4. The international financial system

The “Financial Revolution” of the 1970s was a major development in the postwar international economy. Removal of capital controls by leading economies and the consequent freedom of capital movement resulted in increased integration in national capital markets and creation of a global financial system. Emergence of an international financial market has greatly facilitated efficient use of the world’s scarce capital resources and has enabled capital-poor LDCs to borrow funds for economic development. On the other hand, international capital flows have increased the instability of the international economy.

Partial globalization of international finance

International finance is the one area to which the term “economic globalization” clearly applies.

Although internationalization of finance has become an important feature of the global economy, the international financial system continues to be largely nationally based and consists of closely interconnected discrete national financial system. Some countries, such as Japan and China, even retain controls on capital flows. Finance is still characterized by a powerful “home bias” effect. Investors tend to invest in their home economies rather than to maintain internationally based investment portfolios.

An important study by Martin Feldstein and Charles Horioka found that increased freedom of capital movement has not integrated 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 correlated, and interest rates around the world would be more nearly equal. In a perfectly integrated international financial system, the cost capital, discounting the risk factor, would be approximately equal everywhere; instead, significant national differences in capital costs remain characteristic of the world economy.

Despite these caveats, the globalization of finance is a reality, and it does have profound consequences for the international economy.


Nature of financial crises

Financial crises are a recurrent feature of the international economy. 


Some economists have argued that economic and institutional changes have made serious financial crises impossible, and that if crises were to occur, they would be caused by unique historical circumstances and would certainly not be caused by inherent workings of the capitalism system.


On the other hand, Hyman Minski set forth what we call “the financial instability” theory of financial crises. According to this theory, financial crises are an inherent and inevitable feature of the capitalist system, and they fallow a discernible and predictable course. The events leading up to a financial crisis begin with what he calls a “displacement”, or an external shock to the economy, such as the start of a war, a bumper or a failed crop, or innovation and diffusion of an important new technology. This sock increases the profit opportunities in at least one important economic sector while reducing economic opportunities in other areas. In response to a shift in profit opportunities, a number of businesses with adequate financial resources or lines of credit rush into the new area and abandon existing areas. If the new opportunities turn out to be sufficiently profitable, an investment boom or mania begins. As the mania phase accelerates, prices and the velocity of speculative monies increase. At some point, a few insiders, believing that the market has reached its peak, begin to convert their inflated assets into money or “quality” investments. As investors rush out of the market, prices fall, bankruptcies increase and eventually prices collapse.

Economists reject Minsky’s model of financial crises because they believe no general model of financial crises can be formulated, as every crisis is unique. 


A further criticism is that Minsky’s model assumes that such crises are generated by uncertainty, speculation and instability. Milton Friedman has even proclaimed that because economic actors are at all times rational, speculation cannot occur in a market economy.


The East Asian financial crisis did indeed closely fallow Minsky’s model.


The East Asian Financial Crisis  

In the summer of 1997, East Asian economies experienced the worst economic collapse of any countries since the 1930s and were declared victims of their own irresponsible ways. Beginning in Thailand in early July, the crisis spread rapidly up the East Asian coast and engulfed every nation in Southeast and East Asia.

This crisis made many people realize that economic globalization has significantly increased international economic instability and has been harmful to domestic societies. However, imprudent domestic economic policies were as important as global economic forces in making these economies highly vulnerable to sudden shifts in international financial flows. The victims in these situations have generally been small economies. 

In the late summer of 1998, the East Asian economic crisis spilled over into the global economy. The Russian government’s devaluation of the ruble against the German mark by about 40% in late August triggered the globalization of the crisis. The Clinton Administration, for political reasons, had bet heavily on “saving” Russia and had pressured the IMF to loan Russia tens of billions of dollars, many of which were subsequently squandered and funneled to private Russian accounts in foreign banks. Investors and governments around the world panicked as they witnessed a major nuclear power reneging on its agreements and facing economic/political chaos. Worried that other countries would also default, investors searching for safe havens in the early 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. The threat   that the Long-Term Management Fund would collapse greatly deepened the crisis. With the depression in East Asia and recession in much of the rest of the world, commodity prices fell considerably, and this caused economic distress in many commodity-exporting sectors, including American agriculture.

American officials had become concerned about the financial collapse in Brazil, a major importer of American products. The President proposed that all the major economic powers stimulate their own economies in order to restore global economic growth and they should develop a longer- term solution to the problem of global financial instability. Every central bank ignored the suggestion that interest rates be cut in order to stimulate global growth. Nevertheless the Federal Reserve, motivated primarily by concerns about the American economy, did cut interest rates. This restored investor confidence and succeeded in reinvigorating the American economy.

At the IMF-WB meetings, President Clinton set forth proposals for a “new international financial architecture” to contain the spreading economic crisis and prevent future crises. The Administration also hoped to forestall efforts by other governments to impose new restrictions on international capital flows. The most important G-7 decision was to accept Clinton’s proposal that the IMF should establish a $ 90 billion contingency fund to provide countries with emergency financial assistance. As important as the G-7 decisions had been, they failed to quell the intense controversy over reform and regulation of the international financial system. 

Controversy over regulation of international finance


Many American economists believed that international financial flows should be free from government regulation. They also believed that capital should be free to move toward those places and activities were it will be used most effectively and will thereby increase efficient utilization of the world’s scarce capital resources. The prevailing opinion in the United States is that markets rather than governments or international organization should govern the international financial system.  


While some believe that governance of the international financial system should be left entirely up to the market, other economists and the IMF favor freedom of capital movements along with greater IMF surveillance over both domestic and international financial matters. A number of countries, including Japan, Germany, and France, believe that greater international controls are required over monetary and financial matters.

Reliance on the market


Those economists who believe that a completely open and unregulated international financial system is the only realistic way to deal with the problems resulting from international financial flows also believe that any other approach necessarily raises the problem of “moral hazard”. If lenders and borrowers were to believe that the IMF or other official agency would rescue them from their folly, they would be encouraged to engage in reckless behavior.

The market-oriented position rests on the assumption that investors are rational and will not invest in risky ventures if they know that hey will not be bailed out. Therefore elimination of moral hazard also eliminates the problem of serious international financial crises.


No such approach has ever been tried and there is no empirical evidence to support such a daring policy experiment.


Strengthening the IMF


Others believe that the solution to the problem of international financial instability can be found in strengthening the regulatory role of the IMF. Major proposed reforms:

Greater transparency and improved information-gathering


 Although more reliable information on the financial conditions of developing economies could be an important safeguard against reckless investing, governments do wish to keep financial data secret in order to increase their leverage with foreign investors and to strengthen their relative position in the intensifying competition for capital imports. The 1997 East Asian crisis, however, did strengthen the belief that greater openness about the financial conditions in many countries is required.

Codes of conduct and better surveillance


The IMF has placed much greater emphasis on developing codes of conduct regarding “good practice” in financial affairs in order to increase discipline at the international level. Among other changes, this effort requires upgrading of the Basle Accord (1988) regulating international bank practices. In addition, improved surveillance and monitoring of specific economies for such potential dangers as high budget deficits and high rates of inflation may suggest potential financial troubles. However, even if a country is warned of impeding problems, it may not act to forestall them, and the IMF remains powerless to force such action.


Lender of last resort


The IMF is seriously limited in this capacity because, unlike a true central bank, the IMF cannot create money; also, its cumbersome governing mechanism prevents it from acting quickly in a crisis. In addition, assumption of the lender-of-last-resort role raises the problem that the larger the IMF’s resources, the greater the risk that it will encourage morale hazard. 
Regulation of international finance


A number of economists and governments favor some control over international capital movements.


The G-7 finance ministers and central bankers discussed the creation of a mechanism to regulate international finance. On one side of the debate were the German, French, and Japanese governments favoring 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 matters to national governments and central bankers. Eventually, agreement was reached that a “financial stability forum” composed of national currency regulators meeting twice a year to consult and consider ways to improve the quality of financial information would be created. 
QUESTIONS : 
1. Explain the Minsky’s “financial instability” theory of financial crisis.

2. Which is the prevailing opinion in the United States regarding the regulation of international finance? 
3. Which are the main reforms proposed in order to strengthen the IMF role?

4. What does “moral hazard” refer to?
5. Which was the agreement achieved at G-7 meeting regarding the regulation of international finance?

