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Executive Summary

Theworld finarcial crisisisover —bu all the problems remain. After the devaluation d the
curr encies of most of the Asian courtries and Rusda the acute symptoms of the aisis are go-
ne. But the underlying problems of the world monetary system have nat been treated properly.
The weaknessof the Euro andthe strenght of the Yen in the first months of 2000reveal that
there are huge andrenewed misalignments between the major curr encies which may spill

over into the emerging markets. Shat term capital flows to the weakest courtries are pili ng
up agan. Thenex crisisisjust a question d time. When it occurs the Western world will be
asunprepared as $e had keenin 1997 There havebeen alot of internationd medingsand a
lot of smokein the air but internationd ecnamic palicy has been unabe to come up with
solutions for an acequae exhange rate regime in small open econamies as well as for the
major players. The dominarnce of the “ market” asthe globa symba of wisdom and efficiency
has prevented ary kind o criti cal assessment of what has happened in Asia andelsewhere.

The official reading d the US— Administration andthe IMF is untenable. According to them
the attempt of governments to be better thanthe marke andthereby fixing their exdhange
ratesinstead d leaving themto the knowledge andthe forecasting paver of exdhange markets
has been a the roct of the troulde. But it was just the other way round The dedsion d so
many governments in Europe and Asia to abandorthe market solution andto find ways to
stahili ze the exernal value of moneyby means of an archor approach was the result of many
frustrating experiences to cope with the volatility andirrationd movements of flexible ex-
change rates. To recommend to these aurtries now just to return to the ® solution” the failure
of which had keen the reason to switch to the anchor approach is absurd, cynical and dan-
gerous.

|. Introduction

Areinternational institutions able to lean? The world financia crisiswhich hit Asia and aher
courtries aroundthe globein 1997and 1998is an extremely good example to test the case.
The aate aisisisover. Most of the Asian courtries are heading badk to high growth rates.
Korea and Malaysia ae definitively out of the slump, Thailand is hovering but onagood
tradk. Others are worse off: Indoresiais gill i n amessand Japan has nat yet founda solution
for its deflationary depresson. Brazil has turned the corner but Argentina has to fight with a
huge overvaluation d its currency as the mirror picture of Brazil’s depredation. Even Russa,
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which had been the most vulnerable of all the aisis courtries, reported pasitive growth rates
in 1999 for the first time sincethe beginning of the transformation. What remains?

For many observersthe financial crisis had been mainly a aisis of the banking system in the
Asian countries whereas the others had to cope with ather structural problems like the lad of
privatizationin Russaor the fiscd burden in Brazil. Even today, after the turnaround d
growth rates and signs of an owerall improvement in the eonamic situation, it isawidely
perceived view that the banking system in Asiahas to be restructured fundamentally whereas
Rusda and Brazil have to solve their spedfic “structural problems’. According to this view
all the countries could ony return to the growth path experienced in the last decades if this
restructuring has been completed. But such a view raises more questions than answers. How
can courtries with a “rotten” banking and financial system like the Asian “ Tigers’ overcome
such asevere aisisjust by devaluation d their currencies? How could these aurtries have
been extremely succesdul in terms of catching up with the western world in the past? No re-
gion d theworld, ouside the part we cdl today the “western industrialized courtries’, has
ever acompli shed such along and stable phase of high growth rates asthe Asian “Tigers’ in
the 80s and the 90s. How could Brazil survive most of the 90s in good shape? How could
Rusga adieve positive growth rates with its date owned monopdi es? Why is Japan urgble to
escape?

The Japanese slump leads to the most important question: Why isit that very diff erent coun-
tries had been subjed of a banking crisis? On the one hand we have seen the fail ure of coun-
trieswith large auirrent acourt deficits and competiti ve wegknesses, like Thailand, Malaysia
and Korea On the other hand, and thisis a negleded fact of the events which are cdled
“Asian Crisis’, with Japan a murtry got into troude with astill very high current acourt
surplus and withou fundamental competiti ve problems. The gulf which separates Japan from
the others can be eaily identified. The remedy for the aaite aisisin the “we&” courtries had
obviously been a sharp devaluation d their currency vis avisthe rest of the world which even
tended to overshoa and hed to be fought by buying domestic acurrency with US- Dollars. In
Japan it isjust the other way round.The Y en was grong most of thetime andin the first
months of 2000Japan faces arevaluation which is unjustified, given the “fundamentals’, and
which hasto be fought by the central bank by buying foreign currency with Yen.

Paradoxicdly, this constell ation is ometimes taken as a proof that something fundamentally
has gone wrong in Asia & courtries with week as well as with strong currencies are hit by the
samevirus. But if a courntry has awedk currency because it has a “rotten” banking system,
how can a ourtry like Japan have avery strong currency athouwgh it seansto have the same
weaknesses of the financial structures and the banking system? Thus, the mnjedure of a “rot-
tenness’ of the banking system in Asia & well asthe other “structural” problems aroundthe
world is- for apriori ressons - na a onvincing hypothesis. There must be other fadors
which explain the problems of the banking system beyond“rottenness’ and there must be
other fadorsto explain the aisisin dfferent “structural” environments. Let us lookfirst at the
two dfferent groups of courtriesin Asia, namely Japan and the Tigers and try to find simi-
larities which do na have cmmmon roatsin the banking system as such bu, nevertheless may
explain the problems in that sedor of the e@namy which have been coming up duing the
Asian financia crisis. In athird step the analysis dall be opened to the other regionsto an-
swer the question whether the new “corner solution dactrine”, favored by the US-
Administration, is adequate to avoid future aises.



II. The Japanese Y en and the Way into Deflation

Japan’s econamy isin adeep crisis for the fourth conseautive yea. Although there seemed to
befirst signs of aremvery in the summer of 1999the outlook remains rather ble as there
had been a severe setbadk in the last quarter with overall GDP figures falli ng again. In the last
yeasalot of ideas have been launched to explain the persistent Slump of an econamy which,
for decades, had been the role model for many ,, sclerotic* econamies in the Western World.
Most explanations of the Japanese aisisfocusonfadorslike alongisolated andinflexible
banking system, the low profit margins of Japanese wmpanies or the kind o cooperatism
between the government and the private seaor which indeed had charaderized the Japanese
»moael".

Therole of onefador, however, seansto be systematicaly underestimated even in thase
anayses which do na only stressthe importance of ,, structural” causes of the aisis: The e-
change rate of the Yen. The Yen had wildly fluctuated in the last 20 yeas. But erratic fluctua-
tions are not adequate to describe what has happened in the beginning of that period. After the
buble in the stock and red estate market in the first yeas of the 90s had burst in resporse to
alate but effedive tightening of monetary palicy, the exchange market entered the stage in an
unprecalented and unpedicted manner. The nominal exchange rate of the Y en had arealy
been owershoaing theinflation and unt labor cost diff erentials with the rest of the world
throughou the whale of the 70s and the 80s. The resulting red appredation already falsified
the traditionall y held theory that the red exchange rate caana have atrend. But after the
sharp recessonin the first two yeas of the 90s things got even worse.

Between 1992and 1995the real rate of the Yen appredated, acording to different cdcula-
tion methods, in arange of 50to 100%!"' Not one of the larger econamiesin the world hes
ever suffered from such an appredation shock ontop d along phase of overvaluation. Ger-
many, for example had ared revaluation d around 186 at the same time and was hardly hit
by the cnsequent fall i n export volumes, the lossof market shares and arise in uremploy-
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A shock like in Japan, five to eight times that large would have led to abig crisisin every
courtry of theworld. But, and thisis the surprising fad for western observers, in Japan, de-
spite the extraordinary dimension d the shock, neither a sharp drop in market sharesnor a
risein uremployment can be observed. The growth rates of exports dowed down, bu, ac-
cording to OECD data, na even touched an absolute reduction. The unemployment rate in
Japan rose dlightly, employment stagnated bu didn't fall.

A huge external shock like the one Japan has experienced after the red appredation d the
Yen in the mid o the 90s would have brought abou huge repercussons for the government
sedor under the institutional arrangements given in Western industriali zed econamies. Com-
panies would have aljusted their labor force downwards, uremployment would have risen
sharply, government deficits would have mushroomed. In Japan, in the first roundat least, nat
much of that happened. As unemployment did hardly rise, the deficit in the pullic budgets
increased slightly upto 1995, nbeven as much as in ore of the major recessonsin western
courtries. Clealy visibleis the shock, however, in nonresidentia fixed cgpital formation.

Thereisin my opinion ony one explanation for such an oucome. Obvioudly, in the Japanese
system, companies, for aremarkably long time, stabili zed the system by beaing most of the
unavoidable burden of the huge shock. Kegping the labor force, with the growth rates of total
compensation per employeeonly coming down in small steps, means that the shock had to be
absorbed to the largest part by a profit squeeze. Such a profit squeeze would have led, again,
under the auspices of awestern system, to a sharp reduction of bank lending to companies due
to much higher risk of default. In Japan, hovever, bank lending only stagnated at a rather late
stage of the process Closeinstitutional relations of the banking system with the company
sedor and an insufficient supervision d banking adiviti es have definitively played aroleif
we want to explain thiskind d burden sharing. Only after the danger of major bank defaults
the government had to step in and to consoli date the banking system thereby accegting mush-
rooming pullic budget deficits.

The conclusion d thisanalysisis not as smple & the one which is based on,, structural“ ex-
planations of the Japanese aisis. Japanese or Asian institutional arrangements, i.e., therela
tionship between government, companies and banks, are not per se inferior to western ores.
Given the size of the shock that the Japanese society had to absorb in ore way or the other,
any western econamy would have tumbled too. In western societies the government would
have stepped in at an ealier stage and employees would have to shouder the burden in terms
of unemployment to a much larger extent from the beginning. In Germany, for example, the
small, 15% red appreaationinduced a persistent debate eébou afundamental lossof com-
petitivenessand aladk of flexibility in the German society. With an appredation d the Japa-
nese size most of the existing German institutional arrangements and achievements would
have been put in guestion.

Thus, if adequate room in the analysis of the Japanese aisisisgiven to the externa shock the
Japanese eonamy faceal in thefirst half of the 90s the simple messages |ocse their persuasive
power. Thase who explain the visible weaknesses of institutions withou taking into acourt
the strain pased uponthese institutions by external and, to a cetain extent, exogenous $ocks,
tend to overemphasize “structural fadors‘ aswell as“structural remedies*. This may lead
quickly to an “overshoating effed” concerning the steps recommended to reform institutions.
Given many differences in the traditional values of our societies onthe one hand and the



Asian eaonamies on the other hand, western advisors shoud be very careful by recommend-
ing to superimpaose our institutions over an Asian society-.

3. Collapsing “Tigers’ and other Chall enges for the World Monetary System

The story of the sSlump in the rest of Asia outside Japan is a bit more complicated and reeds a
bit more theoreticd elaboration. The Asian courtries had been under presaure from the West
during the 80s to liberali ze their markets and thus to open their econamies for goods as well

as for cgpital. In consequencethese wurtries had to dedde @ou adequate exchange rate re-
gimes under open market condtions. In the light of the experiences of some smaller courtries
in Europe and anumber of newly industriali zing courtries with a successul stabili zation o
the pricelevel in the short term, many international observers and advisers, including the IFI’s
(World Bank and IMF), recommended in recent yeass that emerging courtries including the
Asian “Tigers’ shoud employ afixed exchange rate vis-a-vis Western courtries. In these
regimes the nominal exchange rate ads as the nominal anchor, giving incentivesto al sedors
of the eonamy to adjust their nominal claimsto the condtions prevaili ng in the Western
world. Even for large transition econamies like Russa, Ukraine, and Kazakhstan this was
considered by the IMF and ahersto be areasonable strategy’. This grategy, the proporents
argued, shoud render the steaing of monetary palicy and the stabili zation d inflation rates
easier in courtries where the aedibility of the central bank is not sufficient to keep a dhedk on
inflationin the short term. In the extreme cae of the so-cdled currency board or afull dd-
larization, monetary palicy is deprived of any scope for autonamous action.

The strategy of anchoring anational currency by fixing its nominal rate vis-a-vis abig and
stable murtry has foundmany suppatersin Asiatoo kecaiseit seemed to dff er another ma-
jor advantage compared to damestic solutions. Investment, acarding to the basic tenet of the
schod of thought which daminates the IMF and the mainstream of econamics today, depends
onthe prior acaimulation d savings. These, however, dueto relatively low levels of income
aretoo small in emerging econamies, if they exist at al. In Asiatheratio o investment was
high bu there seemed to be ascarcity of cgpital which could be heded by opening the bor-
ders. It was, acording to this view, just necessary to med certain institutional and procedural
requirements in order to get the “necessary” inflow of foreign capital. Anchoring the ex-
change rate would crede stable monetary condtions for foreign as well asfor domestic inves-
tors. More and more curtries therefore turned to the strategy of pegging their exchange rate
to some lead currency, just as Austria, for instance, had succesgully linked the Schilli ng to
the German Mark for decades.

If such a strategy of pegging the exchange rate is adopted, the nominal interest rate of the an-
choring courtry is fixed at roughly the nominal interest rate of the anchor courtry, after ad-
justing for any differencesin the rates of inflation. Thus, red interest rates, being the aucia
quantity for fixed investment, are, in the gyes of potential investors, in the anchoring courtry
approximately as high asin the anchor courtry. Additionally, these arangements do nd be-

* The reasons for Japan’s failure to overcome the deflationary depresson are manyfold. Nevertheless one reason stands ot:
Japan is the only courtry in the Western world in which namina wages have been fdling in absolute terms. Falling nomina
wages, in stark contrast to textbodk models, in redity do nd leal to risng employment but to fdling demand and, as a
consequence to fdling prices. As monetary padlicy canna offer negative interest rates ecnamic padlicy is restricted to fiscd
stimuli. But these ae mmpensated in the cae of Japan by an appredation d the Yen. Thus, the only way out is inflationary
pdlicy nat only by means of monetary palicy but by means of somekind d wage pdlicy additiondly.

? In acordance with concepts promulgated by the IMF, contralli ng the national money suppy wasin thefirst phase of transition
sea as the best way to achieve this objedive and to acompli sh the necessary consolidation d public budgets. However, it soon
becane dea that this was not a feasible way to fight inflation. In particular, this was true for smal open ecmnamies which
experienced huge exchange rate fluctuations and an urstable money demand.
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stow any spedal advantage on the financing of long-term fixed investment in the anchoring
emerging courtry. If there the expeded return oninvestment is higher (due to the enhanced
productivity of capital), the processof catching up becomes possble. But, exadly at this gage
of affairs, the monetary condtions, the @mmbination d nominal interest rates and exchange
ratesisin disequili brium.

Let uslookat Korea ore of the wurtriesin which there had been a successul caching-up
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for decades and which coll apsed suddenly in the new environment of open markets and fixed
exchange rates. The relevant data ae in the graph: Koreastarted fixing the nominal rate more
or lessin 1992 At that time the red interest rate for a Korean company seaching for aloanin
Koreawas at 8 % and thus quite dose to the red growth rate of Korea But the real rate for a
loan in the United States was very low, namely close to zero because nominal ratesin the
States were much lower than in Korea For US investors at the same time the red interest rate
offered in Koreawas close to 10% and thus much higher than in the States.

Proporents of the “nominal anchor approach” usually overlook the fad that in this stuation
foreign investors can take advantage of de fado short-term arbitrage oppatunitiesif every-
body cdculatesred interest rates by deflating with hisdomestic inflation rate. Thisis reason-
able & purchasing goodsis not necessarily related to an ad of lending in the short term. The
differential of nominal interest rates between the auntries under consideration corresponds to
the one between inflation rates, but, given the anchor approad, thereis norisk that the an-
choring courtry’s currency will depredate in the short run. The inflation rate in the anchoring
courtry is of no concern to the foreign investor, as he cdculates with his domestic inflation
rate. For him it isimportant that the rate of return he can earn with financial asstsin the an-
choring courtry exceals the one he wuld ean at home —if he deflates both by his domestic
inflation rates.

Thered rate differenceis equal to the differential between the rates of inflation. Conversely,
it is attradive for debtorsin the emerging courtry to barow in the aachor courtry, becaise
they can take advantage of lower nominal interest rates withou an exchange-rate risk. Both
eff eds generate apermanent flow of foreign cagpital to the anchoring (emerging) courtry.
Sincewages, unt labor costs and pricesrise faster in the newly industrializing country than in
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the hard-currency courtry, the aurrency of the aachoring country appredatesin red terms, the
courtry loases competitiveness As aresult, the inflow of capital will be mirrored by corre-
spondng deficitsin the aurrent acourt. Asarule, cgpital inflows will mainly consist of
short-term funds, becaise short-term oppatunity for quasi - arbitrage will be amore dtradive
option than the mnsiderable risks invalved in making profitable fixed investmentsin the an-
choring courtry.

Thus, naminal exchange-rate stabili zation destabili zes ort-term international cepital flows
and drectly undermines ound tanking principles. Exchange-rate stabili zation can only be
implemented if, during the period d disinflation, the archoring courtry off ers consistently
higher nominal interest rates than hard-currency countries if negative red interest ratesin the
anchoring courtry areto be avoided. The inflation-rate diff erentials between transforming and
hard-currency courtries are matched by correspondng interest-rate diff erentials. But, unlike
the condtions normally prevaili ng in the global market for capital, theinflation dfferentials
are not matched by a mrrespondng risk of depredation d the anchoring country’ s currency.

Using the exchange rate @& anominal anchor will i nevitably break the link between inflation
differentials and the risk of depredation. If a wurtry chocses to adopt this drategy, its asets
bemme extremely attradive during the period d disinflation, kecaise international investors
base their deasions lely on naninal interest rates and the risk of depredation but not on
inflation dfferentials per se. Asaresult, speaulative caital startsto flow into the courtry and
domestic banks and companies borrow much more éroad than they would if therisk of a
depredation would na have been eliminated de fado. At the sametime, asin any period d
disinflation the condtions for domestic investment deteriorate. Red interest rates deflated by
the adual inflation rate may nat be extraordinary high bu if thered rateis cdculated by us-
ing the medium-term inflation target it is usually very high'.

Thus, international investors may ean very high rates of return in courtries wherered in-
come and damestic profits may be falling. Moreover, the transforming courtry is unable to
cut interest rates because this would endanger the aedibility of monetary pdlicy at home. In
the short term, at least, the pdliti cd will to achieve eonamic stability isrefleded in the ded-
sionto kegp naminal interest rates high. Red-world examples of this constell ation were pro-
vided by the Baltic repulicsin 1992and 1993 Mexico in 1994 ,and Rusda, Ukraine and
Kazakhstan in 1995and by Brazil and the Asian Tigers quite recently™.

How long an external econamic imbalance following the exchange rate peg can be sustained
isan open question. With growing visible imbalances the markets willi ngnessto believe in
the anerging courtry’s exchange-rate palicy will fade. As ©onasinvestors are amnvinced
that the anchoring courtry will not manage to slow down the growth of its external debt
within an adequate period d time, confidencein the exchange-rate's dability deteriorates.
Feaing the ultimately inevitable devaluation d the arrency, foreign investors withdraw their
short-term funds and damestic companies gop barowing abroad. Thiswill cause liquidity
shortages in the anchoring courtry. At the same time, increasing amourts of this courtry’s

4 An extreme example is Russa where under the supervision o the IMF nominal interest rates readied something like 50 % and
red domestic rates even 20 % in the phase of transition and at the beginning of an anchor approach. Accordingly 3— month
Russan government bonds (GKO' s) have been abig ded for international investors for over two yeas.

* Given the very often urreliable data asimple but straightforward rule to identify a mwming exchange rate aisis
or a mllapse of the red economy in an "emerging market” isthe following: If nominal short-term interest rates

in adeveloping or transition economy are higher than in industriali zed countries and the nominal exchange rate
of the former does not fall at a (annual) rate that equals the differencein (annual) interest rates the mnstell ation
of datais not sustainable & either the interest rates or the exchange rate ae too highin the "emerging market”.



currency are off ered for sale in foreign-exchange markets which forces palicy makersto re-
strict liquidity even more. Soorer or later, pdicymakers have to abandonthe exchange-rate
peg, which is usualy foll owed by a aurrency crisis. Enormous dislocaionsin all sedors of
the eonamy are the result. The problem may be aggravated by close ties and crossholdings
between banks and nonfinancial business the government’stoo hesitant withdrawal from the
financial sedor, insider lending, adverse seledion and moral hazard, but the @re of the prob-
lem has been the anchor strategy.

The eonamic situationin Non— Japan Asiawas naot as extraordinary as many observers be-
lieved in the first round.Given the heary expasure of domestic companiesin foreign markets
the sharp depredation d the exchange rates would under any “structural “ condtions have led
to enormous problems with the bank’ s balance sheds. That in Europe similar problems could
have been avoided in the past has two reasons. Firstly, there was usualy a “safety net” for
devaluation as most of the devaluations had taken pacewith members of certain currency
systems, likethe EMS. Secondy, an expedation abou a cetain “necessary” amourt of de-
predation d the we& currencies had always been in the markets as the differencesin nami-
nal exchange rates between courtriesin asimilar stage of development could na been inter-
preted as agood largain bu as an ealy warning of a cming depredation. Nevertheless even
in Europe there had been hig devaluations acampanied by banking problems. Sweden in the
90s off ers an example. But there is virtually no case where, after arather long period o ex-
change rate stability, a aurrency lost half or more of its value within ashort period d time.

In the long run, emerging econamies can avoid such an oucome only if they succeel in the
control of inflation withou letting high red interest rates gifle growth. This means that they
have to implement wage and income pali cies comparable to thase in the curtry whose air-
rency they prefer to pick as an anchor. But there have to be solutions for the phase of transi-
tion. Sinceit is very hard and time-consuming to pursue such wage padliciesin emerging
countries, it isimperative that any solution implemented during the period d adjustment
shield these courtries from cumulative bous of devaluation a uncontroll ed movements of the
exchangerate. There ae two ways out: Firstly, an anchor approach with controll ed devalua-
tion a, seoondy, a aawling peg.

The anchor approach is nat apriori unreasonable. Courtries may be unable to stabili ze the
domestic and the external value of their currency at the same time because the pdliti cd forces
may nat be strong enough to implement a strategy which is based on damestic measures
alore. Italy was a striking example in Europe for the helpful presaure exerted by externa re-
strictions. Brazil too was only succesgul with its plan to stabili ze the Red after the anchor
approach had been adopted. But palicy makers have to be avare of the dangers inherited with
such an approadc and there has to be aplan to safeguard the arrency from falli ng beyondany
reassonable limitsif the unavoidable, the depredation, is boundto happen®.

The adawling peg too hes advantages as well as disadvantages. The aawling peg aims at
kegping the emerging courtry’s exchange rate @nstant in red terms. The rationale behind
such a aawling peg is sSmple. Theinterest rate differential aswell astheinflation dfferentia
refled the aanourced depredation d the high-inflation-courtry. In theoreticd terms: The
exchange rate doesn’t foll ow the interest rate parity but the purchasing power parity even in
the short run. Red world examples are most of the Eastern European courtrieswhich arein a

® Thisis difficult to achieve & paliti cians usudly are proud d their ,strong* currency and fea arenewed outbred of inflation as
soon asthe aurrency is depredated. Indeed, a cetain inflationary setbadk is unavoidable but if the depredation is restricted to the
degree which is necessry to restore the @urtry’s competitivenessit has only a limited impad on damestic inflation. Most
important in such casesisthat any kind d indexation o wages has been abadli shed in advanceto the depredation.
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stage of transformation still . The best example seansto be Hungary. The cuntry has
adhieved to stabili ze the red rate of the Forint over a @muge of years now withou being sub-
jed to speaulative dtadks from the markets. But the aawling peg doesn’t offer any help con-
cerning presaure on damestic inflation. Econamic palicy hasto be smart enough to kring
down damestic inflation by means of monetary palicy and/or wage padlicy.

A pdlicy of controll ed flexibility of the exchange rate, be it a aawling peg or an anchor ap-
proach with controlled depredation, will, however, na induceimmense caita inflows from
abroad. At the very least, controls onthe flow of capital haveto be mnsidered in arder to
safeguard the pdlicy. Even thouwgh thisinvalves problems of its own, it does not predude the
implementation d asuccesul strategy of development. Investment adivity does nat depend
onthe eistenceof acaumulated savings at home and abroad. Investment in all of the success-
ful cases had been financed through higger profits and hgher levels of employment. In this
way, investment generates higher incomes and automaticaly encourages bigger savings.
Thus, the processof development depends lesson grior financing through existing savings or
cgoital imports than onafavorable monetary environment for investment in the emerging
courtry itself.

4. Corner Solutions versus Controll ed Flexibilit y?

The lesoninternational palicy onthe G-7 level has drawn from this experience of the 90s
seamsto bevery smple: If a ountry isableto permanently peg its currency visavis an an-
chor courtry andto avoid ared appreaation, well and good.Thisisthe cae of Argentina
which is baded by amost all i nternational observers including the United States. If it isun-
ableto doso, thereis only one solution left: flexible, i.e. market determined exchange rates.
This describes the doctrine of the “corner solutions” which isthe final lesonthe US-
Administration obvously has leaned from the world financial crisis beyondthe mist of the
so—cdled “world financial architedure”. But this lution describes norsense andit isa cdas-
trophe for the world financial system that the rest of the G—7 nowv seemsto suppat uncriti-
cdly the US- Positiorf.

The cae can be eaily made taking a post crisis example of flexible exchange rates, namely
Poland sincethe midde of 1999.The “Financia Times’ (FT) on April, 7, 2000came up with
areveding story. “Poles find strong currency can be amixed blessng” was the headline of an
article which clealy proved how erroneous the “corner solution” proposal is. The FT reports
that the Sloty, which had arather flexiblerate a that time®, has climbed by more than 10 per
cent in naninal termsin the last five months against the Euro despite an annual inflation d 10
per cent in Poland. Poli sh exports are down more than 13% yea—on-yea in thefirst two
months of thisyea andimports are up. Poland s current acourt isin deficit since along time
and could reat nealy 10 % per cent in relationtoGDP in 2000.The FT , however, doesn’t

" Seefor amonetary theory of development: H. Flassbed, Die Weltwirtschaft zu Beginn des 21. Jahrhunderts und de
Herausforderung fir den Westen, in: Burkart Lutz, zusammen mit Mathias Hartmann undHartmut Hirsch-Kreinsen (Hrsg.):
Prodwzieren im 21. Jahrhundert-Herausforderungen fiir die deutsche Industrie. Ergebnisse des Expertenkreises
"Zukunftsdrategien", Band 1, Campus Verlag, Miinchen 1996

8 The new exeautive diredor of the IMF , Mr. Horst Kohler, for example said (in the SPIEGEL, 14/2000 that ,,obvioudy” only
the @rner solutions can work. This is more than perplexing for somebody who hed been at the forefront of the aedion d the
European Monetary Union — a system that could orly be built becaise nobod/ had ever considered an immediate @rner solution
in the first 20 yeas of its evolution. In ather words, nat one of the @urtries which are now member of the EMU have ever
considered to jump from one rner to the other. Each of them had a transition ptese of controlled flexibility, i.e. fixed bu
adjustable rates.

® The Sloty was flexiblein alarge band d 30 % vis avis the Euro upto April 200Q Severa days after the pubication of the FT—
article the pali sh government abandored the band and made the Sloty fully flexible. The Sloty immediately came under presaure,
obvioudy asaresult of the aiticd discussonsin the pubic éou the unjustified and dangerous grenght of the poli sh currency.
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report abou the incentives for foreign investorsto invest in Poland. Only that tight monetary
padlicy isworking is reported. Indeed, monetary palicy is rather tight with short term interest
rates at more than 12% in 1999,given an inflation rate of around 7%.

If welook at the interest rate diff erentials between Germany and Poland, for example, the
attradivity of the Sloty is easy to understand (Graph). Nominal rates were dways much
higher in Poland than in Germany. Aslong asthere ae noaaute aisis ymptoms in the palish
eoonamy and thus no aaute danger of adepreaation d the Sloty visavisthe D-Mark it is
rational to invest in short term notes in Poland. For palish investors, onthe other hand, it is
rational to lendin Germany or Euroland if they have acceasto these markets. Andthisistrue
even if you do nad get 30 percentage points (or 3000 kasis paints) “premium” asin 1993 bt
“only” 10asin 2000.Thus, after the end o the world financial crisisin which the Sloty had
to depredate too, the flexible exchange rate “solution” was appredation d the Sloty and nd
depreaation. In ather words, in the short term, the interest rate parity theory holds whereas
the purchasing power parity theory doesn’t. But even more than that is true. Would Poland
only have fixed its exchange rate vis avis the D-Mark, the interest rate premium would offer
aded for international investors. But with flexible exchange rates they may be even better
off: They ean avery high interest rate plus the gains from the gpredation d the Sloty. In the
last five months this acaumulated to a profit differential for short term notes vis avis Ger-
many of more than 30 gercentage points.

It is griking how naivein the dtermath of the world financia crisis Polish dfficials comment
onthe strength of their currency. The FT reportsthat the central bank pantsto the dfeds of a
tight monetary palicy on consumer borrowing and that “econamists’ believe that the @urtries
hard currency reserves are high enough to “easily” withstand an attadk onthe airrency. No-
body seemsto uncderstand that these ae not the aiticd points. The questionis whether one
shoud withstand an attadk and haw to avoid an overshoding in case of ajustified attadk. No
courtry in the world can permanently cope with an overvalued currency. Thered chall enge
for palicy makers, asthe Asian crisis has snown in unpecalented clarity, is not to avoid the
crisis but to contain its effeds, inside and ouside the aurtry, in reasonable limits. There ae
noreasonsto believe that system of flexible exchange rates will bring abou soorer or later a
rational solution. The “solution” will be a cisis because this s/stem, given the huge incen-
tivesto invest aslong as posshblein the wrong diredion, i. e. against purchasing power parity,
can only turn aroundin panic. The asts of such a solution are extraordinary high as the dlo-
cdion d resourcesis distorted before and after the aisisin amanner which by far outweighs
the @sts of changesin theinternal value of money™.

10 One of the most striking inconsistencies of modern ecnanics is the different weight it gives to the domestic value of money
on the one hand and to the externa value of money on the other hand. Whereas the stability of the value of money in time (prics
stability) seems to be the most important feaure of any type of market econamy, the value of money in space(stability of the
exchange rate) seemsto be not important at all. But if strong and unpedictable fluctuations of the value of money in time lea to
thekind o missllocation d resources which is attributed to it, the observed fluctuations of the value of money in spacemust be
a least as desastrous as hyperinflation-type of movementsin theinternal value.
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These mnsiderations are nat at al new. Already in the 1950 and 196, the same dilemma
was the subjedt of a debate mncerning England ! When capital is freeto flow between coun-
tries, a system of floating or flexible exchange rates will ultimately be unable dfedively to
reducethe need for adjustment. It will even be the other way round: With flexible exchange
rates in the short term an investment in a developing courtry may be more dtradive s a
nominal appredation adds to the dtradive interest rate. Thisis definitively true for al periods
in which the purchasing power theory does nat hold and interest rate parity dominates. Devel -
opments foll owing this pattern can be observed in many Eastern European courtriesin the
first phase of their transformation.

It istheinternational division d labor which creaes the need to adjust with regard to produc-
tivity gains and the rise of money wages nat an inadequate exchange rate regime. For awhile,
flexible or adjustable exchange rates may edi pse the necessty of adjustment, but no monetary
system can completely eliminate this predicament. Courtries which are candidates for a de-
valuation d their currency, that is, courtries with deficitsin their balance of payments, or
courtries with chronicdly high inflation rates will have to adjust soorer or later. Otherwise
they will get caught in aspiral of devaluation and inflation again and again. They can orly
avoid thisif they finally manage to credae the kind o domestic conditions that would also be
required by a system of absolutely fixed exchange rates or a aurrency union. In ather words,
the freeflow of cgpital can orly be guaranteed if unit |abor costs and prices do nd rise faster
at home than abroad. Otherwise, various types of currency crisis, or restraints on the freeflow
of capital, will proveto beinevitable.

1 JR. Hickswrotein 1968 "To adjust the value of money as aoncefor-all measure to med a single identifiable change (such as
that caused by a world war) seans to me to be one thing, a mntinuing failure of competitive power, to be guite axother. If
currency depredation is adopted as a regular pdlicy people must come to foreseeit. If they do so, they will dedine to hdd the
depredating currency; for it is more profitable to hdd a stable money than ore which is depredating. Even thowgh the 'soft’
currency is fortified by exchange redtrictions, the objedion is not whally met; for it is douliful if any pradiceble exchange
restrictions will suffice to proted a arrrency, depredation d which has become ahabit. In our own case, in view of the
advantages which we gain from the use of gterling as an international medium, this argument is particularly powerful. We may
be put to grea strains in arder to maintathe exchange value of sterling (at least to the outsider), but | doult if we have ay
dternative but to bea our cross" Hicks (1968, p. 453
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5. Euro, Yen and Doll ar

But nominal convergenceis only the necessary nat the sufficient condtionfor a stable inter-
national monetary environment. The degreeof convergencewithin the G-3, the group d
large industriali zed econamies, for example, isimpressve.
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Nevertheless the degreeof exchange rate stability is much lessimpressve. Althouwgh Japan
and the Euro 11 rave adieved absolute stability of their domestic monetary condtions snce
avery long time, their currency are subjed of speaulative atadksin dfferent diredions and
thereis no cooperation within the G—-3 to improve the functioning of the global monetary sys-
tem.

Even the oppasite is true. During the Summer of 1999the Japanese government, for example,
has been heavily criticized by Larry Summers, the Treasury Seaetary of the United States, for
intervening in the exchange market to avoid a further appredation d the Y en against the US-
$. Instead of leaning against market forces, the Japanese government shoud rather concen-
trate their eff orts on a stimulation o domestic demand, given the high current acourt surplus
of Japan, uged the aitic. At that time Summers was known to have aiti cized the Europeans
tootime and again for nat stimulating their domestic demand, given their high current acourt
surplusin 1998and sluggish growth all over the 90s. Not mentioned, however, in the case of
Europe was the fad that the Euro depredated sharply visavisthe US-$, thus reducing for
Europe the need to stimulate domestic demand as they could exped to export their way out of
the slump.

The US Saetary of the Treasury criti cizes Japan in their attempt to block an appreaation o
the Y en although the Japanese government had been working very hard in the last two yeas
to stimulate domestic demand. But he refrains from asking the Europeans to prevent a depre-
ciation d their currency athough Europe has not worked hard at all to stimulate domestic
demand. Thisreveds a strange asymmetry in the agument which is difficult to uncerstand
just weighing the facts on badh sides. Given the fundamentals in Japan onthe one hand and
Europe on the other hand, bdh currencies are dealy candidates for an appredation visavis
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the US-$. Actua inflation dfferentials as well as expedations concerning future inflation
differentials which can be derived from adual growth dfferentials are dealy not in favor of a
strong Dollar. The high owerall current acourt deficit of the US and the bil ateral deficits with
both partners paint in the same diredion. Only interest rates are higher in the States than in
Japan and Europe. But if thisis taken as an argument, the much higher differential with Japan,
seen from the US, could only leal to an even more pronourced devauation o the Yen, nd a
revaluation, if such adifferentia justifies the dedine of the European currency.

Two currencies with fundamentals pointing in the same diredion bu de fado moving into
oppaite diredions give eonamic palicy norational choice Put it in dfferent way: The US
orthodwy, ,leave the exchange rate to the market* obviously yields contradictory results. If
theY en is not stopped from rising, the Japanese recovery will falter and thus render much
more difficult the ,,job* of the Japanese government to stimulate demand effedively and relp
to bring down the global disequili briain trade. Fortunately for Japan, to stop the rise of the

Y en and to give domestic demand via monetary policy aboast are nat diredly in conflict.
Thisis much more difficult in Europe. If the Euro is gopped from falli ng by means of mone-
tary palicy, e.g. rising interest rates, it may be impaossble to stimulate domestic demand. But
if the Euro isnat stopped from falli ng European econamic palicy will not be forced to stimu-
late domestic demand at all but will again take afreeride on growing exports thereby aggra-
vating the global imbalancesin trade. A consistent strategy of the G 3 iswithou a dance &
long as the US sticksto its general dogma of leaving the determination d the exchange rate to
the markets.

When questions like these were raised in 1999 ly the former German finance minister Lafon-
taine the US answer was gereotype. Seaetary Rubin would have stressed, and he did that in
the pubdic before the Spring 99 G 7 finance ministers': meding in Bonn,avery smple cae.
He said that from his paint of view it would never be reasonable to raise interest ratesin a
recessonjust to defenda cetain perity, i.e. avoid adepredation o the US $ at the high price
of degpening the recesson. Thisis an absolutely convincing argument if it describes the rele-
vant situation corredly. But, asill ustrated by the Y en case and the Euro case, it may be fully
beside the relevant paint if the exchange rate doesn’t foll ow Rubin’s theory but rather aran-
dom walk. The question currently asked in Japan is: How can a degoening of therecesson a
arenewed slowdown be avoided as monetary pdlicy, dueto interest rates alrealy close to
zero, haslost its grength and the aurrency is neverthelessunder the presaure of marketsto
appredate - na depredate? There isobviously no answer in Rubin’s or Summers theory to
this question.

Exchange rates, left to be determined by the market, do nd follow rational paths of adjust-
ment or even fadlit ate rational dedsion making by econamic pdicy. Sometimes, by chance
they may help to complement monetary padlicy in a cetain cyclicd situation. But as this can-
not be expeded in a systematic manner there is virtually nothing that can be | eft to the market
alone. Moreover, exchange rate changes, adepredation for example, may work in the same
diredionas areductionin interest rates. But there ae alditional effedsonthe dlocdion d
resources. The relative price between tradable and nontradable goods in every courtry is
changed at the same time & the price between damesticdly produced and foreign goods is
atered. Europe’ sreavery today is based to avery large part onthe dfed of adepredation
instead of demand stimuli from ecnamic padlicy, the overall outcome on poductionin the
European econamy may be simil ar to the one that can be adieved by lowering interest rates.
But the necessary by-product of an exchange rate based strategy in Europeis afurther in-
crease in the gap between exports and imports on the one hand and an increased profitability
of exportable goods compared to nontradables like services. The oppasite occursin the
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United States. In the medium andlong runit will become even more important then to turn
aroundthiskind d development'®. Thus, the larger the misalignment today the more probable
isafull swing in exchange rates later with all it s complementary negative dfeds oninvest-
ment in fixed capital on bah sides of the Atlantic.

The US-Government will | earn the importance of these awnsiderations as on as growth rates
plummet under the burden of higher exchange rates plus higher interest rates. The Euro seems
to foll ow the example of the D-Mark at the beginning of the 80s when, in comparable gyclicd
circumstances, the D-Mark was under presaure for more than threeyeas with the rate of the
D—Mark visavistheUS-Doallar nealy halved in avery short period d time. The US Gov-
ernment will reac as sosonasthe overvaluation d the US currency isfelt in terms of aweak-
ening of the eonamy. It isonly due to successul maaoeanamic palicy in the 90s that upto
today a benign negled approach of the US administration seemed to be feasible. But the bub-
bles, including the one that is blowing up between $and Euro, will burst. Only an ealy coop-
eration between the G 3 can help to avoid what will | ater be cdl ed a major misalignment with
all itsrepercussons onthe red econamy. Theleson d the 80sisasimple one: There can be
preemptive strikes by international monetary palicy to avoid urjustified changesin the exter-
nal vaue of money andthisisjustified as the dfeds of these thanges are & least comparable
to the dfeds of dramatic changes in the domestic value of money ((unanticipated inflation a
deflation).

Why isit that the market for currencies misalignes time and again whereas we do kelieve that
all the other markets, the markets for everyday consumer goods as well as thaose for extremely
expensive investment goods, work effedively? A radicd li beral thinker, F.A.Hayek, hasled
the way towards a solution. According to Hayek’ s theory of markets, the goods markets are
efficient because on these markets milli ons of participants coll ed trilli ons of individual in-
formation urits which determine the prices of a huge variety of goods. A government can
neither colled nor processthis information reasonably and thus canna produce prices which
adequately refled scarcity. The market for currency is organized in a quite diff erent way. On
this market informationis coll eded which stems mostly from government sources like statis-
ticd offices or central banks. Thisinformationisinterpreted in a cetain way by, even ona
global scde, afew traders. They try to match the views which, like in abeauty pageant, are
see as representing best the views of the majority of traders. The am of the gameisnat to
buy the product becauseit is needed to produceor sell something that forms part of an indi-
vidual ad of profit making but to make the highest profit with the best forecast of the fina
outcome of the game'.

That isnat to say that exchange rate changes in the global econamy are not needed any more.
If convergence of the monetary condtions, i.e. the mnvergenceof inflationrates, is not yet
achieved exchange rate dhanges shoud refled the resulting diff erences adequately to equili-
brate the cmpetiti ve positions of regions or nations. But if convergenceis given, asin the
European Union, and the participating nations have the staminato stick to their obligationsin
terms of preserving their competitive level withou relying on changes in the value of money,
the exchange rate isunnecessary. With the entry into European Monetary Union Europe has
adhieved an extraordinary success It has closed ore of the biggest casinosin the world and
time will tell that thiswas arational dedsion. But the rest of the world is not terraincognita.
The European achievement isonly a half way houseif it is not complemented by more mone-

12 seeHeiner Flassed: In thelong run...ist der Dollar schwach. in: Financial Times Deutschland, 16.3.2000

13 As a mnsequence, Hayek clealy oppased flexible exchange rates and favored an internationd standard. He laid down his
paosition in amore or lessforgotten bu neverthelessextremely important bodk in 1937 Cf. F. A. Hayek: Monetary Nationdism
and International Stability, in: Reprints of Econamic Classcs, A. M. Kelley, New York 1971
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tary cooperation onthe level of the G 3 and regional arrangements between the G 3 and the
emerging markets which pave the way for closure of the other casinosin duetime.

If the world econamy aims at avoiding huge fluctuationsin the external value of money and at
allowing avery high degreeof capital mohility a dose moperation d the big player’s centra
banks and/or aformal exchange rate regime ae the only way out. Europe has reated the cor-
ner solution d absolute fixed exchange rates. This lution requires a high and permanent
convergence of the monetary condtions, i.e., mainly of unit labor costs and prices. But for
courtries which are nat yet able to guaranteethis level of nominal convergencethere must be
solutions between the “corners’ of fully flexible or fully fixed rates or the world will tumble
from crisisto crisis.

6. Conclusion

The emerging markets are bad. After the sharp devaluations of emerging market currencies
in 1997and 1998as=tsin these murtries am to dfer agood kargain again. The inherent
problems of the exchange rate regime have not been tacled at al. Short term capital flowsto
the weakest courtries are pili ng up again and the trade disequili bria grow. The next crisisis
only aquestion d time. When it occurs the Western world will be a unprepared as e had
been in 1997.There have been alot of international medings and alot of smokein the ar but
international econamic palicy inthe G—7 andin the Ifi’ s has proved to be unable to under-
stand, to analyze and to hed the underlying sicknesses of the world monetary system. The
dominance of the “market” as the global symbal of wisdom and efficiency has prevented any
kind d criticd assessmnent of what has happened in Asia and elsewhere.

The official reading of the US — Administration and the IMF is just the oppdsite of the rea
sonable interpretation. According to their reading the @tempt of governmentsto be better than
the market and thereby fixing their exchange rates instead of leaving them to the knowledge
and the forecasting power of exchange markets had been at the roat of the troule. It never
came to the minds of the advocates of this eamnamic mainstream view that the deasion d so
many governments to abandonthe market solution and to find ways to stabili ze the externa
value of money by means of an anchor approach was aready the result of many frustrating
experiences to cope with the volatility and irrational movements of flexible exchangeratesin
small open eaconamies. To recommend to these courtries now just to return to the “solution”
the fail ure of which had been the reason to switch to the archor approach is absurd, cynicd
and dangerous.
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