longer-term investment, while List B included operations in short-term
financial instruments. But recently the scope of operations included in List A was cxtended 10
some hitherto covered by List B, and a number of previously uncovered money-markel operations

were added Lo List B.

The 1988 EEC Directive on capital movements f(orbids restrictions on those between
residents of EU countries subject only (o provisos conceming the control of short-term movements
during periods of financial strain and certain measures necessary for the functioning of tax and
administrative systems, and for prudential supervision. Under the Directive EU countries are also

committed Lo endeavour 1o atlain the samc degrec of liberalization of capital movements with third
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counirics as with each other. Thc provisions of the 1988 Directive are reinforced by the pertinent
Articles of the Maastricht Treaty applying 1o the second stage of economic and monetary union
which began in 1994, Once the third stage of this union starts, the imposition of controls over
shori-term capital movements during periods of financial strain for single-currency countries will

continue to bc permirted only with regard to non-EU countries.

2. Measures used to_control international capiral movements

International capital movements involve changes in the claims of a country’s rcsidents on
non-residents, and vice-versa, in the form of real capital asseis and financial instruments. .A large
number of different measures have been used by govermments in both developed and developing
countries o restrain such movements, some of them with a broad incidence and others airned more
specifically at narrowly defincd sets of transactions. The measures include taxes as well as tax-like
restrictions which exercisc their effect on capital transactions by increasing their costs and’thus
reducing their profitability. Othcr restrictions involve more direct limils on capital transactions.
Controls over capital movements arc imposed in pursuit of both long-term objectives and shoner-

term ones of macroeconomic policy.

Under the heading of controls with long-tcrm objectives outflows of foreign direct
invesument (FDI) or medjum- and long-term portfolio investment may be subject to licensing
procedures, taxes imposed on purchases of securitics abroad by residents, and two-tier exéhange
rates. Inflows may also be subject to licensing. Furthermore they may be limited by ccilings on
levels of foreign ownership in some or all sectors (ceilings which may prescribe reservation for
investment by residents in certain cases). Access (o a country for forcign direct investorsib‘may be
granicd only on conditions designed 1o contribute w0 development or other national policy

objectives.

Controls over shon-ienm capital movements have to contend with the very large number of
methods available to take advantagc of opportunities for profit in the international markets for
financial instrumemts. Amongst OECD countries such opportunities have progressively increased
in responsc both Lo the libcralization of the intemnational financial regime and, since the 1970s, to
the proliferation of ncw financial Lcchnigues and instruments made possible by the rapid
dcvelopment of computer lechnology and electronic communications. Short-term capital

movements are nol necessarily effecled via shori-term financial instruments, since the profits which
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motivate such movements may be best achieved through transactions involving longer-term. asscts,
as is oiten true if there are liquid secondary markets for such assets. Thus control of shon:mm
movements may include techniques already mentioned under the heading of FDI and medium- and
long-term portlolio investment. But it must also be dirccied at the many other ways in whj’ch
individuals and enterprises lcnd, invest, borrow or otherwise take financial positions at shoit-term,

with an actual or potential impact on the movements of funds betwcen currencies.

To some exlent this objective can be mct by controls on transactions which arc clearly of a
capital rather than a current nature such as the buying and selling of short-tcrm financial
instrumcnts issued abroad. Bul in practice control of outward capital movements is likely to be
impossible withoul recoursc to more general measures ol exchangc control, many of which would
also typically be pan of a regime for restricting payments for current intemational transaclions.
These include the requirement for official permission Lo opcn forcign bank accounts, limitations on
the sizc and use of currency that can be taken abroad by travellers, and regulations concerning the
physical export and import of bills of cxchange, securities, insurance policies and bank notcs.

Thus countries which do not resirict payments for international current transactions have (o frame

their regimes of capital controls in such a way as 1o avoid impeding such Lransactions.

Inward as well as outward capital movements can pose problems for macrocconomic
managcment. Measures restricting inward capital movements include those mentioned above under
the heading of controls imposed with long-tcrm objectives. Other measurcs in this context
comprise forbidding banks to pay interest on the deposits of non-residents or even requiring
negativc interest rates on such balances, limitations on banks liabilitics denominated in foreign
currencies and on opcn positions in such currencics in relation Lo capilal, and the imposition of
differentially high (and possibly non-interest-bearing) reserve requirements on increascs in'such
liabilities or in banks’ liabilitics to non-residents. Anothcr mcasure likely to be particularly
imporiant in countries with currencies lacking developed forward markets is variation in the terms
on which the central bank is prcpared to engage in swaps. Moreover even in countries where swap
facilitics arc readily available from commecrcial banks limits may be placed on their use other than
for specified purposes such as trade transactions. Furthemmorce queuing systems may be used to
slow the pacc at which foreign bond issucs arc made by domestic entities, and sales of money-
market instruments by residents 1o non-residents may be forbidden. Likewise special taxes may be
levied on credits from abroad - a measure alfecting non-financial as well as financial enterprises -,

and cash deposits with the central bank, equivalent Lo a certain proportion of foreign borrowing by
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non-financial enterprises, may bc required, a control introduced into the German :
Ausscawirntshaftsgesctz in 1971 as the "bardepoiflicht” (after Germany had earlier pmhibit_éd

payment of interest on foreign resident accounts).

3. Capital controls_in practice: recent use by developing countries

As noted in D.1, developing countries are under fewer constraints due to international
agrecments than developed oncs regarding capital controls. They have in fact extensively used
such controls on both inflows and outflows. In the carlicr part of the postwar period those on
inflows reflected mainly long-lterm objeclives as (0 development and indigenuous ownership, and
those on outflows the exigencies of balance-of-payments management and macroeconomic. policy
more generally. Recently, as some developing countries of Asia and Latin America have been
integrated into the network of international financial markets, they have experienced the surges in

capital inflows and the consequent problems for cconomic policy alluded 1o in A.6(b).

As part of their policy responscs 1o these surges, many of the recipicnt countries have
employed both of the major categories of measure described in D.2 above, namely tax and tax-like
restrictions and more dircct limitation of cxtemal financial inflows. For cxample, stamp taxcs have
been applied by Chile to foreign borrowing, and laxes al various percentage rates have been
imposed by Brazil on the value of both foreign investment in the stock market and extemnal bond
issues. Other actions to reduce the profitability of foreign borrowing have included the imposition
of special reserve requirements on almost all capital inflows by Chile, and non-remuncrated rescrve
requirements on foreign-currency borrowing by Colombia. Mexico has imposed restrictions on the
uses to which foreign borrowing can be put with the objective of reducing its profitability. A
number of countrics (for cxample, Indoncsia, Malaysia, Mcxico, Philippines and Thailand) have
placed restrictions on various categories of international wransaction and position taking by banks
with the samc objective or with that of reducing foreign borrowing more directly. A queuing
systern has been uscd by Indoncsia to slow forcign borrowing by private firms. Steps 10 restram
the level of net capital inflows have also included liberalization of capital outflows (by, for
example, Chile, Colombia, Philippines and Thailand). Anothcer policy instrument worthy of
mention in this conlexl is the widening of the band within which a country’s exchange rate is

pentitied Lo fluctuale in order to increase risks to foreign lenders and portfolio investors. "

4. Indirect Megsures to Control Capital Flows
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(a) Capital Requirements

The primary function of banks’ capital is to absorb losscs which might otherwise threaten
their continued operation. In consequence the adequacy of a bank's capital is a major concem of
its regulators. Bul, il the pemmilted size of balance sheei positions is linked to the capital
supporting them, such requircments can also restrict the scale of a bank’s involvement in particular
activitics. The poséibility of using the route of capital charges on banks’ foreign exchange positions
as a way to restrain currency spcculation was cxplored in UNCTAD’s 1994 Trade and
Development Report (UNCTAD, 1994). At that time this approach to have the advantage of
building on a 1993 initiativc of the Baslc Committee on Banking Supervision (BCBS, 1993)
conceming prudential standards for the supervision of banks’ market risks including those zesulting
f;om their positions in foreign exchange. Under this proposal capital requirements were imposcd on
Qanks exposure due to different categories of currency transaction (as well as transactions in
ﬁmcious metals) according 10 onc of two mcthods. Undcr the “shorthand method", the capital
fequirements were to be 8 per cent of a "net open position" defined as consisting of the sum of the
greater of the short or long positions in different currcncies plus the total of each net positions
short or long in precious metals, regardless of sign.'” The 1994 Trade and Developmen: Report
noted that an internationally agreed surcharge on capilal requirements at this level might be
imposed to increase the costs to banks of currency speculation. Agrecment on such a measure
would have (o include all financial centres to prevent its frustration duc to the flight of trading 1o

jurisdictions where the surcharge did not apply.

However, the feasibility of this approach has been reduced by the adoption by the Basle
Cominaittee of a different sct of proccdurcs for determining capital requirements 10 cover market
risk, adopted in rcsponse 1o widespread criticism by banks of the initial 1993 proposals (BCBS,
1996). Under the new procedures, intended to scrve as the basis for regulations which will be
implemenied by the end of 1997, banks will bc pcrminied 10 use proprietary risk management
systeris to measurc markct risks as an allemaltive o the standardised framework proposed in April
1993. The core of (his alternative is the setting of a bank’s capital charge on the basis of a measure
generaied by its in-house model of the valuc at risk of its trading book, that is to say of the

maximum loss on the trading book expected during some period at a specified level of confidence.

A similar approach to capital requirements for foreign exchange positions is embodied in
Europcan Community Council Directive 93/6/EEC of 15 March 1993 on the capital adequacy of
investment finms and credit instiutions, published in Official Journal L 141/1, 15 March 1993.
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Under this altemative somc allowance for offsetting correlation effects between broad cal.égoﬂes of
risk (inlerest rates, exchange rates, equity and commodity prices) is now permitted, so thaf the
market risk associated with foreign exchange positions will no longer nccessarily be segregated as
under the Basle Committee’s earlier proposal. Use of the standardised “short-hand" method remains
a possibility but widespread use by banks of proprielary models to generate their capital
requirements will mean that estimation of these requirements will not be carricd out on a uniform
basis. The new procedures have implications for the imposition of capital charges as a measure to
restrain currency speculation. Such charges remain a policy option. However, the option would be
at variance with the new approach o managing market risks embodicd in the revised guidelines of
the Basle Committee. Thus rccourse to such charges is more likely as part of an emergency policy
response to a crisis in the [oreign-exchange markets than as a measure imposed on a more

permianent basis.
(b) Taxation of foreign Exchange Transactions (Tobin Tax)

Another proposal, which might also be considered as likcly to be pemnitted under existing
regimes for capital controls, is a tax on foreign exchange transactions, originally put forward by
James Tobin (1978). Dombusch (1986) and Bhaduri and Matzner (1990) have made similar
proposals which build on Tobin’s idea. The proposal has also auracted amcntion as a source of
revenuc for various internalional purposes. Here discussion will be limiled to practical questions

conceming its application as a measurc to reducc financial instability.

The design of the Lax, in particular its Icve] and coverage, cannot be divorced from
consideration of its likely effccts. Yct conclusions as o these effects are still speculalive.
Propounents of the tax have noted the way in which the cxpansion of currency trading has been
accompanied by increased exchangc-ratc volatility. Thus if the tax succeeds in reducing the
volumc of trading, so the argument continucs, it should also reduce volatility. There is indeed
evidence that low percentage taxes or charges can have significant effects on both the levcls and
characier of transactions. To take onc rccent example, the fee of 10 basis points imposed by the
Federal Rescrve on daylight overdrafts in April 1994 reduced their amount by about 40 pc‘i“"‘ cent in
the subscquent six months (Richards 1995, p. 1071). Another example is given in analysis of the
stock market crash of October 1987 in the publication, The Quality of Markets Report (reprinied in
Kamphuis ¢t al., p. 333). which attributed the limited role of programme trading in London at this
time pardy to tax and stamp duty. More mundanely it should also be recalled that mutual :funds



29

Kamphuis er al., p. 333), which attributcd the limited role of programme trading in London at this
time parily to lax and stamp duty. More mundanely it should also be recalled that mutual funds
sometimes impose cxil fees on shareholders which vary inversely with the holding period..'} (See,
for cxample, Bogle 1994, pp. 193-194). These charges act as a disincentive 10 herd sellirjf'g by
shareholders (though the consequent impact on the funds’ invesument managers is only indirect).
However, while such examples clecarly point to the cxistence of a relation belween transactions
charges or analogous measures, on the one hand, and rthe behaviour of investors and asser
managers, on the other, in themselves they do not Icad to any conclusions about effects on price

volatility.

In this context there is some pertinent quantitative evidence fram studies of stock markets,
where transactions taxes have also been under consideration as a policy racasure since the crash of
October 1987. Umlauf (1993) reports that the introduction of transaction taxes in the Swedish
stock imarket causcd an increase in volatilily, and that daily variance was highcst when the:tax was
greaicst. Jones and Sequin (1995) investigate the change in volatility after the elimination- of fixed
commissions in thc Mayday events on the New York Stock Exchange. Their results confirm those
reached by Umlauf and "suggest that the logic of increasing Lransaction taxcs to reduce the impact
of noise traders and, therefore, 10 rcducc volatility, docs not wit.hst;md empirical scrutiny. Indeed,
our results indicate that increasing transactions costs through any avenue may well have an effect
exacily oppositc from thal intended"” (Ibid., pp. 16-7). Although these results are not directly
applicablc 1o the [oreign-exchange markel, they should give pause to advocates of transactions

taxes for restraining volatility.

Two other observations based on more general considerations should be made here since
they bear on the relationship between the possible effects of a foreign-exchange transactions tax
and iis design. Firsuly, even at the low rates proposcd by advocates primarily concemed with
revenu¢ raising rather than the reduction of speculation a tax on foreign-¢cxchange transactions
might well have an important effcct on the structurc of Lthe market. While a rate of, say, 0.1 per
cent could be expected 10 have al most a limited impact on all but very shorl-term transactions of
final customers, the same would not be Lrue of dcalers. The bid-offer spreads in inter-dealer
transactions, which cover the costs and profits of such trading, are typically of the same order of
magnitude as a 0.1 per cent tax. Thus cven at this low rate the tax could well lead 10 a substantial
reduction in inter-dealer Lransactions, accompanicd in all likelihood by the exit from the market of

many Jealers. The resull might well be a risc in spreads and in the cost of the provision of foreign



30

exchange for currenl as wcll as capital transactions (Steindl, 1990; Davidson ...), but the rise in
costs would probably be small, for current transactions particularly so in comparison with the
reduciions in taxes on inicmational tradc resulting from postwar tariff-cutling exercises. The
second matter which needs to be mentioned herc is the greater complexity of the techniques
through which traders now lake positions in the foreign-cxchange markct. These positions often
mvolve combinalions of transactions including recourse to derivatives. As a result currency
volatility depends on trading behaviour in a number of diflerent, though closely related, markets.
To be cffective, a transactions tax should thus presumably apply 10 all these markets. (As a result

of this mulriplication of markets forccasting the effects of a ransactions tax also becomes

correspondingly more difficull.)

Of the many problems of 1ax design this section takes up two, namely the location at
whick: il would be imposed, and the range of Lransactions or instruments which would be covered.
The question of Jocation has been subjecled to a thorough discussion by Pcter Kenen (1955) in a
paper recently prepared for UNDP. He plumps for the location or locations at which the deal is
made in prefercnce [o the site or sitcs al which the deal is booked (which would not be the same if
booking is donc at the head offices of the overseas branches of the dealers’ banks) or to tﬁc
country in which setilement takcs place (when sctilement, for example, involves the transfer of
sums belween banks® corrcspondents). Kenen also proposes that the tax on inter-dealer

transaclions be split equally belween the two countcrparties.

Regarding the categories of transaction which would be subjcct to the tax, reference has
already becn madc to the nced for comprehensiveness owing to the increased recourse to untaxed
transactions which could otherwise be anticipated. This is not to suggest that even a carefully
designed version of the tax would be completely walertight. But the importance of loopholes and
vehicles for cvasion is probably casy to exaggerate. Synthetic substitutes for currency positdons
would be relatively cxpensive o the cxtenl that they involved transactions in a number of different
instrurients. Blatanl intention to cvade might scrve in many jurisdiclions as the basis for legal
action by tax authorities. Moreover the initial design of the tax could be modified in response to

finaricial innovation intended (0 frustraic its purpose.

Some of the problcms of design for a comprehensive Lax are none the less difficult. Spot
and forward transactions sccm relatively straightforward: the tax could be assessed at a percentage
rate on the transactions’ value. In view of the facl that foreign-exchange swaps, which combine

{1
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sirmultancous spot and forward transactions, arc typically priced in the market as a single
transaction, they might be trealed in the same way for the purpose of the tax, being asscssed on the
same basis as simple spot or forward deals. But this does not cxhaust the problems of tax design
for thcsc transactions. For example, the timing of the tax obligatdon must siill be decided. If
foreign-exchange swap transactions are to be treatcd in the same way as spot transactions, there
would scem 1o be an argument for setting the date of all these threc types of foreign-exchange
transactions for tax purposes as that on which they were initiaicd. But this procedure would raise
the question ol whether the notional value of longer-term forward transactions should not be
subject to a discount for assessment of the tax. And so on. Currency futures might also be taxed
arL a percentage ratc on the nolional value of thc contract. In this casc the tax, if imposed at the
time when the contract is initiatcd, would have an effect on cash [low similar to an increése in the
initial margin,'! though the money in question would not be at the disposal of the owner of the
futurcs contract o mect subsequent obligations in the form of variation margin due 10 movements
in the contract’s pricc. In the case of currency swaps™ the Lransactions tax might be imposed on
the strecams of netted paymentis’ and on cxchanges of principle, since these payments seem 1o
correspond most naturally to the acwal foreign-exchange transactions associated with such swaps.
In view of the use of nctiing in connection with currency swaps, expanded recourse 1o them might
be expected if a forcign-exchange (ransactions tax were imposed, and the 1ax would also act as an
incentive 10 the suppression of the cxchanges of principal now usually associated with swaps.

Designing a transactions 1ax for currency options is likely to be particularly difficait. One
solution might be 10 1ax them only when they are exercised. Howcver, this would leave untaxed
options positions settled through offsetting in the options market (i.e. in the form of sales of
contracts by longs or buycrs, and purchases by shorts or sellers), and could be expected 10 enhance

the aiiractiveness of currency oplions in comparison with other transactions as an instrument for

11 Initial margin consists of the sum in the form of moncy and securities posted by buyers
and sellers of fumurcs at the time of Lhe initiation of contracts. The sum is typically in the range of
5 to 15 per cent of the pricc specified in the contract, the precise proportion being related 1o the
contract’s volatility.

2 Currency swaps (which are to be distinguished from the foreign-exchangc swaps mentioned
abovc) involve the cxchange of series of payments denominated in different currencies. Undcr
currcricy swaps, unlike inierest rate swaps which entail the exchange of payments denominated in
the same currency, the payments typically include both interest and the underlying principal.

¥ Neuting rclers Lo the practice of scling off payment obligalions between two counferparties
50 that only a single net payment is made to scttle the residual obligation. '
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hedging and portfolio management as well as speculation in connection with currencics. Stiglitz
(1989, p. 14) has proposed taxing options at 50 per cent of the strike or exercisc price on"thc
ground that buying a call on the underlying asset and selling a put on it is equivalent to a long
position in the asset itsell. But this equivalence is valid only when the excrcise price of the option
is equal- w0 the price of thc underlying assct, a condition which does not generally hold.
Nevenheless, Stiglitz’s idea may point towards a fruitful approach 1o tax design for currency
options, namely the breaking-down of options positions into equivalent combinations of other

contracts for which the dcsign of transactions taxes is easier.

Another point which also has to be faced in discussion of the practicality of the Tobin tax
is the effect of rcfusal by some financial centres to impose it. Kenen (1995) suggests one’
approach to this problem, the taxing of wansactions with Lax-free trading siies at a punitive rate.
But he himself admits that while this could acl as a strong disincentive to the migration of foreign-
exchangc trading to smaller financial centres, it would not be an effectivc response to the :refusal of
a major financial centre already used by many traders (say, London) to join the scheme. There
does not appcar 1o be any solution to the problem in this casc other than the patient pressure of

auempis 1o persuade.
(c) Alternatives to the Tobin Tax

A number of altemmativcs to Tobin’s original proposals have been advanced with similar
objectives. Thesc are framed 1o avoid probicms such as those due to the difficulty of defining a
{oreign-exchange transaction or to the neccessity of its global application. Dombusch (1995). for
examnple, has proposed taxing all cross-border payments. While this approach has the virtue of
simplicity, it would not climinate all forms of cvasion, since it would not be imposed on back-to-
back (ransactions.'* Moreover since it adds 1o the costs of a wider variety of transactions than the
Tobin tax, there is a risk that Dombusch’s proposal would meet with corrcspondingly stronger
political resistance, Under Lhis heading the proposal is also open to the objection of Davidson (...)
that the tax would be borne disproportionately by current rather than capital transaclions.

An alicmnative 10 taxing forcign-exchange transactions for the purpose of reducing currency

!4 Back-to-back transactions can be illustrated with the example of an arrangement under which
onc company lends its currency o another company or to another company’s subsidiary in. return
for an offsetting loan in the bomower’s currency for itself or one of its subsidiaries. Such an
arrangement enables the avoidance of cross-border payments in connection with the Joans.
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speculation which might naturally occur 10 many economists would be to 1ax the short-term profits
of currency trading at a punitive rate. Such a tax might be regarded as an instrument designed to
achicve for currency trading objectives analogous 10 those for stock trading of the 100-per-cent tax
on short-term gains proposed by Warren BuffeiL.'® An intemationally agrced tax of this kind
would have to raise thc taxation of short-term profits from currency trading to a uniform level if it
were not simply to lead to the emigration of foreign-exchange business to lightly taxed
jurisdictions. Putling such a tax in place would scem a tall order but the problems involved are

none Lhe less worth cxamining a little more closely.

Profits from trading, including that in currencies, are generally already subject to taxation,
so that the base for an internationally agreed tax could be readily identified. But pre-existing tax
systems would pose difficulties to the dcsign of a supplementary inicrnational tax. These sysiems
vary considerably among countries and, in the casc of the newer instruments through which
foreign-cxchange positions can be taken. are ofien underdeveloped. Moreover in several countrics
the systems incorporatc concepts inconsistent with the across-the-board approach on which an
internationally agreed tax on trading profits would presumably have to be based.

For example, in many countries the tax treattuent of profits associated with positions in
currency fulures and currency swaps depends on whether they arc held for the purpose of hedging
or spcculation, the distinction frequently being related to the corresponding accounting
treaiment '¢ Sincc the objective of Laxing short-term profits on foreign-exchange trading would
be precisely to restrain speculation, therc might seem 10 be an argument for incorporating the same
distinction in the internaltionally agrced tax. However, achieving agrccmcent on this subject as on
many other technical aspects of such a tax could be expeciced 10 be, if anything, still morc difficult
than on the practicalirties ol a transactions tax. Furthermore bringing all major countries ot board

would bc no less necessary, and for thc same reasons.

S Under Bufferl’s proposal all gains from the sale of stocks or derivalives securities held for
less than a year would be subjcct 1o the 100-per-cent tax. As Bulfett himself puts it, "there would
be no profit to [an investor] from [his] capilal allocation dccisions unless they had a time horizon
of at least one ycar". The proposal could be expected to lead to a drastic reduction in the wrading
of options and index futures. For the quolation and commeniary see Lowenstein (1988, pp. 86-87

and 200-208).

6 See, for cxample, (he discussion of the Laxation of banks’ profits in the chapters on
Belgium (by J. Buelens and W. Vandenberghe) and France (by N. Dejean) of Emst and Young

(1993).
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3. The elusive nature of speculation

The original Tobin proposal, as well as other variants such as ‘xsnbusch’s proposal to 1ax
all cross border transactions and the TOSTAB (Tax on Speculative Transactions Across Borders)
proposed by Bhaduri and Matzner, in addition 10 seeking to reduce short-term speCulatiori' by
increasing ransaction costs. seek to make cxchange rate correspond more closely to “economic
fundamentals” by making capital flows more permanent and long term in nature. "The hopc that
transactions laxes will diminish excess volatility depends on the likclihood that Keynes’s -
speculators have shorcr horizons and holding periods than markel participants engaged in long-
term foreign investment and otherwise oricnted toward fundamentals” (Eichengreen, Tobin and
Wyplosz, p. 165). However, onc of the most important changes which have been introduced into
financial markets by derivative products is the elimination of a sharp distinction beiween long and
short-tcrm investments. For cxample, the nature of oplions contracts is (o allow an investor 10
maintain a long-lerm position for gains and a short-term position for losses. Portfolio insu:ance
was dGesigned to allow long-lerm invesiors o cover shori-term risks. Writing covcred call options is
a method 10 increase the long-term relurn on a position. On the other hand, long-term decisions
produced by means of structured derivative products may require a degree of short-term liquidity
which is beyond the normal capacity of market lenders. The difficultics faccd by Metallgescllschall
are a case in point. Here, what now appears to b¢ accepted was a scnsibly hedged long-tern
strale gy had to be liquidated at a loss because the short-term carry cosl was excessive [Referencel.

In modern financial markets the traditional distinctions conceming the "maturity” or
permanence of an investment no longer have the same meaning as they once did. It is now
possibie to producc the equivalent of the on the run thirty-year bond by mcans of going long T-
bills and buying bond futurcs contracts. On the other hand, the long bond can be purchased and
broken down into its component parts to produce 31 different registered instruments over thirty
years (or-over 400 with maturitics of one year or Jess for various future dates which arc the
equivalcnt of futures contracts). Long-term bond equivalents can also be created by borrowing
{loating-rate and swapping into fixed-rate payments. It is thus no longer clear what it means for
investors to have "long-term” horizons and 10 undertake "permanent"” investments. Added to this is
the fact that currcncies are now considered an investment class on their own. The imposition of
increased transactions costs on foreign currcncy Lransactions would thus simply disrupt the process
of arbitrage across different national money markets which is supposcd to operate to bring’
currency values into line with fundamentals as wcll as limit the risk management of international
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investors.!”

What thosc who recommcend long-term investing seemn to have in mind is that investors
should bc involved in only buy and hold strategies and never use levcrage. If this is what long-
tcrm investment mcaas, then iL secras clear (hat transaclions taxes arc not the most efficient means
of achieving this effect, irrcspeclive of (heir impact on volatility. Ever sincc the work of Kcynes
and Hicks in thc 1930s, economists have been aware of the fact thal money may scrve as a Store
of valuc as well as a mcans of payment. Keynes explained the possibility of less-than-full-
cmployment equilibrium in terms of liquidity prefercnce, and excessive assel demand for money
(this is whal we would now describe as shori-termism) leading 10 an excessively high nominal rate
of interest relative w the retutns which could be made on employment creating investments. Since
1970 foreign currency has also shifted from being primarily a means of payment to being an
intemnational invesiment asset in which excessive liquidity prefercnce may lead to cxcessively high
rewums in terms of excessive devaluations and domeslic rates. The problem is not the functioning
or the efficiency of thc market mechanism in achieving nominal rate which approach fundamentals.
There is no reason why they should once money (national or intcrnational) becomes an investment.
The problem is to reduce cxcessive liquidity preference, not 1o reduce the cxcessive use of |
intcrnational moncy as a means of ¢xchange. From this point of vicw, transactions 1axes seek to
cure a problem which arises from the asset naturc of money by limiting the usc of money for
transactions through a reduction in its liquidity premium effected by increased transactions. cosis.
Bul, this does nothing 1o dccrease liquidity preference, it can only shifi demand to some otaer
asset, or cause the prcmium Lo incrcase. The problcm from this point of view is 1o find a way of

hamessing the market to funciion in ways which achieve dcsired "fundamentals”, which means

reducing the demand for liquidity.

4. What can we do to reduce liguidity preference?

The two major causcs of increascd linancial markel uncertainty were the introduction of
foating rates in the 1970s and the cxtensive financial deregulation in the 1980s. There is some
reason (o believc that the latter has done much to incrcase the overall level of real and nominal
interesi ratcs (UNCTAD 1991, p. 106), while the former has done much to elevate foreign -

17 One of the major uscs of interest rate swaps is (o manage the duration of a portfolio. It has
also now bccome common for porifolio managers to sub-contract the currency risks of their global
portfolios to "overlay” managgts.
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currcnicy o an investment asset. This suggcests that the aim of proponents of transactions taxes is to
reproduce the equivalent of a more regulated financial system with [ixed exchange rates. But can
this be done?

(a) Monetary Union

From this point of view, the scarch for solutions should start in the monetary plumbing of
the intcrnational financial system. The first and most obvious solution is to do away with the
plumbing altogcther by abolishing exchange rates and introducing a single currency. The current
expericnce of the European Union is not cncouraging in this respect. Its approach is based on the
underlying idea that the success(ul introduction of a single currency requires convergence of all
potential mcmbers to sound fundamentals, which will cause exchange rates to stabilisc at their
equilibrium values. Howcver, if there is no theoretical reason for exchange ratcs to converge 0
these values in the presence of free capital flows, then there can be no assurance (hat convergence
will ever take place. Although the end resuli would resolve the difficulties, there appcars to be a
unresolvable sequencing problem involved in getting there (Eichengreen, 1994).

(h) A Single International Money and a Supra-Nartional Bank

Altematively, il would bc unnecessary to introduce a new single currency if the role could
be played by a dominant national currency. Triffin (e.g. Triffin, 1966) has highlighted the
difficultics of using a national currency as an intemational means of payment, although some of
these problems would be moot if it were (0 be sanctioned as the only international currency. But
this would raise questions of sovereignty which are even more difficult than those surrounding the
crcation of a supra-national bank and a supra-national cumrency. Such proposals were popular in the
inter-war period (Keynes, 1930, vol. IT) and have also been advanced in response to the dollar
crisis of the post-war period (Triffin, 1968; Grubel, 1963). In the cnd. all such proposals require
the sacrificc of national sovereignty over economic policy to a common international policy sct by
an intemational body and thus fall under the general heading of international policy coordination
which has been expcrimented with in the Plaza Agreement.

The form of cooperation introduced by the G-5 at the Plaza was strongly influenced by a
rather diffcrent approach. Recognising the difficulties of a rapid retun to fixed exchange rates,
Williamson (1983) had recommended the use of soft-cdged "target” inlervention zones established
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around real central rates baptiscd FEER's or fundamental cquilibrium exchangc rates. After its
implicil adoption wilhout acknowledgement by thc G-5 and then G-7, Lhe form of cooperation was
given more formal expression in the shapc of a policy "blueprint" (Williamson and Miller, 1987).
However it was subsequently abandoned for lack of political commiiment. The approach adopted
used nominal, rather than real ccntral rates, and they were kept secrct from market operators. This
is in fact closer to an alternative version, based on "targct zones" determined by nominal raics,
advanced by Krugman (1991). However, Taylor (1995b, p. 41) notcs that this approach o target

zones "has met with speclacular empirical failure”.
{c) Targeting domestic inflation

The difficultics with coordination and restoring the fixed exchange system with wider
intervention bands has l¢d to the resurrection of the approach of individual policy. For example,
Obstield and Rogoff (1995, p. 74) argue that "cven broad-band systems 2 la (sic) EMS pose
difficultics, and there is litde, if any, comfortable middle ground between floating rates and the
adoption of a common currcncy." They argue that it is not impossible for a central bank (o keep a
fixed exchange rate, noling that in most cascs foreign exchange rescrves exceed the outstanding
morcy base'® , so that a central bank which was determined to keep the forcign price of its
money base fixed could technically do so by buying in the entire base. However, "the real issuc is
a governtnent lacking the political will 10 subordinate monctary policy single-mindedly 1o the
exchangc-rate larget” (Ibid., p. 86). Instead of reform of thc inlernational monctary system, "A
broad range of empirical studies suggests that reducing domestic inflation and the instability it
causes arc beuter addressed through basic reform of domesiic monetary instittions” (ibid., p. 95).
Thce pursuil of a low and stable inflation ratc as the basic policy objeclive of an dependent central
bank is thus recommended as the best defence against domestic instability and instability of the

exchange ratc.

This not only raises the question of whether sound policies followed individually will
producc intemational stability, il also raiscs the question of whether price stability is a prer:quisite
for stable economic expansion. As Kaufman (1994, p. 12) notes "low inflation, while obviously

¥ 11 should be noled that the figures they quote are for otal reserves, which may includc large
amounis of shori-term arbitrage inflows which are rcally not under the control of the central bank
for purposcs of support of the exchange raic, but rather rcpresent a charge on reserves. The
probicim 1s reminiscent of that faccd by those who were charged wilh redefining the US balance of
paymcits figures in the 1960s.
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desirable in and of itsclf because it does contribute to a sturdy framework for a nation’s §Conomic
prosperity, is nonetheless no guaraniee against financial excesses. History proves this conclusively.
The classic case for the United States was the decade of the 1920s, when inflation remained low,
but financial exccsses developed both in the equity market and in commercial real estate. In recent
times, we have the vivid cxample of the mid-1980s. Inflation performance was exemplary; the rise
in the consumer price index in 1986 was one of the lowcst in the entire posi-war period.But within
the fabric of our financial markcts there was developing some of the worst financial excesses of
this cenlury, a process that would eventually icad Lo massive financial failures, huge taxpayer costs,
and a largely unforeseen credit crunch that would aggravatc the business downwin and constrain
the subsequent economic recovery, Arguably, low inllation is a necessary condition for financial
well-being, but it is sure not a sufficient condition for financial well-being. That requires a more
complex sct of economic and financial circumstances grounded not only by a central bank’s
moneiary aclions but also by ils role as the institution cntrusied with assuring the safety and

sounidness of the financial system as a whole.”

(d) Marker-Based Intervention

Part of ihe difficully faced by reform is that it poses as aliematives, fixed or floating rates.
One of the points which was dorminant in the discussion of reform of the intemational sysicm in
the 1960s was the fact that a purc "fixed-rate” system with automatic market adjustment was a
myth which never existed even under the gold standard (e.g. Triffin in Grubel. 1963). There was
substantial central bank intervention. yet gold stocks werc much smaller than the size of reserves
held by central banks today. Al the same time, capilal lows were as greal under the gold standard
as they are today, and yet the system was broadly stable. What was (he secret of thc operation of

the gold standard?

One of the most important elements was that it managed to cxploit private market flows to
reinforce stability, rather than the opposite. One method was direct intervention in foreign

exchange markets. What intcrvention methods could be applied today?

(e) Foreign Exchange Market Intervention " |

There is a long tradition of intervention by ccniral banks not only in the spot but also in

the forward forcign exchangc market. Creation of forward markets as a vehicle for intervention
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was urged by Keynes during the interwar period. Given the relation of forward premia to
international interest rate differcntials, Keynes proposed intervention in the forward marker by the
central bank as a way of influencing capital flows without changing official interest rates. The
possibility of defending the spot exchange raic at no immediate cost to official reserves, i.c. 0
produce what would today be called sterilised intervention, through intervention in the forward
markst has been extensively employed, and such intcrvention played an important part in the
defence of sterling as recently as the 1960s.!° Forward exchange contracts are a form of
derivative instrument, so that unsurprisingly the recent proliferation of derivatives has been
accompanied by proposals for the use by central banks of the new instruments for the purpose of
hedging their foreign exchange rcscrves and of intervention in the foreign exchange market.

For example, Taylor (1995a) has proposed that central banks purchase far-out-of-the-money
put options on their currencies as a technique for defending the exchange rate against the cffccts of
large speculative outflows. The strategy would have rclatively low costs since the out of the money
options would havc low premia. In the event of a depreciation which the central bank could not
offset with ils exisling reserves, the options could be cxerciscd, thereby providing additional
rescerves to defend he currency. Taylor points out that this positive influence on reserves will exist
even i{ the central bank uscs foreign exchange to sterilise the funds uscd 1o cxercise the put

contiact.

There are many other poicnlial uses of options for official intervention in the foreign
exchange markets. For example, the sale of covered calls on foreign currency could also be used as
par of thc defence of an upper limit for a country’s cxchange rate. Likewisc, in order to prevent
an undesired currency appreciation dues Lo excessive capiial inflows, the central bank might write
put options on a foreign currency. The Hannoun Report even raised the possibility that by writing
options and thus reducing the option premia central banks might also reduce implied volatility,
thus causing a desired signalling eflect helping to counter disorder in the foreign cxchange market
(BIS, 1994, pp. 49-50). The ultimate result of such intervention is not clear, since changes in prices
due 10 reduced implied volatility would have an additional effect on the delta bedging of options
positions by dealers.

Derivative products clearly do provide central banks with additional instruments for

1® The locus classicus of historical information on forward markets is Paul Einzig who along with
Keynes developed the theory of forward cxchanges in the 1930s. Scc Einzig 1937, and (961.
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intervening in foreign exchange markets, but two caveats are in order. Firsily, not only niust a
markei for options in the currency cxist (and this ofien requires the cxistence of a futures marker,
as most options are written on futures contracts) but if intervention via options is to provide an
effective alicmative to that in the forward market, it should also be reasonably liquid. Secondly, a
central bank might have to confront criticism similar to that which it faces in the cvent of the
failure of cfforts to defend its currency through intervention in the forward market - thai it has
provided the counterpart of speculalors’ profitablc forward sales. In the case of the action
proposed by Taylor the criticism might take the form that the central bank was speculating against
its own currency, and if its initiative were successful, that it had generated profits for banks in

exchange for instruments which had expired unused.
0] Financial integration as an alternative to fixed rates

Under the mythology of the gold standard as a fixed-rate system gold is presented ‘as the
primary means of inlernalional settlement and thus as Wbe primary reserve asset. In reality, a purely
privaie liability, (he stcrling foreign exchange bill, served this purpose; governments did not
guarantee its valuc in foreign currency or their domestic money. Indeed, there was no market for
foreign currency or domestic deposits other than that for the foreign exchange bill. Foreign
cxchange bills provided an endogenous, perfectly (lexible, privately supplied means of payment for
the iniernational systcm. It was the "finance” bill which provided the short-term capital movements
which assured that the "rules of the game" were ncver followed,since any deterioration of the
forcizn exchanges (i.c. an excess supply for sterling bills in the forcign exchange bill market)
could be offset by small movements in intemational intercst rale differentials in favour of London
which would make it more attractive to hold funds in sterling in London. This would reduce the
bills drawn on London, which reversed the excess supply of sterling bills in the foreign cxchange
bill markel. It was profit molivated arbitrage, nol price fixing by the central bank which provided
the stability of the exchange (Kregel, 1990, pp. 246 fT).

This suggests that reform should attempt to reintroduce profit incentives (o stabilisihg
rather than destabilising capital flows. It also suggcests that these incentives will not be
unobscrvable factors, such as purchasing power parities. An example of such a proposal which
anempis 1o build on profit incentives in private markets is that of Ingram (1962). If therc is full
finaricial intcgration in a region, banks would have o offer deposils in any of the region's
currenicies and would normnally hold foreign currency deposils as primary reserves and shon-lerm
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foreign currency assels as sccondary reserves. An imbalance in payments in any region, whether
causcd by current or capital account flows, would then requirc the banks in the deficit region to
sell their holdings of foreign currency assets, thus increasing the domestic deposits of banks in the
surplus country and decreasing them in the deficil country. Interest-rate differentials should move
in favour of the deficit country. Surplus-country banks would then be attracted to the higher yields
on deficit-country assets and increase their investment portfolio holdings, automatically generating
a demand for the currency of the deficit country. In modem times, this seems 10 be the system

which was applied in Austria in its more or lcss successful atlempt to link to the DM.

(g) Systemic reform: g clearing union

A similar approach would be to redcsign the system so that it creates incentives for private
secror activily Lo reinforce stability. This would require changing the swucture of the plumbing. By
the dme he came 10 consider planning for reconstruction after the second world war, Keynes had
substiwicd a Clearing Union for a Supra-national bank. His idea was to replicaic the beneficial
fearures of the gold standard system in a ncw design for intemational monetary relations. There are
clear advantages to such a scheme, in particular with reference w0 the support for global demand
and adjustment policy, but it would also require a dcgree of coordination which is beyond what
appears plausible. The Clearing Union proposal has been an inspiration for a number of rciormers,
in particular Trilfin, The most recent proposal of this kind is Davidson (1992-3). Williamson
(1992-3) provides a comparison of thesc proposals and his own "blueprint” approach (described in
section D.4(b).

These proposals raisc a more general question of distinguishing the symptoms from the
disease. Many seem o suggest that it is the free flow of capital which is the discase, or more
specifically, the increase in spcculative Lrading in forcign exchange which has accompanied
floating exchange ratcs and the disappearances of capital controls. On the other hand, it is also
possible o vicw many of these movcments as simply the symploms which are created by the
struciure in which investment decisions arc made. Thus, where some see excessive short-term
trading as part of deslabilising spcculation, these ransactions may also be secn simply as the
natural result of foreign exchange dealers attempting 1o cover their trading risks.

It is not these shori-icrm movements which are the causc of increased volatility or of

increased instability. In support of the view that it is nol these short-temn movements which are the



42

cause of increased instability are the obscrvations that volatility declined substantially after the
introduction of derivative products 10 deal with the increased risk of floating exchange rates in the
early 1970s. Since hedging activily requires a larger number of transactions and addiliona{li risk
products mcan a larger number of markcis and dealers, the growth in short-lerm l:ransacti(;ns
simply represents the response of the systcm 10 increased instability, rather than a cause of it.
Measures to curb thesc risk management transactions would then increase, rather than reduce,

volatility and inslability.

On the other hand, the flows which are capable of gencrating instability are those which
are causcd by (he one-way bets which arc sel in molion by trend-following trading, The problem is
then to determin¢ what sels of these trends, or initiales what eventually bccome "rational bubbles”.
One possibility would be that it is preciscly these situations which recommendations to  avoid
“unsound policies” arc set up Lo avoid. But, cxpcrience suggests that countrics manage (o ?’éurvive
for Jong periods with more or Jess unchanged policies, sound or unsound, without suffeﬁﬁ'g
speculative runs. Indeed, it has been suggesied thai “speculative attacks” might be launched
prccisely in order to force couninies into conditions in which their policies becomc unsustainable or
generate vicious circles of devaluation or inflation. (Sec the literature cited in Folkerts-Landau and
Ito, 1995, p. 70.) The proposals for morc radical reform of the systcm thus seek to inrroduce
frameworks in which free capital flows can be made compatiblc with stability of exchange rates.

(h) Reform of Multilateral Institutions

The question of international adjustment, which was a major question at the originzl
Breiton Woods conference, has received littlc attention in Lhe context of financial market t
instability. At that Gme the focus was on the asymmetry of balance-of-payments adjustment
caused by trade flows. Today, adjustment is also of particular importance, but incrcasingly ‘with
respect to monetary policy and Anancial flows. As already noted, financial flows may cause a
country's cxicmal position and intcrnaiional competitivencss 10 depart from its underlying
economic fundamcnrals. Just as symmetric adjusiment was meant 0 give countries the possibility
of maintaining domestic policy priorities in the facc of transilory negative shocks Lo their trade
positions, countrics should also be ablc 1o maintain prioritics in the face of random and transitory
shifts in financial flows. Thus the original concems for sharing the burden of adjustment an: still

valid. e



Evaluation of national economic policies currently takes place within the Intemnational
Monciary Fund’s Article-1V assessments of member countries. Proposals have recenly been madc
to exicnd this 10 policy review and coordination. However, since the Fund is not a lendei;, of last
resort for all govermments, it cannot operale efficiently to discipline policies. In addition, the Fund
is also constrained to operating after the fact, as in the case of the devaluation of the Mex%can
Peso. Similarly, the very acl of borrowing from the Fund changes the way in which the Fund
analyscs a country’s policies. As a creditor the Fund can only consider the best method of
recovering the funds it has lent, not the broader consequences for international policy compatibility

or even the domestic needs of a country.

The need for somc aliernate forum for intemnational policy coordination is evident from the
fact that national governments have created informal groups for this purpose. The Group of 10 was
originally formed 1o deal with the problems of policy coordination and in particular with exchange-
raic instabilily outside the auspices of the IMF. More recently, the implications for cxchanige rates
of the departure of capital flows from the undcrlying fundamentals has been handled thrOu;gh
inforrnal groupings such as the G-7 or G-5 meetings of finance minisiers of the most developed
counitries before the annual World Economic Summits. These groups have been responsible for the
scries of inidatives to introduce policy coordination discussed above, such as the Plaza and Louvre
agreements. Although these are among the issucs thal might be discusscd in a forum for resolution
of poiicy conflicis, the current G-7 "Club of the Rich" approach has no official standing. nor does

it take into considcration the interests of the developing world.

The recently established World Trade Organisation (WTO) provides an example of how a
framework might be designed to deal with the question of policy conflicts with respect to fnonetary
and financial policies raiscd by coordination. In the WTO Governments have given up policy
autonomy by restricling the use of certain trade policy instruments in the context of globally

agrecd commitments. This was deemed necessary for an orderly global trading sysiem.

Bcggar-my-neighbour policies are as frequent and disruptive in money and finance as in
trade. A devalualion in the exchange rate is similar in impact to an increase in tariffs on imports
and gencral subsidies for cxports. Interest-rates changes can also create international conflict. A
couniry which has borrowced in international markets at floating rates to finance industrial
restructuring may find that any improvement on its goods trade is more than offset by the rise in
intcrest charges due to a change in foreign monetary policy. It is clear that there will not %lways
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be casy solutions (o such conflicts, but in thc absence of more fundmental reform of the
inlenational financial system, the impact of such policy conflicts should be discusscd andiresolved
within a;global framework in which countries could demonstrate the impact of other countries’
domestic or intemational policies on their national policy goals. Such a framework, concé‘mral;ing
on monetary and financial issues, would bc cspecially important to developing countries whose
economies are much more vulncrable to exlemnal shocks which produce abrupt changes in financial

flows or intcrnational market conditions.

The principles and standards of the WTO could also serve as the starting-point for the
construction of a framework for the resolution of conflict over monetary and financial issues.
These principles include non-discrimination as wcll as the recognition of the nced for safééuards
and preferential treatment for dcveloping countries. Market access would be an overriding vgoal.
but, like trade policies in the WTO, macroeconomic policies might be actionable if they could be
shown to harm another country’s balance-of-payments position. Like tax and subsidy policies,
whichi are covered, for cxample, by GATT Aricle XVI, macrocconomic policies can cause
disorderly intcmational markets or result in unfair compelitive advantages, uliimately in this way
threatening the openncss of the world trading system. Thus it could be argucd that such policies
shouid be subject to disciplines analogous to those of the WTO. If the precedent of GATT/WTO
were to be followced, these disciplines might involve the possibility of consultation, conciliation,

invesiigation and countermeasures.
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