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Financial globalization: policies
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Outcomes: small net flows, often in the
“wrong” direction

Capital flows to emerging and developing economies

11% of EM GDP

—l—gross capital inflows
—e—gross capital outflows

—&—net flows
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Outcomes: risk diversification and
consumption smoothing

Figure 6. Risk Sharing--Time-Series Regressions
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"Motes: World aggregates are calculated using industrial-country data. Nine-year rolling window,
medians for each group of countries. The continuous line indicates the HF filter trend.
Emerging Market Economies are part of the group of Developing Countries.

Source: Kose et al. (2007)




Outcomes: financial crises

Table 4 : List of Countries and Dates of Sudden Stops

couniry

Argentina

Bo!

Botswana

Brazl

Bulgana

Chile 1982/1985/1991/1995/1998
China

1994
Domimican Republic 1991/1993
Ecuador )82/ 1986/1988/1992/1999
Egvpt
El Salvador 2000
Guatemala
Honduras )
Hungary 1994/1996/2001
Jamaica 1983/1985/1988/2002
Jordan 1976/1979/ 4/ '1998/2

MMorocco
Panama
Paraguay
Permn
Philippines
Poland
Fomania
South Africa
Sri Lanka
Thailand
Turkew

L8}

Source: Jeanne and Ranciere (2005)




Outcomes: costly self-insurance

Foreign reserves (excluding gold) in months of imports
industrial and non-oil developing countries

—&— Industrial Countries

—=— Developing Countries (excl. oil-exporting
countries)




\What Is going on?

The theory of second-best:

. in an economy with some unavoidable market
failure in one sector, there can actually be a
decrease In efﬂuency due to a move toward
greater market perfection in another sector...
Thus, it may be optimal for the government to
intervene in a way that is contrary to laissez
faire p oth This suggests that economists need
to study the details of the situation before
Jumplng to the theory-based conclusion that an
improvement in market perfection in one area
implies a global improvement in efficiency.”

-- from Wikipedia




\What Is going on?

Financial markets operate in a highly
second-best environment (1)

a) Inherent market imperfections
information asymmetries
agency problems
systemic externalities

... that can be targeted only imperfectly by
supervision and regulation

... and therefore cannot be fully neutralized
even under the best of circumstances

e As the financial crash of 2008 has made painfully
clear




A tale of financial iInnovation

Who wouldnt want credit markets to serve the cause of home
ownership? So:

introduce some real competition into the mortgage lending
business by allowing non-banks to make home loans

let them offer creative, more affordable mortgages to prospective
homeowners not well served by conventional lenders.

enable these loans to be pooled and packaged into securities that
can be sold to investors

o reducing risk in the process.
divvy up the stream of payments on these home loans further into
tranches of varying risk

e compensating holders of the riskier kind with higher interest rates
call on credit rating agencies to certify that the less risky of these

mortgage-backed securities are safe enough for pension funds
and insurance companies to invest in

just in case anyone is still nervous, create derivatives that allow
investors to purchase insurance against default by issuers of those
securities.




\Who or what Is the culprit? (1)

unscrupulous mortgage lenders who devised credit terms?
e such as “teaser” interest rates and prepayment penalties

e perhaps, but these strategies would not have made sense for
enders unless they believed house prices would keep on rising

a housing bubble that developed in the late 1990s?
e and the reluctance of Alan Greenspan’s Fed to burst it?

e even so, the explosion in collateralized debt obligations
(CDOs) and_ other securities went far beyond what was
needed to sustain mortgage lending

especially true of credit default swaps, which became an
instrument of speculation instead of insurance and reached an
astounding $62 trillion in volume.

Irresponsible financial institutions of all types leveraging
themselves to the hilt in pursuit of higher returns?

credit rating agencies that fell asleep on the job?




Who or what Is the culprit? (2)

= high-saving Asian households and dollar-hoarding foreign central
banks that produced a global savings “glut™?

o which pushed real interest rates into negative territory, in turn stoking
the U.S. housing bubble while sending financiers on ever-riskier

ventures
macroeconomic policy makers who failed to get their act together
and move in time to unwind large and unsustainable current-
account imbalances?

the U.S. Treasury, which played its hand poorly as the crisis
unfolded?

e bad as things were, what caused credit markets to seize up was
Paulson’s decision to make an example of Lehman Brothers by
refusing to bail it out.

might it have been better to do with Lehman what he had already
done with Bear Stearns and would have had to do in a few days with
AIG: save them with taxpayer money.

= all (or none) of the above?

We can be certain that no future regulation will prevent similar
occurrences unless leverage (i.e., borrowing) itself is directly
restrained




\What Is going on?

Financial markets operate in a highly
second-best environment (2)

b) ... augmented by the political
fragmentation of the world economy
sovereign risk
absence of a global regulator
absence of an ILLR

resulting in:
e small net flows
incomplete risk sharing

inability to prevent import of “toxic” assets (cf.
trade in damaged goods”)

EMs as innocent victims of the subprime crisis




\What Is going on?

Financial markets operate in a highly
second-best environment (3)

c) ... exacerbated by market failures associated
with the structural transformation process in
developing nations
= Non-traditional tradable economic activities as the

dynamic source of economic growth

e The challenge of economic development is to shift
resources from traditional to modern (tradable)

activities
= Key role of the RER in supporting such activities

e The RER determines the relative profitability of
investment in tradables

Capital inflows cause overvaluation, and move the
RER in the wrong direction




Undervaluation Is geod for growth:
Cross section evidence
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Undervaluation Is geod for growth:
within-country evidence
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Undervaluation is good for growth: sustained real
depreciations as a precondition to growth
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Capital inflows cause overvaluation
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Partial relationship between a measure of overvaluation of the real exchange rate and net
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Table 10: Policy and other determinants of UNDERVAL (full sample)

(1)

(2) (3)

4)

dependent variable: In UNDERVAL

In terms of trade -0.139**
(-3.52)

government consumption -0.793**
(share of GDP) (-4.35)

capital-account openness (KAOPEN) -0.031**
(-5.70)

Exchange-rate regime:

crawl/managed float 0.068**
(4.86)

float 0.027
(0.85)

free fall 0.161**
(4.97)

dual market with missing parallel 0.065
market data (1.12)

gross domestic saving
(share of GDP)

FDI inflows (share of GDP)

In (1 + inflation)

Year dummies
Country dummies

Observations

-0.164** -0.167**
(-4.14) (-4.09)

-0.680** -0.519%*
(-3.53) (-2.61)

-0.029** -0.026**
(-5.39) (-4.56)

0.065** 0.065**
(4.64) (4.47)

0.028 0.058t
(0.89) (1.83)

0.158* 0.172*
(4.86) (5.21)

0.067 0.063
(1.19) (1.17)

0.310%* 0.355%*
(3.55) (3.80)

-0.376%*
(-3.11)

yes
yes

3147

-0.115*
(-2.86)

-0.045
(-0.23)

-0.031%*
(-5.98)

0.071*
(4.87)

0.026
(0.82)

0.162*
(4.80)

0.021
(0.39)

0.492%*
(5.10)

-0.382%*
(-3.04)

0.039
(1.10)

yes
yes

2757

Note: Annual data, excluding outliers noted in Table 1. Robust t-statistics in parentheses.

See text for sources of KAOPEN and exchange-rate regime classifications.

** Significant at 1% level
* Significant at 5% level
1 Significant at 10% level




What Is going on?

Consequences: financial globalization

syndromes
Absence of international risk diversification

Foreign finance is least available when most
needed (and vice versa)

Runs on countries

Capital inflows are often bad news for
development




Recap

TThe theoretical benefits of financial globalization
presume a first-best setting

... In the absence of which we get multiple

complications arising from second-best
Interactions

How should policy makers react?
Two types of advice

e Second-best economists

= Who presume the second-best complications are an

irremovable part of the landscape and hence propose to throw
“sand in the wheels of finance”

= J.M. Keynes, James Tobin, Joe Stiglitz, Jagdish Bhagwati (in
finance

e First-best economists

= Who either ignore the second-best interactions, or (more

typically these days) presume they can be removed through
complementary reforms

= Stanley Fischer, Rick Mishkin, Jagdish Bhagwati (in trade)




Keynes, the second-best economist:

“To suppose that there exists some smoothly
functioning automatic mechanism of adjustment
which preserves equilibrium if we only trust the
methods of laissez-faire is a doctrinaire delusion
which disregards the lessons of historical
experience without having behind it the support
of theory.”

“"Not merely as a feature of the transition, but as a
permanent arrangement, the [BW] plan accords
to every member government the explicit right to
control all capital movements. What used to be
heresy is now endorsed as orthodox.”




A typical first-best argument

nat I would like to do Is to persuade
nose of you who remain skeptical about
apital account liberalization of [these]
Nings:

o that the benefits of liberalizing the capital
account outweigh the potential costs;

o that countries need to prepare well for capital
account liberalization: economic policies and
Institutions, particularly the financial system,
need to be adapted to operate in a world of
liberalized capital markets....”

-- Stanley Fischer in 1997, emphasis added

http://www.imf.org/external/np/speeches/1997/091997.htm




Questions each group should ask:

s Second-best economists

e Might there be instances when the
remedy—capital-account management—
Is worse than the disease?

s First-best economists

e How prudent is it to assume that we can
undertake the complementary reforms,
when those comprise a long list of
prerequisites that even advanced
countries do not satisfy?




