CHAPTER TEN

The International Financial System

T FIL “IINANCIAL REVOLUTION" of the 1970s was a major devel-
opment in the postwar international economy.’ Removal of capi-
ral controls by leading economies and the consequent freedom of cap-
ital movement resuleed in inereased integration of nacional capital
markets and creation of a global financial system. Emergence of an
mternational financial market has greatly facilitated efficient use of
the world's scarce capital resources and has cnabled capital-poor
[.DCs ro borrow funds for cconomic development. On the other
hand, international capital flows have increased the instability of the
mternational economy. The international financial system itself is in-
herently unstable and subject to serious crises. Despite 168 importance,
the mature and the extent of the global integration of financial matters
are poorly understood outside the economics and financial communi-

ties.

Partian GLORALIZATION OF INTERNATIONAL FINANCE

International finance is the one area to which the term “economic
globalization” clearly applies. Globalization of finance has become a
crucial and distinctive feature of the wortld economy. The interna-
tional movement of capital has integrated economies around the
world. The daily turnover in currency exchanges increased from $15
billior in 1973 to $1.2 rrillion in 1995; the equity and bond markets
also grew and became more global. The ability to move billions of
dollars from one cconomy to another at the push of a button has
transformed international finance and increased its impact on both
internationa! and domestic economies, However, it is impertant to
place these developments, like other aspects of economic globaliza-
tion, in proper perspective,

Despite the impressive numbers that describe the international fi-
nancial system, in relative terms the volume of financial flows at the
beginning of the twenty-first century is still not equal to the interna-

" This chapter draws from Chapter 5 of Gilpin, The Challenge of Globat Capitalism
(Princeton: Princeton University Press, 2000,
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tional How of capital ar the end of the ninereenth century. Prior to
World War I, for example, the British invested approximately one-
half of their savings abroad. Between 1880 and 1913, British capital
exports averaged 3 percent of GNP and ar their peak reached almost
10 percent of GNP, In contrast, although the world marveled at Japa-
nese capital export in the [980s and early 1990s, Japan actually ex-
ported only the equivalent of 2 to 3 percent of tts GNIY, We should
alse remember that pre—-World War [ British investments were largely
in railroads, port facilities, and other infrastructure thar provided
phystcal foundations for the highly interdependent international
ceonamy developing at chae time, Withour substantial British overseas
investment in the United States and other “lands of recent settle-
ment,” these countries would not have developed ar the rate they did
achieve. Today, a substantial portion of international capital flows
are short-term (six months or so) and highly specularive, and there is
controversy coacerning the extent to which they actually coneribute
to world economic developuient.

Although internationalization of finanee has become an imporeant
teature of the global economy, the international financial system con-
tinues ta be largely nationally based and consists of closely intercon-
necred. discrete national financial svstems. Some countries, such as
Japan and China, even retain controls on capital flows. Moreover, in
the prosaic language of economics, finance is still characterized by a
powertul “home bias™ effect. Investors tend to invest in their home
econemies rather than to maintain intecnationally based investment
portfolios. [n the 1990s, for example, 94 percent of the stocks in the
American stock marker and 98 percent of the stocks in the Japanese
stock market were domestically owned, and Japanese financial mar-
kets were closely regulated by the powerful Ministry of Finance.
However, one should note that the “home bias™ tendency may be
lessening even though the world is still characterized by national fi-
nanetal markets.

An important study by Martin Feldstein and Charles Horioka
found thar increased freedom of capital movement has not integrared
international finance as much as many believe.” If the world were
really integrated in financial matters, then national savings rates and
investment rates would no longer be closely correluted, and interest
rares around the world would be mare nearly equal. If capital were
fully mobile, investment in a particular country would depend on the

“Martn Feldstein and C. Horioka, “Domestic Savings and Inrernational Capital
Flows,” Economic Journal 90 (1980); 111-19.
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investment opportunities in that economy _and would not be highly
correlated with the savings rate in that naton. The f-.u:t is, Ihowcver,
that savings and investment are closcly correl_ared; high—‘s;mng coun-
rries, such as Japan, tend to be high-investing countries, and vice
versa for low-saving countries. The Unired States is & major cxccptu:jn
to this generalization in that domestic inVcsFment sngmﬁcantlfv exceeds
national savings and is dependent on forelgn.burrowmg. Mnfenver%
in a perfectly integrared international financial systent, fh;:l urust (.]|
capital, discounting the risk factor, woulq be apprnlxu‘r:utg._\ efpm.
evervwhere; instead, significant national differences in capital costs
remain characteristic of the world economy. . e and
Despite these caveats, the globalization of f.m:\ncc is a rea .u‘\, an
it does have profound consequences for the international cunmn}yi
The absolute size, the high velocity, and the global scope of ﬁnancya:
movements have been very important in the postwar pcrmd. In partic-
ular, the increased importance of speculative, shurt—tcn;n investments
by financiers such as George Soros, by “hcdgf:.funds in cxncrgl?lg:
markets, and by international banks have significantly mcrcasec,i the
vulnerability of the international financial system and the wor'lclllclclzon-‘
omy more generally; speculative funds amount to hund‘rcds ot b mn.:.
of dollars. Many economists and public officials believe ,t}.mt these
short-term, speculative flows increasingly theeaten the stability of the
global economy and should therefore be rcgulated.. . .
" Financial crises are a recurrent feature of ’the mtcrnarmnql econ-
omy. Even prior to the 1997 East Asian crists, thf.- postwar mfernav
tional economy had experienced several serious crises; three wfuc es-
pecially important. The first resulted from the debt problems o m:Lny
less developed countries in the late 1970s and early 1980s; a ‘nurfn er
of LDCs in Latin America and elsewhere had borrow_cd heavily from
commercial banks in the mid-1970s and were thus highly vulnerable
to the global recession of the late 1970s. The s.ecund wils thcdl.(‘J}92.—-
1993 collapse of the European Rate Mechanism that force rc‘at
Britain to withdraw from the effort to create a common Europeaz
currency and resulted in fragmentation of the movemcnf.mwar )
monetary unity. The third crisis was the :cqllapse of the M.exu.a.p lpcs_(
in 19941995, which threatened to precipitate 4 gener:.ml hnan;mcit_rh
sis throughout Latin America; only the_quick intervention of the Clin-
ron Administration averted such a crisis. ‘ _
These earlier criscs were concentrated in particular regions, did nlot
threaten the larger international economy, and were m:mag_ecii re a~
tively easily, at least when compared to t,hc East Asian financia (.n_s.j.x
of 1997. That crisis was vastly different. The end-of-the-century crisis
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M i s LIS
MG Were Ty tfcvasr-.mng tor thar region, and the Crisis ¢venty.
ally spilled over into the larger global feonomy. It is reasonable to
say that the crisis resulted, at Jeast in part, from globalization angd
transformations in modern finance; huge short-term investments iy,
the region by international bapks and financiers made these countrieg
highly vulnerabje to sudden swings in investor preferences, Neverthe.
less, as I have argued elsewhere, the risky policies undertaken by gov-
crnments in the region myg; Assume much of the blame. * The severiry
of the crisis lod many to believe thar nternationa] mancial move.
ments must be made subject to some regulatory mechanism,

NATure or FiNancrap Cuises

Recurrent financiq| CIISes cause one ro question che rationality of may-
kets and to ask how rational actors capn become Caught up over apqg
Over again in invesemen booms or manjas that almost invariably re.
sult in finaney) panics and crises, Or, to put the marger another way,
if economijc Actors are rational, g5 eConomists assume them to be,
how can one account for the frequent utter irrationality of financial
markets? As Charles Kindleberger hag written, over the past several
centuries the world cconomy has been subject to a series of financia]
“manias, panics, and crashes” (to use the title of his hook) that have
shaken internariogna| capitalism.” Some cconomists have even argued
that economic and institutiong changes have made seriouy fnancial
Crises tmpossible, and that if crisey were to occyr, they would be
caused by unique historica] circumstances and would certainly not he
caused by the inherent workings of the capitalist system. Given such
attitudes in the pProfession, it is nor Surprising that few economists
anticipared the Eage Asian or globa] financial turmojl,
The generally dismissjye attitude of professional economists to the
angerous and desmbiiizing conscquences of internationg| financial
crises has been challenged by Hyman Minsky, a maverick economise
hardly at che forefront of the discipline. In 4 series of articles spanning
A number of years, Minsky set forch what he called “the financial
instability ™ theory of financia] crises,’ According to hig theory, finan-

' Gilpin, The Challenge of Global Capitalism, Chapter 5.

* Charles p, Kindleberger, Manmias, Panics, and Crashes: 4 History of Financial Cri-
se3 (New York: Basic Books, 1979),

" This discussion of Minsky's theory of financial crises is based gn Kindlebergec's
Manias, Panics, and Crashes: A History of Financiat Crises. Minsky's WIttings on the
subject can be found in Hyman p. Minsky, Cap =fp+ Huppen Againy. Essavs on Insta-
bility and Einance (Armonk, NY: pM. E. Sharpe, 1982).
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SHUDRIC el Uity bursts, causing prices to collapse. Panic tollows
as investors desperately try to save what they can. Banks frequently
cease lending, and this causes a “credit crunch™; a recession 0r even
a depression may follow. Eventually, the panic ceases through one
means or another, the economy recovers, and the market returns to
an equilibrium, having paid an enormous price,

Economists, with a few natable exceptions, refect Minsky's mode]
ot financial crises be¢ause they believe no general model of hinancial
crises ¢an be formulared, as every crisis is either unique or of a very
particular type for which a specific model is required. They consider
every hnancial crisis to be a historical Aecident not amenable to gen-
cral theorizing. A further criticism is thar Minsky's model of financial
crises assumes that such crises are generated by uncertainey, specula-
non. and instability—and cconomists assume rationality and brush
away such awkward aspects of cconnmic behavior, Nobel Laureare
Milton Friedman, for example, has even procliimed that becanse eco-
NOMIC actors are at all times rational, speculation cannot occur i a
aurrket cconomy, In fact, he argues that whar mose of us call "spectt-
lation™ is the effort of investors o protect themselves from the irra-
tenal actions of governments. Minsky, on the other hand, considered
rrrationality (“cuphoria®) and financial crises inherent features of
modern capitalism, In Kindleberger's formulation. even if ane were to
assume the ratonality of the individual investor, the histarical record
demonstrates over and over that even markets themselves sometimes
behave in irrational ways and that “mob psychology™ provides the
best explanation of fnancial manias, Although individuals may be
rational, financial speculation is a herd phenomenon in which the
scemingly rational actions of many individuals lead to irrational our-
cotnes.

Although Kindleberger is reluctant ro declare thar financial crises
are an inherent feature of domestic capitalism, he asserts thar they are
inherent in international capitalism. He argues thar Minsky's model is
applicable to the realm of international finance, where one finds those
essential features of an international financial crisis that were set forth
by Minsky. Risky speculation, monetary (credir) expansion, a rise in
the price of desired assets, 2 sudden and unexpectedly sharp fall in
the price of the assets, and a rush into money or quitlity investments
are endemic in the international pursuit of high profits by interna-
tional investors. The East Asian financial crisis and subsequent global
tinancial curmoil did indeed closely follow Minsky's model. Specul-
tive investment in emerging markets by international banks and
highly leveraged hedge funds fueled the mania and the investment
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bubble, until the collapse of the Thai baht on July 2, 1997, slgnalgd
the end of the East Asian “miracle.” Somev?rhat over a year larcri,’ lr;
mid-August 1998, devaluation of the Ilgssmn ruble and other bac
news from Russia triggered global financial turmoil,

Tre EAsT ASTAN FINaANCIAL CRISIS

In the summer of 1997, East Asian cc:murpics suffered a Llicv-.lstaru;g
blow. Economies that only four vears earlier had lt‘cen h-.ul(id by t::
World Bank as exemplars of “pragmatic orthodoxy™ and as “remark-
ably successful in creating and sustaining macroeconomic s-t'ab‘l,hr{l
experienced the worst economic cull_apsc_ of any countries mnu,. t ?
1930s and were declared vicrims of thclr‘n'wn 1rrcsp0n$1%ilc w.\y;.
Bepinning in Thailand i early July, the crisis. spread r.1p1d.y :llpl; e
Fast Asian coast and engulfed every nation in Southeast .1‘n lst
Asia. Tt had previously been unthinkable, given modern L‘Lf)‘n()mllt
knowledge, that & financial crisis of this magnitude could oceur. In
fact, no one had predicred the crisis. I{‘L retrospect, howeverr i .cr}l]sw
of some sort appeirs to have been inevitable, given all the things that
could and did go wrong in the months prcc.c(.img it. In the lang‘uage
of social science, the East Asian financial crisis was ovlerdf;‘rermu}efi..
If one cause had not plunged the East Asian economies into crisis,
there were half a dozen others thar might have dguc SO,

The East Astan economic crisis made morclcrc.dlblc to many pcnplc
the charge that economic globalization has mgmﬁcant_ly increased in-
rernational cconomic instability and has been harn?tul to domestic
societies. It is certainly undeniable that the economic plight of East
Asia artests to the ability of international financial markers to_wreak
havoe on domestic economics. However, imprudent d()m.estlc LCO:
nomic policies were as important as global economic ff)rc.cs in ljna.km‘;_i
these economies highly vulnerable to sudden shifes in internationa
financial flows. Many of the allegedly negative cffchs of ecanomic
globalization are actually due either to poor economic managcme:t
by governments or to developments th:}t l_m\re_ nothing whagsoevir o
do with economic globalization. The victims in these situations ;:jv:;
generally been small economies. The United Statcs.has run 1.1’tr}::. ¢
payments deficit for approximately three dcc;ades w1th0utktbm e.tsd Tg
any dire consequences! While Jarge states with large markets an hea
sources may be able to defy economic forces fo.r a long ltllmf:, .suc 2
privilege is rarely accorded ro sm.all states, EspcchIy s.ma“Istan”s- w}i r
such reckless policies as borrowing “short”™ and lending “long”; tha

267



shoet maturity ﬁmd: wig-tenn developoent and risky projects with
It is extraordinary that there is no mechanisn
' ' Ansm o regulate | ;
;::;r}:rll iiz:[ctri:‘:n tht}:ugh the world cconomy cxpcrieﬁgtlz.:ir:hl;;:tt‘eg;:::
jor 1994_1995. Ml;lxitcf /1199(.)5—thc ?992—[993 crisis of the ERL\;I
1997, the East Asian ;rI;ei‘s{t—”;ff‘zi'I::r:mn crisjs‘f?nd‘ Jekining in,
o7, the East As sis s to create effective regulations
gmdegrii:ﬁ:!in;t.rr;;:?:ul‘i capltahl flows and financial nmttcr;%l;]\;:lﬁgz
oo | Stran.éé 'lr:hun? er of‘scl.mlars, mcluding Paul Kindle-
A [hc. \.‘, ‘k}.frm‘:s ].ohm nore_thnr the international
aanlal sysu rh;t e {?'.! st hnl‘\' in the chain of the mtermaciona)
e oy nd ¢ ,'n.u-f: LTI].‘II;II‘JI"I;II hnance should be regulared cffc;~
fvely, Finar mﬂ”h.q 1;3&, tt esF scholars have argued, are too subject
@ situation, it js x.q;zi‘re ug?;:i? t;:JnckI)lT:"mi ptl{icc meres In such
on the forccf‘ of cconomic glnbaliz.l!r;:; r;::;dh;;[ :\“1_*‘.;:“51;'-"‘15 .
5p;:,‘ll.lll{‘{t0r.}\' hdkc George Soros. ieked” Western
though abili anct
an cquilibgriumc,si.lllzllcl:ii{:sﬁcr'llinicri?:)tf:r]ll(lem e C"‘i‘}t“‘i”." y oont o
in in . S € se an unacceptably heavy cos
‘Oi?irﬁgllﬁ-zr:sf;r:&ll(nd é)ln the larger world cctl)mm{y. P;:ytl::rrr:):l
ron schola O.f imen.mm ‘ chcrgcr. ISrr;mgc, and Tobin advocated es-
shaent o in Fu.r I.()I‘I.l r?guiarlqns or a formal regime to gnvcr.n
inrernational tn.\.c. to d;ﬂtj)r:llfl;; 1;1(:1}?11:11 11 Illd mhc? s proposed aa
e | L ; ancial speculation, especi, i
hort r;:: :xrl:;tsltnmne::;s thers. 51.1-:11 a5 George Soros, go fﬁrtlltls):lr:g
aifue fhac creation o b:m 111:;:rnanonal central bank and true “lender
of st £ ﬁnanéc. uld .(5 at the hcarF of 1 mechanism to govern inter-
faciona; fina: a.s c: 1?,1 :;)n authority should he created to function
oernat ﬁndsyitqeif::nr;a banks dq domestically. Then, when gov-
ernment fnds n.m n;ze:;m le, the international hank could step in to
o e s o e (;.:II')' 1m say that rhg prospects of establishing
e 3 ingernatior entral bank are quite remote, ar least unde
[npthc 1a:tct.:::1 teions of the early rwenty-firse century! “
o the late gl;?)lﬁr;ifnli’%, the E..asr Asian economic crisis spilled
Clinton declared th‘c wursiog.}g;lcffl:f::l‘cgri;}i]se'Stg?c s Presidenc
Jint ‘ . ' i hity years. The i
fbomn;n{;n;;ccii:n!znlt::n Kt the rul?le against the German n?;fll:;
i The o in la € august triggered the globalization of the
ety o eoaton ! Muaistration, for political reasons, had bet
s Ofgdouussm and had pressured the IMF to loan Russia
dered s fons of dol ars, many of which were subsequently squan-
orce and Junnel private Russian accounts in foreign banks. In-
povernments around the world panicked as they wit-
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nessed 1 major nuclear power reneging on its Agreements and facing
cconomic/political chaos. Worried that other countries would also de-
fault, investors searching for safe havens in the carly fall of 1998
began to withdraw funds from LDCs. Declining corporate profits and
investor panic led to a precipitous fall of the American and other
stock markets {October 31, 1998). The threat that the Long-Term
Management Fund would collapse greatly deepened the crisis. These
events in turn set off a serious credit crunch that further slowed global
cconomic growth, Late thae fall, some estimated that approximarely
one-third of the world ceconomy was in recession; the United States
alone was still experiencing economic growth, With the depression in
Fast Asia and recession in much of the rest of the world, comimlity
prices fell considerably, and this caused economic distress in many
commodity-exporting sectors, including American agriculture.
American officials had becone concerned in the carly fall thar the
financial crisis would continue to spread and had focused much of
their attention on Brazil, Brazil possessed many of the charactenstics
of a developing economy in serious trouble, including 2 huge budget
deficit and sizable international debt. The country’s uncertain fiscal
situation was accompanied by a heavy capital outflow and put severe
pressure on the Brazilian real. The Clinton Administrarion teared that
financial collapse in Brazil, a major importer of American products,
would seriously damage the American economy and accelerate tur-
moil throughout the world. As the troubles of the global economy
continued to unfold, the Administration took action. In a well-publi-
cized speech in mid-Seprember to the New York Council on Foreign
Relations, the President proposed that all the major economic powers
stimulate their own economies in order to restore global cconormic
growth; he also proposed that the major cconomic powers should
meet at the time of the next IMF/World Bank meeting in October and
should then develop a longer-term solution to the problem of global
financial instability.

These Clinton initiatives were given
bank ignored the suggestion that interest rates be cut in order to stim-
ulate global growth. Nevertheless, on October 15, the Federal Re-
serve, motivated primarily by concerns about the American economy,
did cut interest rates: it did so twice more before the cnd of Novem-
ber. These important moves restored investor confidence and suc-
ceeded in reinvigorating the American cconomy. The other major eco-
nomic powers had agreed, although without enthusiasm, to Clinton’s
proposal that they meet, and that meeting took place during the an-
nual joint meeting of the IMF and World Bank (WB) that was held

in Washington in late October.

a cool reception. Every central
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At the IMEF-WR n:eetiugs, President Clinron set forth proposals for
2 “new intermational financial architecture” to conciin the spreading
cconomic crisis and prevent future crises. The Administration alse
hoped to forestall efforts by other Rovernments (mainly Western Fy-
rope and Japan) to impose new restrictions on international capiea]
flows. The President’s proposals were considered ar the October 30
meeting of the major economic powers, and several important decisions
were reached. The G-7, assuming that if investors were fully aware of
risky situations, they would not repeat the mistakes made in Mexico
{1994-1995) and in East Asta, agreed that much Breater transpirency
of financial conditions in every country was crucial to prevention of
future financial crises. In addition, the G-7 called for much tighter inter-
national standards for accounting and for bank regulation,

The most important G-7 decision was to aceept Clinton's proposal
thae the IMF should establish a $90 billion contingency fund to pro-
vide counrries with emcerpency financial assistance; the fund would
help only those countries already carrying out economic reforms and
thase whose cconomic “fundamentals” were basically sound. Before
A erisis actually occurred, this would enable the [MF to incervene in
otder to shore up the country’s financial defenses of ity currency by
providing adequate liquidity and thereby prevenring financial pani,
When it made this proposal, the Clinton Administration had Brazil
in mind, as Brazil required a huge infusion of toreign capital to keep
its economy afloar. Following a bruising bur ultimately successful hat-
tle in the Congress over replenishment of [MF funds, much of which
had previously been squandered in Russia, in November the IMF of-
fered Brazil a large assistance package of vver $40 hillion and
attached a precondition that the Brazilian economy be significantly
overhauled. In early 1999, having failed to improve its economic per-
formance, Brazil suffered a DXJOL ECONGMIC Crisis.

As important as the G-7 decisions had been, they failed to quell the
mtense controversy over reform and regulation of the international
financial system. By early 2000, a number of proposals had been for-
mulated to deal with destabilizing international Snancial flows; cur-
rent proposals range from creation of a worldwide ceneral bank to
imposition of an international tax on financial transfers ACross na-
tional boundaries (called the “Tobin tax").* Some experts believe that

* An excellent discussion of international financial reform is Barey |. Eichengreen,
Toward a New International Financial Architecture: A Practical Post-Asian Agenda
(Washington, D.C.: Institute for International Economics, 1999), Also, Council on For-
eign Relations, Sufeguarding Prosperity in a Global Financiai System: The Future Inter-
national Financial Architecture, Report of an Independent Task Force (New Yeork:
Counail on Fareign Relations, 1999,
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self-imposed national restrictions on both financial inflows angh(.)ut-
fows are necessary, A number of overnments such as ]apanfll N 11-1_ai
Malaysia, and Chile have, in fact, instituted cnn_trols on ?anua.
ﬂows: The European Union, too, has begun consideration of some
regional regulations on capital flows.

CONTROVERSY OVER REGULATION
oF INTERNATIONAL FINANCE

With the global financial turmoil of the late 1990s, che cconorf"nc;
profession and many governments became concern.cd alfaqur .11‘.1‘
deeply divided over international finance .’lz.'ld rcgulatmr.l Q bmlFe.rn..:l
rional capital/investment flows, Many ;’_uncru_:an economists be u,.‘;(ﬁ‘
and certainly the Clinton Administration did, thar intcrnan‘tl_)lnf.; -
nancial flows perform a crucially imporral.lt role, and that sue olws
should be free from government regulation. Most economists a SO.
helteve that the financial system should ensure thatlcnpiml moves
from economies with surplus savings to thnsc where investment op-
portunities exceed local savings—thar c:lpl_tal ghould be free to n;?'v.e
toward those places and activities where it ‘:'V?Il P.)c used most ¢ It;:-
tively and will thereby increase cfﬁcient.u.nh?..atmn of.the wurr 'i
scarce capital resources. The prevailing opinion in Ithe United St‘:lrf.a 13:
that markets rather than governments or international org;m.lz.ltmln:.
should govern the international Anancial system. At least sm.ce }ize
time of the Reagan Administration, the U_rute_d States government ;1“
strongly believed that American ﬁnancml.mterests benefic great‘é'
from freedom of capital movements, and it has made a COnT_El’tL
effort to open foreign economies to those investments. The (_thog
Administration, led first by Treasury Secretary Robert Rubl.nTa?
Deputy Secretary Lawrence Summc.rs, an(.i later by Sumtl:;:rs as Trea
sury Secretary, enthusiastically carn‘cd thlls'cfforr forward. o
However, the East Asian financial crisis caused some American
economists and many governments concern about the frequentig dch
astating impact of international financial movements. A nﬁn'lnl er ?d
prominent economists in the United Statcs' and elsewhere_c a hengt.1
the value of unrestricted international cap:ta.l ﬂnws,. argulngdt. ;t al-
though it has been amply demonstrated that mtefnat:onal trade l:.n:;
fits the global economy, the benefits of free capital movet:enrs am
not been adequately demonstrated. On the ot'her l'!and, the zosrs
the international economy of frequent financial crises l_mve ec_omt;
painfully obvious. Indeed, as Kindleberger ha_s shown,l m.ternatm'r:l:;
financial history does record constantly recurring specu ative mani |'
nanics and eriens, Therefore. manv have cancloded thar inrernationa




.. Tt s oV I CUIRlY Up [ the bree plity of
market forces, but thar some rules or mechanisms to regulate interna-
tional capital movements should be devised.

Unfortunately, economists disagree over the cost and desirability of
international financial flows, Although they agree on the virtues of
trade liberalization, no comparable agreement exists with respect to
capital Hows and whether or not they should be regulared. It i worth
noting, for example, thae six of America's most distinguished econg-
mists— Jagdish Bhagwari, Stanley Fischer, Milton Fricdman, Pay|

Krugman, Jeffrey Sachs, and Joseph Stiglitz—have disagreed wich one
another vehemently, and not always in a triendly spirir, regarding
analysis of the Easr Asian financial crisis and the policies that should
be pursued to prevent furure crises, While some believe that gover-

nance of the international Ananciaj system should be lefr entirely up

to the market, other economises and the IMF favor freedom of capital
movements along with grearer IME surveillance over both domestic
and international financial matters. A number of countries, including

Japan, Germany, and Franee, believe that greater mternational con-

trols are required over monctary and financial matters,

Reliance on the Marker

Those economists who believe that 2 completely open and unregu-
lated international financial systen is the only realistic way to deal
with the problems resulting from international financial Hows also
belicve that any other approach necessarily raises the problem of
“moral hazard.” Moral hazard would be a4 prablem, because if lend-
ers and borrowers were to believe that the IMF or another official
agency would rescue them from thejr folly, they would he encouraged
to engage in reckless behavior; indeed, this had happened in the East
Asia financial crisis. On the other hand, an unregulated financial mar-
ket would itself punish investors and borrowers who failed ro pursue
prudent economic behavior. [f international investors realized that no
one would rescue them if they got into trouble, they would become
more cautious with their investmens. _

Milton Friedman, Walter Wriston, George Schultz, and William
Simon, all of whom wanted reliance on the market, believed that the
IMF was ineffective and obsolete and should be abolished, Friedman
considers the IMPF’s role in the world economy to exemplify bureau-
cratic self-aggrandizement. The IMF, Friedman points out, had origi-
naily been created to supervise the system of fixed exchange rates thae
was ended by President Nixon in 1971. The IMF then found a new
function as an cconomic consulting agency for countries in trouble,
offering money in exchange for promises of reforms. In Friedman’s
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1sm - + IME encouraged countries to
agpinton, s intervennonism by the lL\I.I'.Ll'I\.UUI'.Ing <o L Lo
Entinue to pursue unwise and unsustainable economic p dt.
C § . ..- - . . 0
{moral hazard). Russia’s failure to take the hard dcusums rcquu'(,lC 0
salvage its devastated cconomy, he hehcves‘, was a classic examp
i’\(iF encouragement of irresponsible b_eh;wmr. s oo o che
' For Friedman and fellow conservatives, the IMF's responsc ! > the
Mexican crisis of 1994-1995 represented a qu;mturnijtfllng i o
MF's ot ive | 101118 exico was bailed our by
IMF’s counterproductive interventionism. MLML; wl.lh.’-.lgut}r; out by
. - . B . c
id package S0 billion put together by the .
n i package of 3 d that the IMF money
' TG ies. Friedman has asserred tha h .
States, and other countries., _ red that the IAF money
e i the hands of such foreign entities e
actually ended up in the h; : s can
' 1 Mexico, and that Mexico 1ts
1ks that h alis 0t money to Mexico, an
banks that had foolishiy let Y tc ) } that Mexico irsel
't in recession and saddled with higher prices. .
was lett in recession and s price pwever, e
Mexican crisis had a lenger term and even more se rlous gons:.;lu 9
aus \ ilan Crisi CNCOUTAGIAE INvestors
L he East Asian ¢risis by encouraging
because it fueled the East As i s ¥
i i i ; ¢ high returns and assure
in make ris wstments, Drawn by high re
again make risky inveso w high retu Jsured
rli,-u' the IMF would bail them out it the exchange rate brTl\t. "
n i i ¢ -y into the emerg-
: nts defanlted, investors poured meney energ
and govermments defaulted, ‘ oncy it et
ing markets of East Asia. In effect, the IMF and Irz.kplowiulm utt |
e aggains : i i anks and nvestors, .
‘¢ against currency risk subsidized private banks _
ance against currency risk Danks and dnvestors, @
i ' al hazard; rhe sconraging undes
C : “ing moral hazard; thae is. enco ;ut
clear example of inducing rdi that is. encouraging undestr
able and/or counterproductive behaviors. This chain 0; rum')lli iﬁqn
. | ; 1 ATICT SLa-
Friedman and others to conclude that thc_ S'Ol;lnonl to. ‘nlnlu”'lrd
- liminanion of IME-induced moral hazard.
bilicy must be through elimination | : pasard
The market-oriented position rests on the nssumpt*nrll th.); v u:h ;
: ! i n ris : 5 it they know rhy
' : est in risky ventures if they
are rational and will not inve venture _ now fhat
they will not be bailed out. Therefore, elimination lo;i tllt)r.}lllllt-.zqcs
’ . i ntermntion: ancta €S,
imj v 'm of serious international finan
also eliminates the problem of : e enses.
Although this conclusion may be cnrrcgt, no such .1ppi'o‘.1:::l}1) .l.(.iﬂmy
! i i irical evidence to support such a daring
heen tried, and there is no empirica ‘ L su o
policy cxperiment. Indeed, available evidence leads this wrllrcr r:f) "
; . i H " - - 0 »
clude chat investors are not consistently ral.tmml, ctiha;t tmyhen E_,hc
caught up in what Minsky called “cuphorias,” an htl.lt"}'}:‘;s en the
speculative bubble bursts, many innocan pcople_ger f_u'rt. i m‘.m.er.s
most governments to be unwilling ro risk leaving m.mcu}ll : s
irel T ? s have ¢
i » market;” indeed, many governme |
entirely “up to the market; _ s ave cven
iI‘I%t'l“gd mechanisms at the domestic level to protect their ci

trom financial instability.

Strengthening the IMF | .
Others believe that the solution to the pn)bImn of 1ntc,rni;‘1:l;nawm
nancial instability can be found in s#_rengthcmqg the }ftjbél‘l.}].toz role
of the IMF. Proponents of this pasition, especially the Clis
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D SHOLRE e primary purpose of the IMF, While agreeing with

ted inter.

the marker approach about the beneficial narure of unrestric
national capiral flows, they believe that a greater supervisory role by
the IMF and other reformg Are necessary, Indeed, the IMF has aIrcady
taken @ number of Importanr initiatives ro creq fe A regime for interny.
tional finance, Most impnrt:mriy. the IMF charter has been amended
o give it greater jurisdiction over financial marers. As IMF's firge
depuey minaging direcror Stanley Fischer has stated, the am
1§ intended “ry ¢enable the Fund ¢q promote the orderly liberalization
of capiral movements.” He has also noted, however, thar achievemene
of this goal requires continuous and reliable nformation on the fi-
mancial conditions in potentially risky economies, development of
cifective surveillance sysrem o mounitor sych cconomics, and greater
authority for the IMF to ace as the “lender of [ast resorg, ™’
The following paragraphs discuss some of the major Propose
forms to strengthen the role of the IMF in preventing fin

endmeny

an

d re-
ancial criges

Greater Tmnsp.::rmcy and Tmproped Information-¢;
1994-1995 Mexican CIISES was made worse by the
about Mexican financial conditions supplicd by the Mexican Govern.
nenr to the IMF and in vestors, For example, the size of both Mexico’s
financial reserves and irs external debyt were kept secrer, In 1996, les-
sous learned from this experience did lead to nereased IMF dara gach-
ering and disseminatjon, Nevertheless, some experts have
even the improved system of dagg gitthering proved in
it did not forestal] the 1997 East Asian financial crisis,
reliable information on the financiy] conditions of de
mies could be an important safeguard against reckles
ernments do wish o keep financial data secret in order to increase
their leverage with foreign investors, and this raises a major hurdle,
The predicament i made worse becayse Eovernments also wish o
keep their financia condition secret g order ta strengthen their rely-
tve position in che intensifying competition for capieal imports, The
1997 East Asian crisis, however, did strengthen the heljef that grearer
openness about the financial conditions in Many counteies is required,

athering, The
poor informarion

stsserted char
adequate when
Although more
veloping econo-
§ lnvesting, gov-

Codes of Conduct and Better Surveillance, The IMF has placed much
greater emphasis on dcvcluping codes of conduce regarding “good
" The putpose of the “lender of [ug resort” is ro PUmp money into gn ecunomy

whose banking system is suffering from 4 “liquidity problem.” The term “liquidiry
problem ™ 5 explzined below in hote 9,
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o Cﬂlmff}f I-d 'hc IMF remains powerless to force such aatmn.. o
im“l:lheiinl’n‘-niar;per ‘for the IMF to warn investars about potenti:
wall -

problems in a particular country.
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interests) ro strengthen the IMF's role in preventing financial crisey
had many opponents; that Congressional and public controversy
raised serious questions abour the ability of the United States o lead
 fashioning a “new international financial architecture.”

Regulation of International Finance

A number of economists and governments tavor some controls over
international capital movements. Agreement that short-term capital
flows should be regulated appears strong. James Tobin and other
American economists, for example, have propaosed a tax on short-
terme capital Hows, and Paul Krugman has argued that countries in
Anancial difficulty should consider capital controls, The French, Ger-
man, and Japanese governments have raised the possibility of ocher
measures to tame large swings in global financial markets and in cur-
rency values. They have also proposed that the European Union, Ja-
pin, and the United States should manage exchange rates and keep
them within specific bands or fargee zones in order to stabilize the
global economy. However, the United Srares has strongly objected 1o
delegating decisions over interest rates and other aspects of its own
cconomy 1o anv internarional authority; it prefers to rely on the
market.

The differences between the United States and its principal eco-
nomic partaers over currency and financial matters were the subject
of the annual meeting of the G-7 finance ministers and central hank-
ers in February 1999, where creation of a mechanism to regulate in-
ternational finance was the principal issue discussed. On one side of
the debate were the German, French, and Japanese governments fa-
voring increased controls; many European and Japanese officials
wanted to control hedge funds in particular. On the other side were
the United States and U.S. and other central bankers who strongly
opposed an international authority and preferred to leave marters to
national governments and central bankers. The differences between
the United States and the other economic powers partially reflect
ideological positions on market functioning, bur they also reflect the
relative competitiveness of American financial institutions as well as
their political strength within the United Stares, Eventually, agree-
ment was reached that a “financial stability forum™ composed of na-
tional currency regulators mecting twice a year to consult and con-
sider ways to improve the quality of financial information would be
created. The difficulties experienced by the G-7 in efforts to agree on
reforms of international financial affairs do not augur well for che
future stability of the global economy.
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The underlying motive of the West Eur(.)pc;ms -.Imd' Thg j;l{[::.:lel:e l.ll:
their advocacy of greater contml.s over lntef‘nnlr:ion.‘l g.w:h m;; ;0.
least in part, political. The \.\'{’cs% I".umpgnﬂﬁ wou ‘\fcry much ke 1o
diminish the American role in mrcrnatr_onal rnqugry d | ;{mc,-i-
matters in order to minimize the potential negative ir;iﬁ)“ll(c; of Amert
can policies on Europe. The European Unlm? WOF} 31 o h.{s e
the independence of Anlf‘t‘i;;m mac‘roe'c-l(:n?nr:tlf”g?[ltriiln;f;ti“n; o
OUri ater use of the yen in mtern; i 5%
‘\'\{:)(.:llfliﬁxdktmt-ﬁi:lt:t1nu the Asia-Pacific region from the international

use of the dollar.

CONCLUSION )
Frecing capital and integraring financial m;}rkt‘.t;; ‘;u'(lml[:'dl tiit:);t}c;::
have had several important consequences for rhe giu\am conomy
Freedom af capital movements has complicared :l.n; ft'm 0; beeve.
reduced macroeconomic policy autonomy amd Ilfht‘: a )Ii lti.n.ltil-m.l[ -
wal governments to control their own ccunmfmciu. ' n.lt{;t ..md n‘,_.‘m\.-
nancial flows have also h::t:nm‘llu an lmpf}rmn:ti{ﬁ?er:tlél-‘n:h;.;nr any
cconomists believe they are the most mmport Frminant
E;'l{:llgt rates (ac least in the short rerm) and a cause i:_tt j;‘;,lﬁl:.n;::{-;_
ments in curreney values, f\/lovcmcnr }Eo:vhll":i rzq\;llr;fdc.&t,)m itnc_rc‘m:d
grated market for corporation owners ip has re from meressec
financial flows, and this has greatly t;mht;llcd_ corporate nf, }t’ o and
akeovers across national boundaries and the integration o t v ,,
tr:ilt(l;zm{;y by multnational firms. Altogether, the rc:;nlcrﬁtinc;i::i:‘t;::i
national finance has increased illFerdependcnce of }t]["l (..,ld or .IT;C;I;
and other aspects of the intcrnauqnal ccolnomy.“l ¢ 11:{,“&“1-5 s
these formerly separate dnm:lin.s of inteenational u..nn(')m c aff:
complicated the task of managing the world economy.

" A dramatic example of how international financial f.]o-ws_shhawi :;:::tr:::::{:::;c:f
tic economic policy was the disastrous arempt of the Fre n(.ds](:;c.]mh tfo“n[ny_ o
Frangois Mitterrand in the eazly 1980s to S(m?ul:lltelthe lagga; ;. R
tal flight forced the French government tw cein in its "‘f"‘"""“_‘r‘.vi \ .i, o
This instructive episode is analyzed from guite different perspec ;Rt.fmm PR
aux, Frastce After Hegemony: International Change und Ffmmcm ko e
nell Unoversity Press, 1991); and Pauletze Kutrzer, Hu;mfs:s(;mmc“ e
Change and Economic Integration in Western Europe (Ithaca: Co

14997y,



