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EXCHANGE RATE SYSTEMS, THE LATIN AMERICAN AND ASIAN FINANCIAL CRISES, THE ROLE OF THE IMF, AND 

THE EUROPEAN MONETARY UNION

EXCHANGE RATE SYSTEMS FROM THE INTERNATIONAL GOLD STANDARD TO CURRENCY BOARDS AND DOLLARIZATION


Now that we have developed models of the fixed and floating exchange rate systems we want to examine how they have worked in practice.  In so doing we will find that nations have and are continuing to apply variants of these two exchange rate systems.

THE INTERNATIONAL GOLD STANDARD


By the late 19th century, after utilizing a variety of commodity based money systems, the major nations of the world chose gold as the basis of their money supply.  With Britain at its apex they created the international gold standard.  Each nation fixed its currency to a specific quantity of gold.  Individuals could, on demand, exchange domestic currency into gold and were free to import or export gold.  These privileges protected individuals from inflation.  If the price level began to rise citizens experiencing a reduction in the purchasing power of the national currency could exchange it for gold.  This would reduce the nation's gold reserve and force a reduction in the money supply thereby eliminating the inflationary pressures.

Another important characteristic of the international gold standard was fixed exchange rates.  The ability of individuals to exchange currency for gold and to import and export it established fixed exchange rates between national currencies with narrow bands.  For example, the British pound contained113.0016 grains of gold and the U.S. dollar23.22 grains of gold.  This established a gold par rate of exchange between the pound and the dollar of $4.86656 for one British pound.  The cost of shipping 23.22 grains of gold from New York to London was about $0.02.  Thus, the upper band, called the gold export point, was approximately $4.89 and the lower band, called the gold import point, was approximately $4.85.  If the pound/dollar exchange rate in New York rose above $4.89 arbitrageurs would ship the gold to London where it would be exchanged for pounds at the 4.86656 par rate.  If the exchange rate fell below $4.85 arbitrageurs would convert pounds into gold in London and ship it to New York where it would be exchanged for dollars at the par rate.


The international gold standard worked well in the 1870-1914 period.  All this changed with the severe negative shock of World War I.  All of the major combatants with the exception of the United States suffered serious economic, financial and manpower loses.  Political instability, recession and inflation plagued the post-war period.  European nations longed for the orderliness and prosperity of the international gold standard.  The principle obstacle was that many countries no longer had sufficient gold reserves to back their currencies.  The solution was the establishment of the gold exchange standard.  Nations agreed to pool their gold stocks in the vaults of the Bank of England who as the leader of the international gold standard would guarantee convertibility of their currencies into gold.  But in 1925, the international gold standard was restored only to succumb to the 1929-33 depression.  Britain reluctantly abandoned the gold standard in 1931 causing all of the other participants in the gold exchange standard to do so as well.  The U.S. followed in 1934, despite the fact its gold reserves increased substantially as Europeans sought safety from looming war clouds in Europe.


With the collapse of the gold standard each nation struggled on its own to extricate its economy from the ravages of the Great Depression.  Most followed policies that can best be described as "beggar thy neighbor."  They raised tariffs to all time highs, imposed stringent import quotas and engaged in competitive devaluations of their currencies.  The results, for the most part, were disastrous.  Instead of restoring prosperity, they inhibited the flow of international trade, lowered the productivity of their economies and slowed economic growth.  World War II provided the fiscal shock to bring their economies back to the natural level of output.  However, fearful that after the war was won they might return to the depressed conditions of the 1930's, they committed themselves not to repeat the mistakes of the past.

THE BRETTON WOODS SYSTEM


In 1944 as the European phase of World War II was coming to an end, representatives of the Allied nations met in the resort community of Bretton Woods, New Hampshire to craft a new international exchange rate system.  The United States as the world's largest economy and with the largest holdings of gold reserves dominated the conference.  At the same time John Maynard Keynes (by that time Lord Keynes) was more than a match for the U.S. representative Harry Dexter White.  The U.S. wanted to return to a fixed exchange rate system, but was reluctant to commit unlimited funds to an international body, which would assist countries with trade deficits.  They also balked at having to adjust the U.S. economy to assist countries with balance of payment difficulties.  Britain and other European countries, on the other hand, given the limited U.S. commitment, insisted on a mechanism to adjust fundamental disequilibrium in their trade accounts.  The compromise was an adjustable peg, which was the central feature of the new exchange rate architecture.


The International Monetary Fund.  The Bretton Woods Conference created the International Monetary Fund (IMF) to administer the new system.  The IMF's goals were to restore international monetary order, promote free and open trade, assist countries experiencing temporary adverse shocks to their economies and when necessary adjust their par rates of exchange to reflect fundamental disequilibrium in their balance of payments.


Each member nation was required to establish, in consultation with the IMF, a par rate of exchange tied to gold or the U.S. dollar.  Gold and the U.S. dollar were considered to be equivalent since the U.S. agreed to convert dollars into gold at the fixed rate of $35 an ounce for foreign countries treasuries and central banks.  Thus, the dollar became the world's official reserve currency.  It was "as good as gold."  Member nations were also required to limit fluctuations in their exchange rates to 1 per cent above and below the parity rate.  Moreover, any nation that had limits on convertibility was required to move as quickly as possible to remove these controls to establish full convertibility of their currency.


Each member contributed gold and foreign exchange to the IMF based on quotas tied to the size of their GDP.  These reserves were used by the IMF to provide assistance to members who experienced a short-term negative shock to their economy caused by natural disasters, a prolonged workers strike or other temporary factors.  In addition the Fund created "Special Drawing Rights (SDR)" which enabled members to purchase other national currencies from the Fund using its own money supply.  This not only provided assistance in short-run situations, but added liquidity to the international payments system.


A member who experienced a fundamental disequilibrium in its balance of payments could petition the IMF to change its par rate of exchange to a new level more consistent with current economic conditions.  This provided a flexibility which was absent from the international gold standard and avoided competitive devaluations by its major trading partners.


By the early 1950's virtually all IMF members had established acceptable par rates of exchange and had fully convertible currencies - the Bretton Woods System was in place.  It worked fairly well in the next two decades with member countries experiencing low rates of unemployment and inflation and substantial rates of economic growth. However, the inability of the principal member countries to coordinate their monetary policies caused strains from time to time.  Indeed, it was U.S. monetary policy in the 1960's and early 1970's that triggered the demise of the Bretton Woods System.

In the first half of the 1960's the U.S. government put pressure on the Federal Reserve to support facilitation of its expansionary fiscal policy.  In the latter part of the decade the Fed assisted the government's deficit spending for the Vietnam conflict and President Johnson's "War on Poverty."  Increases in the money supply triggered inflation, which caused the dollar to become overvalued vis-à-vis the currencies of its major trading partners.  Normally, in a fixed exchange rate system rising exchange rates will trigger a loss in reserves, which makes sustaining an overvalued currency impossible.  However, the Federal Reserves unwillingness to intervene and the U.S.'s ability, for a time, to convince foreign central banks to buy up the excess supply of dollars in the foreign exchange market to build up their international reserves, prevented this from happening.  However, by the end of the 19860's they refused to continue to do so and instead increased their conversion of dollar balances into gold.  The U.S.'s major trading partners suggested the U.S. change its domestic monetary policy.  In turn, the U.S. countered by urging countries to increase their money supplies so as to reduce or eliminate the overvaluation of the dollar.  Several countries, particularly Germany refused.


In August 1971 with U.S. gold stocks at their lowest level in the post-World War II period and its trade and current accounts in deficit the U.S. government closed the "gold window."  The so-called "Nixon shock" terminated the U.S.'s promise to convert foreign governments dollar balances into gold at the fixed exchange rate of $35 an ounce.  The dollar's exchange rate was allowed to float.  Most other industrialized countries followed suit.  The IMF revised its charter allowing its member countries to choose form a variety of fixed or floating exchange rate systems.  The Bretton Woods era was over.

THE EUROPEAN MONETARY SYSTEM


While the U.S., Japan and most other major nations chose a floating exchange rate system, others continued to prefer fixed exchange rates.  One of the most important group of countries to do so was the members of the European Economic Community - (EC) - who subsequently changed their name to the European Union (EU).  EC members included all of the major nations of Western Europe - France, Germany, Italy and the United Kingdom.  The demise of the Bretton Woods System caused the exchange rates of the EC countries to fluctuate independently of one another - a condition which was inconsistent with their efforts to increase economic integration among its members.  Consequently in 1979 they established an exchange rate union - the European Monetary System (EMS).  An exchange rate union is a group of countries that agree to fix their exchange rates among themselves while allowing their currencies to float against those of nations outside the union.

Under the EMS each member agreed to fix the value of its currency in terms of the European Currency Unit (ECU) which was defined in terms of a basket of the EC countries currencies dominated by the German mark.  The pegged exchange rates among the members were allowed to fluctuate within a plus or minus 2.25 per cent margin.  The EMS worked well until the early 1990's.  German unification following the collapse of the Soviet Union resulted in sizeable budgetary deficits.  Fearing inflation the German central bank pursued a tight money policy causing interest rates to rise sharply.  This action destabilized the exchange rate of the mark vis-à-vis other EC currencies and caused a sizeable outflow of capital from other EC members to Germany seeking higher interest rates.  Pressure was placed on other EMS members to tighten monetary policy as well.  At the time the British, Italian and other EC member economies were in recession, with high rates of unemployment.  Speculators convinced that Britain would not tighten its monetary policy and thus, would eventually have to devalue its currency launched an attack on the pound.  After a vain effort to maintain the value of the pound, Britain in September 1992 left the EMS's exchange rate union and allowed the pound to float.  Italy also decided to leave the EMS and allowed the lira to depreciate in value.  Several other countries that remained in the EMS were devastated.  Consequently in 1993 the EMS widened the fixed exchange rate bands to 15 percent to provide more room for the pegged rate to fluctuate and to deter speculators.

Other countries utilized a variety of fixed exchange rate systems.  Some pegged their currencies to the dollar or a basket of currencies dominated by the dollar.  A number of former French colonies tied their currencies to the French franc.  Fixed, adjustable and crawling pegs were used.  Two developments, which have attracted considerable international attention, are currency boards and dollarization.

CURRENCY BOARDS

A currency board is a monetary system that only issues money supply to the extent it is fully backed by foreign exchange reserves.  A country that establishes a CB commits itself to converting its domestic money supply on demand to an anchor currency at a fixed rate.  A currency board has the following characteristics:

1.
An exchange rate fixed by law rather than being just a matter of policy;

2.
A reserve requirement stipulating that each unit of the domestic currency must be backed by a quantity of the anchor currency of equivalent value;

3.
A self-correcting balance of payments mechanism in which a payment deficit automatically contracts the money supply resulting in a reduction of spending.

The first currency boards were established by Great Britain in her colonies in the mid-1800's.  These CB's provided the colonies with a stable currency and enabled them to earn interest on the foreign currency assets being held in reserve.  Great Britain avoided the difficulty and cost of issuing sterling notes and coins.  The use of currency boards peaked in the 1940's and declined thereafter as many newly independent African countries replaced CB's with central banks.

The post Bretton Woods era has witnessed a small resurgence of currency boards beginning with Hong Kong in 1983 followed by Argentina (1991), Estonia (1992), Lithuania (1994) and Bulgaria  (1997).  All of these countries suffered from a lack of credibility as to the integrity and soundness of their fiscal and monetary authorities, and thus, the current and prospective value of their national currencies.  Hong Kong had begun the transition as a member of the British Commonwealth to unification with the People's Republic of China.  Argentina had recently experienced the ravages of hyperinflation.  Estonia, Lithuania, and Bulgaria were Soviet block countries in transition to market based economies.

By establishing a currency board, countries are assured of stable exchange rates which promote enhanced trade and foreign investment.  Given its strict discipline it brings benefits that ordinary fixed exchange rate-pegs cannot.  Profligate governments cannot use the central bank's printing presses to fund large budgetary deficits.  Also, if a country runs a persistent current account deficit, it will lose some of its foreign exchange reserves, which will trigger a decline in its money supply.  This in turn will slow down the economy causing a reduction in imports and thus correcting current accounts imbalances.

At the same time currency boards have their disadvantages.  Like other fixed exchange rate systems CB's prevent governments from settling their own interest rates.  The Hong Kong dollar has been officially fixed at HK$7.80 per U.S. dollar since the currency board was initiated in 1983.  Thus, Hong Kong's interest rates are in effect set by America's Federal Reserve.  Because Hong Kong's inflation rate has exceeded that of the U.S. this resulted in low and sometimes negative real interest rates in the 1990's.  This cheap money fuelled a bubble in property and share prices.  Moreover a strict currency board deprives a country of a lender of last resort, one of the most crucial roles played by a central bank.  For example, assume a CB country's currency is under speculative attack causing it to lose a sizeable share of its foreign exchange reserves.  Given a tight money base and rigid reserve deposit ration, many banks and other financial and non- financial firms may be forced into bankruptcy.  The central bank is not permitted to intervene.  In this context it should be noted that when the Argentine peso, which is convertible into one U.S. dollar came under attack in 1995 (as a byproduct of the Mexican tequila crisis) the rules of a CB forced the country to reduce its money base by the amount equal to the large capital outflow.  Argentina did cut its monetary base but it also significantly reduced the bank's required reserve ratios to avoid a sharp decline in the money supply, which would have triggered a more serious recession than the one that did occur.  In effect Argentina cheated according to the rules of a strict currency board - a wise policy move on their part but evidence of a significant disadvantage of a strict CB regime.

The experience of the countries that have installed CB's is mixed.  Hong Kong was one of the few East Asian nations which withstood most of the effects of the Asian financial crisis of 1997-98.  It currency board was able to retain its exchange rate peg for a number of reasons.  First, it possessed massive foreign exchange reserves.  In 1997 it had enough reserves to cover its entire M1 money aggregate almost four times over.  Moreover, if China's reserves, which were pledged to assist Hong Kong were added, its basic money supply was covered nine fold.  Second, Hong Kong's currency board like Argentina's deviated from the classic model by intervening in the inter-bank lending market temporarily to drive up overnight interest rates as high as 300% to punish speculators.  Third, Hong Kong has a strong banking system as well as a flexible wage and price structure.

Argentina also has had a favorable experience.  Prior to the adoption of a CB it had been plagued by profligate government spending, hyperinflation and high unemployment.  With the introduction of a currency board, it gained almost instant credibility.  Since 1991 it has become a model of price stability.  Moreover, it has resulted in a substantial increase in the rate of economic growth.  In the 15 years before it instituted its currency board in 1991, GDP rose at a rate of less than 1 percent per year.  From 1991 to 1998 it averaged more than 6 percent.  This period of enhanced growth includes the slowdown in the 1995 recession and its aftermath.  A combination of sound fiscal management and deviations from the classic CB model, noted above, contributed to Argentina's positive experience.

The experience of Estonia, Lithuania and Bulgaria has been less sanguine.  The former two countries have experienced a large real appreciation of their currencies.  This was due to the fact that inflation remained relatively high despite the introduction of a currency board.  This currency appreciation significantly reduced the competitiveness of their exports causing a deterioration of their current accounts.  Estonia's current account surplus in 1992, equal to 3.4% of GDP turned into a deficit of approximately 14% in 1997.  In Lithuania a current account deficit of 3% of GDP in 1994 turned into a deficit of about 10% in 1997.  Due to the serious misalignment of their real exchange rates both countries have been considering phasing out their currency boards. 

In the case of Bulgaria, which adopted its CB in 1997, there are concerns about the possibility of a real appreciation in its currency.  Moreover there is evidence that the exchange rate parity chosen when Bulgaria adopted the currency board may not be correct.

While it is still too soon to reach a definitive judgement as to the effectiveness of currency boards it is clear that they are not a panacea for the woes of all small emerging economies.  Moreover to be successful a country must have adequate reserves, fiscal discipline, a strong and well-supervised financial system and a commitment to the rule of law.

DOLLARIZATION

While nations in Asia and Europe have turned to currency boards as safe havens from world financial storms Latin American countries are exploring dollarization. Dollarization occurs when countries abandon their own currencies and adopt the U.S. dollar.  It is important to distinguish between de facto (partial) and policy (total) dollarization.  The former occurs when residents of a foreign country seek refuge in a stronger currency such as the U.S. dollar.  Here the dollar circulates along with the national currency.  A recent IMF report indicates that in 7 countries U.S. dollars circulate about equally with the national currency; in another 12 the dollar accounts for 30-50 percent and represents 15 to 20 percent in numerous other countries.  Citizens in these countries have typically experienced high rates of inflation, economic and/or political instability and anticipations of further deterioration in the real value of their national currencies.

In the case of policy or complete dollarization the dollar assumes all of the basic functions of money in the foreign country - medium of exchange, unit of account and store of value.  The national currency ceases to exist.  Only Panama has this kind of complete dollarization.

The basic case for dollarization is essentially the same as that for the international gold standard, a currency board or any system of irrevocably fixed exchange rates.  In addition it assumes that the country will import stable prices and lower interest rates from the United States.  Finally it promises to minimize transaction costs and promote further long-term integration with the U.S. economy.  Some have described this as a currency board plus.

What are the costs to foreign countries?  First it gives up an important symbol of its national sovereignty - its money supply.  More importantly it cedes control over its monetary policy and its exchange rate.  As in the case of a classic currency board it effectively abolishes its central bank.  Accordingly, if a financial domestic crisis occurs (which is still possible if the nation's banking system is unsound) there is no lender of last resort to intervene and limit the damages.  Also, the absence of a central bank eliminates the normal supervisor and regulator of the financial system.

What are the implications for the United States?  The most obvious but least consequential one is that the U.S. would gain additional seignorage. Seignorage is the revenue raised by the government through the creation of money supply.  Countries who dollarize will require substantial sums of U.S. dollars for use in their domestic economies.  This is equivalent to these countries extending an interest free loan to the United States.  More importantly it would increase economic links between the U.S. and the dollarized nations resulting in the expansion of mutually beneficial trade and capital flows.

On the negative side there is concern as to the political implications.  Despite official statements to the contrary, a dollarized nation in financial difficulty might believe they have an inherent right to influence Federal Reserve policy so as to assist their economy.  Moreover, in time, resentment might grow against the U.S. due to the loss of monetary sovereignty by the foreign nation.  Also there would be a temptation to deflect blame for domestic problems on the United States.  At present only one country, Argentina, has initiated informal discussions with the U.S. as to the possibility of dollarizing their economy.  Those who favor this step in Argentina believe that under their currency board system they have already borne most of the costs of dollarization, but they are not enjoying all of its benefits.  For example, peso-dominated deposits have been nearly 1 percentage point higher on average in the past two years (1998 and 1999) than their dollar-dominated equivalents and the spread has widened to more than 4 percentage points on occasion.  They believed that dollarization would result in substantially lower and less volatile interest rates.  Ecuador, Brazil and Mexico have also been mentioned as likely candidates for dollarization.

Critics of currency boards and dollarization point out that they are quick fixes for fundamental problems.  They may in some instances provide short-run benefits but, barring major changes they will fail in the end.  Where they have worked it is not due to currency boards or dollarization, but because countries have made structural changes to make their economies more transparent and flexible and have pursued the right economic policies.

FLOATING EXCHANGE RATES WITH A FIXED INFLATION TARGET

Concurrent with the development of alternate fixed exchange rate systems there has been a global trend towards floating exchange rates.  As noted earlier, following the demise of the Bretton Woods system, the U.S. and most major nations allowed their currencies to float.  In recent years, they have been jointed by many emerging economies that link their flexible exchange rates to fixed inflation targets.

Earlier in our discussion of monetary policy we noted that in the early 1990's a number of industrial countries including Britain, Canada, Sweden and New Zealand pioneered in inflation targeting as a strategy for conducting monetary policies.  Under this system a nation's central bank announces publicly a numerical target for inflation in the medium term.  It is then responsible for achieving these targets.  Since 1995 the Mexican peso has been floating with an inflationary target and by the end of the 1990's, Brazil, Chile and Colombia had all abandoned their fixed exchange rate system.  Moreover, other countries including Poland, South Africa and the Czech Republic are setting their monetary policies through a process of inflation targeting.  This system as yet has not been tested.

THE LATIN AMERICAN AND ASIAN FINANCIAL CRISES AND THE ROLE OF THE INTERNATIONAL MONETARY FUND

The last half of the twentieth century was characterized by fundamental changes in technology and government policies, which produced a globalized economy.  Improvements in transportation, communications, and information technology significantly reduced the cost of business internationally thus lowering barriers to trade and investment.  These improvements have greatly expanded the speed and range of possible transactions, particularly in financial markets.

Technological advancements have been accompanied by policy changes which reduced tariff and non-tariff trade barriers, removed restrictions on capital flows and intensified competition, thereby freeing market forces.

The Growth of International Capital Flows.  One of the most important aspects of these changes in the world economy is the phenomenal growth of capital flows.  This growth can be traced to the end of the Bretton Woods  System and the oil shock of 1973-74.  With nations freed from the discipline of fixed exchange rates many chose to eliminate restrictions on capital flows.  This coincided with mounting surpluses in the oil exporting countries, which could not be absorbed productively within these economies.  At the same time the corresponding deficits among oil importers had to be financed.  The recycling of "petro-dollars" from surplus to deficit countries via the growing offshore markets for deposits and loans denominated in key currencies, particularly the dollar (Euro markets), produced a surge of international capital flows.  As a result, many developing nations gained access for the first time to international capital markets to finance their growing external imbalances.  Most of this intermediation occurred in the form of bank lending causing banks in the industrialized nations to build up large exposure to developing countries debt.

Subsequently, the reduction of barriers to capital flows, the desire of investors to diversify their portfolios internationally, increased investments worldwide by multinational corporations and a plethora of new financial instruments and techniques led to a mammoth expansion in capital flows.  For example, cross border transactions in bonds and equities reached 223 percent of GDP in the United States in 1998 compared to only 9 percent in 1980.  Moreover this phenomenal growth in international capital flows is reflected in the explosive growth of foreign exchange transactions.  The Bank for International Settlement (BIS, an international institution in Basil, Switzerland which acts as a kind of central banker's bank) survey of 213 foreign markets reported that the average daily turnover on world foreign exchange markets increased in current dollar terms from $0.6 trillion in April 1989 to about $1.5 trillion in April 1998.  While not all of these transactions were cross border in nature, they accounted for the lion's share of the increase.

THE LATIN AMERICAN DEBT CRISES OF THE 1980'S AND 1990'S

The buildup of these external liabilities became excessive.  This problem was exacerbated by the sluggish growth of industrial countries, rising global interest rates, falling commodity prices, loose monetary and fiscal policies in the borrowing countries and sharp declines in the terms of trade.  In 1982 Mexico was forced to suspend commercial debt payments.  This triggered defaults in a number of developing countries in Latin America and elsewhere.

The balance of the 1980's saw a period of retrenchment with a significant slowdown in capital flows to emerging markets as burdensome foreign debts were rescheduled, reconstructed and finally reduced with the inception of the Brady Plan in 1989.

THE 1994 MEXICAN CRISIS

The Mexican economy experienced significant contraction in the post-1982 period.  At the same time structural economic reforms were undertaken including privatization, trade liberalization and the opening of markets to foreign competition, tight fiscal and monetary policies were followed.  The Mexican peso was fixed to the U.S. dollar with an adjustable peg.  These changes together with the inauguration of the North American Free Trade Agreement (NAFTA) between Mexico, Canada and the United States led to a resurgence of capital flow to Mexico.  During 1992 and 1993 net capital flows to Mexico amounted to about 8 percent of the country's GDP - a very high rate.  As we have noted earlier, a surplus (or deficit) in one part of a nation's balance of payments must be matched by a deficit (or surplus) in another part.  Mexico's large capital accounts surplus was accompanied by s current account deficit of similar proportions.  The prosperity generated by the large inflow of foreign capital increased Mexican income causing consumption and investments to rise, a sizeable portion of which was utilized to purchase goods and services from the U.S. and other countries.

In 1994 political and interest rate shocks seriously destabilized the Mexican economy.  An armed uprising in Mexico's southern province of Chiapas and the assassination of the ruling party's presidential candidate raised doubts about the country's political stability.  At the same time acceleration in the rate of economic growth in the U.S. and Europe led to an increase in world demand for investment capital causing interest rates to rise.

The capital flow to Mexico reversed itself with a vengeance - assisted by the fact that many of the investments in Mexico were of short maturation and could be liquidated quickly.  Mexico's foreign exchange reserves dropped sharply.  Despite efforts by Mexico's central bank to shore-up the reserves and defend the peso's fixed exchange rate, the outward flow of reserves continued.  By December 1994 Mexico had effectively run out of reserves and abandoned their fixed exchange rate allowing the peso to float.  A significant depreciation of the peso followed.  Other Latin American currencies came under attack through what was known as the "tequila effect".

THE ASIAN FINANCIAL CRISIS OF 1997-98


The 1994 Mexican crisis and its aftermath had only a minor impact on capital flows to other parts of the world.  The rapid growth of countries in East Asia was now the focal point of international investors.  There was also interest in the countries of Central and Eastern Europe who had embarked on their transition from Soviet type communism to market based economies.


Net long-term private capital flows to developing countries increased from $42 billion in 1990 to $256 billion in 1997.  The largest share (50 per cent) of these funds took the form of foreign direct investment by multinational corporations in overseas operations.  Bond and portfolio equity flows and commercial bank loans accounted for 34 per cent 16 per cent respectively.  In the 1970's some two-thirds of these funds came from bank loans.


The Asian Miracle.  For over two decades, beginning in the 1970's and in some cases earlier a number of East Asian economies grew at very rapid rates.  Four countries - Hong Kong, Singapore, South Korea and Taiwan achieved truly exceptional growth rates and were dubbed the "Asian Tigers".  Other East Asian countries - Malaysia, Thailand, Indonesia and the Philippines - also recorded above average rates of growth.  The economic growth achievements of these countries have been described as the "Asian Miracle.”


From 1966 to 1990 real income per person of the four "Asian Tigers" grew at a rate of more than 7 per cent per year while the U.S. grew at about 2 per cent per year.  In the course of a single generation, real income per capita increased five fold for the "Asian Tigers" transforming them from among the world's poorest countries to among the richest.  In contrast the United Kingdom, starting from 1780 (roughly the beginning of the industrial revolution) took 58 years to double its income.  The United States and Japan took almost as long, 47 years starting from 1839, and 36 years, starting from 1885, respectively.  Utilizing the Solow growth model, growth accounting and endogenous growth theory, the principal sources of their growth rates were high rates of national saving and investment, large increases in measured inputs and increases in educational attainment.


The Onset of the Financial Crises and Its Contagion.  Given their outstanding record of economic growth it is not surprising that large amounts of capital should flow to these East Asian countries.  However, in retrospect their phenomenal economic gains masked a number of underlying flaws.


The crisis began in Thailand in the summer of 1997.  A slowdown in economic growth and political instability led to a massive attack by speculators on the baht.  In July 1997 the Bank of Thailand abandoned its defense of the baht's fixed exchange rate and announced a managed float.  The announcement effectively devalued the baht by about 15-20 per cent.  The financial turmoil quickly spread to Indonesia, Malaysia and the Philippines all of whom were forced to abandon their currency pegs resulting in significant depreciation of their exchange rates and major declines in their stock markets.  Next, Singapore and Taiwan concerned about the competitive effects of these depreciations decided to let their currencies float rather than resist the speculative pressure building against them.  By October the contagion was affecting Hong Kong, which as we have discussed was able to maintain its fixed peg to the U.S. dollar.  Its real estate and stock markets, however, fell sharply.


The first phase of truly global contagion then ensured as stock markets in the United States (the Dow Jones Industrial average on October 27 posted its single biggest point loss) and European markets dropped precipitously.  Stock indexes in Brazil, Argentina and Mexico also experienced substantial losses. The winter saw the crisis worsening as it spread to South Korea.  In the spring of 1998 plunging commodity prices caused in part by the deepening recessions in Asia, impacted a wide range of commodity exporters, oil producing nations such as Ecuador, Mexico, Russia and Venezuela, agricultural exporters such as Argentina, Australia, Canada and New Zealand and mineral producers such as Chile and Peru were all impacted.  The U.S. benefited from the low import prices of these commodities.


The problems of East Asian countries were exacerbated by the fact that Japan was still trying to extricate itself from its economic doldrums and thus could provide little or no assistance to its neighbors.  Indeed the sharp deterioration of business conditions in Japan and the continual fall of the yen added to the deterioration of confidence in the region.


Financial turmoil spread next to Russia where falling oil prices fed a growing current account deficit in an economy already weakened by large fiscal imbalances, political instability and the slow pace of structural reform.  Despite a sizeable IMF emergency loan package, continued losses of foreign reserves led the Russian government to devalue the ruble, restructure its short-term public debt unilaterally in  a form that implied material default, and imposed a 90-day moratorium on private sector payments of foreign liabilities.  These actions led to a profound intensification of the financial crisis.


Investors fearing that other countries might follow Russia down the path of unilateral default withdrew capital indiscriminately from most emerging market economies regardless of their strength.  Emerging market sovereign spreads over U.S. Treasuries rose to about 1,500 basis points (15 percentage points) by September 1998.  Sovereign spread is the difference on bond yields issued by the government of one country (for example, an emerging market economy) and the securities issued by the government of a major (safe) industrial country (like the U.S.).  Latin American countries, particularly Brazil were severely impacted.  Moreover, the extreme rise in investor risk aversion adversely affected capital markets in the U.S. as the spread of high-yield securities (junk bonds) over Treasuries increased sharply. The huge losses and near-collapse of the highly leveraged hedge fund - Long Term Capital Management, whose equity holders included most of the U.S.'s prominent banks and brokerage houses led to Federal Reserve intervention to save the hedge fund from bankruptcy.


To prevent a credit crunch from engulfing U.S. financial markets the Fed also lowered the Federal Fund rates three times in a six-week period in October and November of 1998.  This was followed by a series of interest rate reductions in Japan, Canada, six European countries and 20 countries around the world.  The U.S. Congress passed an $18 billion appropriation to augment the IMF's resources.  This opened the way for $90 billion of new money to the IMF.  The leaders of the Group of Seven (G-7) nations (Canada, France, Germany, Italy, Japan, the United Kingdom and the United States) issued a joint statement supporting a large stabilization package to help Brazil and endorsed an enhanced IMF facility to provide contingent short term lines of credit to countries vulnerable to speculative attacks. By mid-November these and other measures resulted in marked improvements in international and domestic markets.

CAUSES OF THE CRISES


Identifying the causes of the Latin American (1980's), Mexican (1994) and Asian (1997-98) crises have engendered heated debates.  At the same time we can observe a number of elements, which all three crises had in common:

1. Large and unpredictable capital flows created a boom and bust economic cycle.  Substantial inflows of foreign capital led to an investment boom.  Companies began to take these capital flows for granted, regarding them as a substitute for self-generated cash flows.  The sudden and sometimes fickle reversal of these capital flows caused severe negative financial and demand shocks resulting in liquidity crunches and sharp declines in national output.

2. The banking system suffered from the absence of sound, objective and transparent policies.  Loan decisions were often made on a subjective basis.  In East Asia particularly, formal and informal partnerships existed between government officials, banks and private companies.  Loans were approved more on the relationships a company had with influential government officials and banks than on the merits of proposed capital projects.  Only when some of these high profile companies defaulted on their loan payments did this so-called "crony capitalism" come to light.

3. In all but one country (Hong Kong) exchange rates were fixed with an adjustable peg to a basket of currencies where the dollar had an effective weight of at least 80 per cent.  Although these semi-fixed systems may have facilitated a country's integration into the world system of trade they hindered the adjustment of real exchange rates in the face of large trade deficits.  In response to attacks by speculators countries doggedly attempted to defend their misaligned nominal exchange rates.  The resulting loss of reserves reinforced speculative fervor and resulted in the collapse and significant depreciation of the currency.

4. The investment boom led to large and growing current account deficits.  As we have observed a large capital surplus must be matched by equally large current account deficits even in countries like those in East Asia that generated high saving rates.  These deficits were financed primarily by short-term foreign currency loans denominated in dollars and unhedged liabilities by the banking system.  The short-term character of the debt facilitated its repatriation where foreign sentiments of the soundness of their investments changed abruptly.  Also in these countries the appreciation of the U.S. dollar between 1995 and 1997 caused these semi-fixed exchange rates tied to the dollar also to appreciate thus worsening the trade deficit.

5. The mobility of capital flows and the increasing integration of national economies made countries susceptible to negative contagion.  A crisis in one country quickly spread beyond its borders.  In some instances the next victims were neighbors and trading partners.  In other cases they were countries that shared similar policies or suffered common economic shocks.

THE ROLE OF THE INTERNATIONAL MONETARY FUND


As we have noted the responsibilities of the IMF changed fundamentally with the end of the Bretton Woods System.  Since that time it has continued to play an important if less structured role in international monetary affairs.  In contrast to the Bretton Woods era, it now focuses its attention primarily on the needs of developing economies.  Moreover, it has become an international lender of last resort by extending emergency credit lines to countries that are encountering fundamental problems with their balance of payments and foreign exchange rates.  It also works closely with the World Bank, which makes loans to less developed countries (LDC's).  Due in part to its new roles its membership has increased substantially since the early 1970's.  Currently it has 181 member countries.


The IMF's role in the Asian Financial Crisis.  While the IMF played a part in resolving financial crises prior to 1997 it was not until the Asian crisis that its leadership and resources were tested to the limit.


When the crisis began in the summer of 1997 the affected countries first turned to their neighbors and major trading partners for assistance.  Despite their help they could not stem the speculative attack on their currencies nor the rising tide of foreign capital outflow.  They then turned to the only other source of help  - the International Monetary Fund.


As we have noted earlier IMF members could, in times of financial stress, exercise their right to exchange their national currency for Special Drawing Rights (SDR's).  These SDR's augmented a country's foreign exchange reserves.  However, there was a limit to the amounts of SDR's a member country could receive.  Any drawings beyond that were subject to the discretion of the IMF.  The IMF could extract pledges from the borrowing country in return for the assistance.  These pledges known as conditioning provisions involved policies to be undertaken by a country to put its economy and its international payments situation in order.  As such, these provisions often appeared to be unfair and arbitrary to the borrowing county.  Accordingly there was usually a period of intense negotiations between the Fund and the borrowing country before a loan agreement was consummated.


Following the onset of the crisis in the summer of 1997 the IMF negotiated rescue packages with Thailand, the Philippines, Indonesia and South Korea.  In order to leverage its limited resources the IMF sought the participation of other international organizations, regional groups and countries that had a stake in restoring stability to the affected country.  For example, the IMF's $57 billion line of credit to South Korea was comprised of approximately $21 billion form the IMF, $10 billion from the World Bank, $10 billion from the Asian Development Bank, $10 billion from Japan and the balance from the U.S. and European countries.


IMF Conditioning Provisions.  The objectives of the IMF were twofold: first, stem the financial panic and loss of investor confidence, and second, to bring about structural reforms which would prevent these traumas from occurring in the future.  The major conditions imposed included most or all of the following:

1. Utilize the proceeds of the loan to pay off/restructure its short term debt

2. The central bank should raise the interest rate at which commercial banks could borrow U.S. dollars and other reserve currencies; in turn encouraging banks to raise these funds independently and/or sell some of their overseas assets

3. Increase the independence of its central bank so that it is largely free from government control and manipulation

4. Restructure its banking system so that loans and investments are made on the basis of financial merit rather than on political connections or joint partnership arrangements.

5. Create an independent bank regulatory body

6. Close a number of insolvent and politically connected financial institutions

7. Liberalize access and involvement of foreign banking and securities firms to promote more competition and efficiency in its financial markets.

8. Restructure large and unprofitable conglomerates by spinning off, paring down and closing some of its divisions.

9. Introduce significant labor market reforms to promote greater wage flexibility and to allow companies to shed unnecessary workers.

10. Cancel grandiose government projects and if possible balance the national budget.

11. Slow down the targeted rate of economic growth.

Criticism of IMF Policies.  Given the magnitude and detailed nature of the IMF's conditioning provisions it is not surprising that they evoked considerable criticism.  First, many within the affected countries and in the international community believed that the IMF had intruded excessively in the domestic affairs of crisis countries by insisting on structural reforms, which went beyond its traditional competence in the area of macroeconomic adjustments.  Second, critics faulted the IMF for its insistence on tight monetary policies.  They pointed out that high interest rates stifle growth and lead to the bankruptcy of otherwise viable businesses. Third, critics contend that the IMF requirement of restrictive fiscal policies was unnecessarily strict.  They note that at the onset of the crisis, the Asian countries under attack were running small budget deficits or small surpluses, and had relatively low rates of public debt to GDP.  Fourth, critics argued that rather than being too austere the Fund was too generous.  Specifically they accused the IMF of creating a moral hazard.   Moral hazard occurs when parties in a transaction are encouraged or permitted to engage in behavior for which they do not bare the cost.  Its classic manifestation occurs in insurance or warranty contracts where in the absence of specific duties imposed on the protected parties, the insured can affect the probability or magnitude of the event against the occurrence of which they are insured.  In the IMF's case it is argued that the prospect of a generous IMF rescue package encourages international investors to lend carelessly as well as inducing domestic governments to engage in risky policies in the expectation they would be insulated from the adverse consequences of their decisions by an IMF bailout.

Defenders of the IMF point out the following:

1. The IMF acted wisely in requiring fundamental structural changes in order to prevent further crises from occurring.  They observed that the IMF has on a number of occasions dealt with structural reforms.  For example, after the demise of the Bretton Woods System when the IMF turned its attention to problems of developing nations, many of whom were newly independent, it dealt extensively with structural issues.  Similarly structural problems were involved in assisting former Soviet bloc countries to make the transition to market based economies.

2. The IMF's insistence on high interest rates was based on the need to contain the extent of currency depreciation.  Moreover, like high interest rates, a plummeting currency in a country with large net external liabilities can also stifle growth.  Also, high interest rates are a safeguard against inflation.

3. If the IMF had permitted governments to have loose fiscal policies in the early stages of the crisis it most likely would have raised doubts about its commitment to reduce outstanding current account imbalances and thus jeopardizing the credibility of their stabilization plan. Also, the projected fiscal costs of financial bailouts in several Asian countries were estimated in the range of 20 to 30 per cent of GDP.  These additional public liabilities translated into permanent increases in the domestic interest bill paid by Asian governments of 2 to 4 per cent of GDP. The IMF's fiscal plans were targeted to raise the necessary revenue to meet these interest costs.

4. The moral hazard claim may have some validity for a small group of investors, but there is no evidence that it was a major factor in influencing the bulk of foreign capital that flowed into the region.  Nor did it play a pivotal role in influencing the behavior of the Asian governments.  Moreover, on the lenders side a majority of private creditors, especially bondholders and equity investors, sustained large losses despite IMF financed assistance.  On the borrowing side governments had strong incentives to avoid both the economic turmoil that a crisis produces and the strict and politically unpopular conditions that came with IMF assistance.

Proposals for Restructuring the IMF.  The depth and breath of the Asian crisis and its spread depleted the Fund's resources.  In addition it was recognized that the Fund needed a larger financial base if it were to deal effectively with future problems.  The U.S.'s contribution to these additional funds was $18 billion.  However, President Clinton's recommendation that Congress appropriate these funds encountered partisan opposition.  Many of the criticisms noted above were endorsed by the Republican Party leadership.  To resolve the issue it was agreed that Congress would pass the appropriation bill if a blue ribbon Congressional Commission was appointed to study the IMF.


The International Financial Institutions Advisory Commission's highly partisan report was issued in March 2000.  Its principal recommendations were:

1. The IMF should restrict its activities to emergency loans to countries whose currencies were under attack.  The job of assisting developing nations to fight poverty should be left to the World Bank (this was the only major Commission's recommendation that received unanimous approval).

2. The Fund should cease its practice of requiring distressed nations to agree to fundamental structural reform as a condition to receiving aid.  Instead countries would have to pre-qualify for future loans by opening up their banking systems and taking other steps that could help prevent a crisis.  This would enable the IMF to move quickly when problems arose.

3. The assistance should be of limited duration - no more than 8 months.

4. The Fund should also restrict its activities to developing nations.  It should not make loans to middle-income countries such as Turkey or Russia.  These nations should rely on private capital.

The report is given little chance of being seriously considered until after the 2000 presidential election.

THE EUROPEAN COMMUNITY, THE EUROPEAN MONETARY UNION 

AND THE EURO

Another important development in the international economic and financial area is the emergence of the European Monetary Union.

THE EUROPEAN ECONOMIC COMMUNITY

In 1951 Belgium, France, the Federal Republic of Germany, Italy, Luxembourg and the Netherlands formed the European coal and steel community.  Six years later in 1957 the Treaty of Rome created the European Economic Community (EEC), often referred to as the European Community (EC), which established a common market among the same six countries.  Between 1957 and 1995 they were joined by the United Kingdom, Denmark, Ireland, Greece, Spain, Portugal, Sweden, Finland and Austria raising the membership to 15 countries.

As we discussed earlier the EC in 1979 formed the European Monetary System to fix exchange rates among their members.  In the early 1990's German unification, recessions and the unwillingness of member countries to coordinate their monetary policies led the United Kingdom and Italy to withdraw from the EMS in 1992.  Italy rejoined in 1996.  The United Kingdom, although still a member of the European Union, has not.

THE EUROPEAN MONETARY UNION


The founders of the European Economic Community were motivated by the desire for economic and political integration. In 1991 they took another major step towards their goal at a summit meeting in Maastrich in the Netherlands by signing a treaty on monetary and political union.  The so-called Maastrich treaty contains provisions for common social and labor policies, coordinated defense and foreign policies, and a significant transfer of power from national governments to the newly formed European Union (EU), which replaced the European Economic Community.


The Treaty's most important provisions called for the creation of a European Monetary Union (EMU) with a common European currency - the Euros and the creation of an independent EU central bank - the European Central Bank.


Convergence Criteria to Join the European Monetary Union.  Membership in the EMU was not automatic for EU members.  In order to participate countries had to meet stringent criteria.  These were designed to make the conditions for the inauguration of the EMU in January, 1999 more favorable.  These convergence criteria were:

1. Price stability: a country must have an average inflation rate not exceeding by more than 1.5 per cent that of the three best-performing member states.

2. Budget discipline: a budget deficit of less than 3 per cent of GDP and a public debt ratio not exceeding 60 per cent of GDP (this latter requirement was temporarily waived)

3. Exchange rate stability: a country must have maintained its membership in the EMS for at least two years with no devaluation.

4. Interest rate convergence: an average nominal long-term interest rate not exceeding by more than 2 per cent that of the best performing member states.

The treaty also established a timetable for the inauguration of the EMU.  Early in 1998 EU member countries that wished to join would be evaluated based on 1997 data.  In January 1999 exchange rates would be irrevocably fixed to the European Currency Unit (ECU) - a weighted average of European currencies.  Moreover, a European Central Bank (ECB) would be established, which is independent of the EMU member states to conduct a common monetary policy.  Its overriding goal should be the promotion of price stability.  Furthermore, on January 1, 1999 the common currency of the EMU - the euro would commence to be used for financial transactions such as foreign exchange trading, stock market transactions and the issuance of debt instruments.  Euro currency and coins would begin to circulate in January 2002.  By July of that year all the currencies of its member states would no longer exist.

Of the 15 EU members all but four joined the EMU.  The United Kingdom, Sweden and Denmark declined to join.  Greece was ineligible because it could not satisfy all of the convergence criteria.

The Euro.  The euro was launched on January 1, 1999.  The initial exchange rate between the euro and U.S. dollar was set at $1.18 for one euro.  The decision to place a higher value on the euro was apparently motivated by the desire to indicate that the euro zone countries were or would be in the near future economically superior to the United States.


As of January 2000 the 11 member states accounted for 15 per cent of the world's GDP.  The United States share was 20.5 per cent and Japan's 7.8 per cent.  The euro area did have the highest share of world trade, with a ratio of area-wide exports to total world exports of 19.5 per cent as compared to the U.S.'s 15 per cent and Japan's 8.5%.  Moreover, if as expected the other four European  Union members join the European Monetary Union the euro regions' GDP will be equal to or exceed that of the U.S. Denmark and Sweden took steps early in 2000 towards joining the EMU and adopting the euro.  Greece is making progress in meeting the convergence criteria.  The United Kingdom is also expected to join by 2002 or shortly thereafter.  The U.K.'s behavior in this regard follows a patter initiated when the European Economic Community was founded.  In 1946 Winston Churchill called for a United States of Europe.  Britain, however, did not join the EC when it was founded in 1957 reserving judgement until the common market proved to be viable and beneficial to its members.  It sought to join in 1961 but was blocked by Charles deGaulle who did not want to dilute the current France/Germany dominance of the EC.  In 1973 with DeGaulle no longer on the scene the UK became a member of the EC.  Similarly Britain chose not to join the European Monetary System when it was inaugurated in 1979.  It did join a decade later and as we have noted left in 1992.  It has remained outside the EMS ever since and accordingly was not prepared to join the EMU in 1999.


In addition to the four EU Countries, which are expected to be euro area members, the EMU is currently in negotiations with six additional countries - Poland, the Czech Republic, Hungary, Slovenia, Estonia and Cyprus.  It also plans to begin membership negotiations with several other countries, which include Turkey, Rumania, Slovakia, Bulgaria, Latvia and Malta.


Despite the prospects for substantial enlargement of the euro region its exchange rate vis-à-vis the dollar has not fared well.  From its inception in January 1999 to the late spring of 2000 it declined 24 per cent.  After a steady gradual decline during the first six months of 2000 and a four-month modest revival from June to September, it resumed its decline and fell below par with the dollar in January 2000.  It was trading at between 90 and 91 cents to the dollar at the end of May 2000.

The depreciation of the euro can be attributed to three factors: first, the U.S. grew vigorously in 1999 and the first half of 2000 compared to the sluggish performance of the euro region; second, the indecisiveness and ambiguous statements of the European Central Bank; and third, doubts as to the willingness and ability of euro member states to restructure their economies to make their labor markets more flexible, liberalize their goods and services markets and modernize their welfare systems.  It should be noted that despite the lackluster performance of the euro's exchange rate, the euro proved to be as popular as the U.S. dollar in the international bond market in 1999.  Both accounted for about 45 per cent of all bond issues with the euro posting a slight advantage.

The emergence of the euro and its likely strengthening in the years ahead raise some potentially important questions for the United States.  To what extent will the euro impact the dollar's position as the world's major reserve currency?  Will the competition of euro denominated debt instruments force the U.S. government and private borrowers to offer higher interest rates to potential investors?  Will the option of holding reserves in the form of euros rather than dollars increase the difficulty and cost of financing the U.S.'s trade and current account deficits.  We will discuss these questions in class.
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