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1. Introduction

The maor puzzle of the world econamy in the last 40 yeas is the growing discrepancy
between the development of the world savings rate and the development of interest rates.
Whil e the rate of savings and investment had risen from the beginning of the 60s to the mid of
the 70s, it fell, after the first oil price explosion, bad to the level of the ealy 60s and dd na
recover theredter. World interest rates, short and long term, were low up urtil the mid of the
70s but bath rose sharply sincethe beginning of the 80s and, upto ou days, never returned to
levels which had been regarded as ,normal“ in the first decades after the 2.World War.

These fads are outlined in a recent document of the International Monetary Fund (IMF,1995,
pp.6789, mainly Chart 23 and Chart 33). But the Funds reading of the empiricd evidence
reveds a degp misunderstanding of the interdependent structure of a monetary econamy. The
Fund adknowledges that an exogenous upward shift in world investment demand is ,, unli kely*
to be the reason for the rise in long term interest rates. The Fund suppases ,that the high
degreeof pulic dissaving over the 198G and 1993 has been a key fador® (p.84). Thisis a
surprising conclusion. The fad that the savings rate has been falling from 23 percent (in the
period 196072) and 25 rcent (197380) to 22Y%from 198094 and even lessin the last yeas
shows, if anything, that world investment demand has deaeased as the overall growth rates of
the world econamy (the numerator of the savings ratio) definitely have been falling since the
first oil shock. To bregk down the data for the major industrial courtries ,into private and
pulic saving“ and to find that ,virtualy all of the dedine took placein pubic sedor saving'*
(italics in original) reveds naothing, given the fall in owerall growth rates in company with
rising unemployment (IMF,1995, p.68).

Up to nov we do nd have areliable method to identify the adive or passve charader of
pubdic budget deficits. But it is a priori a more than surprising thesis of the IMF to suppcse
that the switch to conservative governments in some big courtries of the G-7 (United States,
Germany, United Kingdom) at the beginning of the 80s, with Japan being taken as
»conservative” in this resped too, can explain the shift towards an adive role of puldic
dissaving. Given these pdliticd circumstances it is obviously much more likely that puldic
dissaving in this period was the result of the slowdown of growth and investment rather than



its cause. In this as in ather cases, the nation d ,pulic dissaving, is not helpful at all. It
seems to be used only to hide the absence of a stringent theory.

The underlying theoreticd constructs get even more @nfused if we take into acourt other
fads. The most striking one is the rise of short term interest rates over the same period.
Whereas the increase in long rates could have been explained with the (unexplained) fall in
the suppy of long term capital (savings), the rise in short rates (red as well as nominal) is
hard to reconcil e with the fads of afall of the growth rates of red income, the fall of inflation
rates and rising pulic deficits, given the traditional instruments of analysis. The Fundtries to
explain short rates (p.84) with ,,government budget pdicy” on the one hand. On the other
hand ke states that ,the relationship between monetary pdicy and red interest rates is not
straightforward, (p.85 even withou mentioning any differentiation d short and long rates.
This is not only crude in theory but obviously result of the vested interest of an institution
mainly governed by central banks.

Even more surprising than the role which is impaosed to budyet deficits in the discusson d
savings and investment (seeBall/Mankiw, 199§ is the fad that an other phenomenon seams
to be totally ignored. The caital output ratio, at least of some of the Western industrial
courtries (seeObstfeld/Rogoff, 1996, isrising. Such a development was regarded to be of the
utmost importance by many eoonamists, including the one we ae to honow at this
corference, some decales ago®. With falling productivity of capital, so their argument, orly
permanently faling interest rates could compensate investors for falling rates of return on
fixed capital thereby preventing a seaular fall i n the savings and in the investment ratio. Rising
Interest rates and rising cgpital output ratios, as witnessed in the 80s and 9Gs had, acwrding to
this theory, to result in afall in investment ratios and a fall of the growth rate of overall red
income.

This paper intends to ill ustrate that the analysis of the IMF and aher recent pulicaions on
the topic are misleading and that the former writers like Kaledi were right. The relationship
between savings and investment on the world level canna be adequately handled with the
simple instrument of suppy and demand, assuming that the level of output or income or their
growth rates are given. Any assertion, attributing movements of the red short and the red
long interest rates to ,red” fadors (,addtiona demand d developing or transforming
courtries, rising pulic deficits*) alone, thereby negleding the role of monetary padicy and
thus relying on a strict neutrality hypothesis, is not tenable.

2. The Traditional Approach

To ill ustrate the point of disens between today’s mgjority view and a Keynesian or Kaledkian
theory let me first give avery simple example: At the beginning of 1994, neninal and red
long interest rates al over the world started to rise (see tart). The proporents of the
traditional approach explained this increase by the rising demand for cepital from al over the
world. It was, acording to their view, only by chancethat the Federa Reserve System of the
United States had increased its short rates just before long rates began to climb. Robert Barro
(1994) wrote in The Wall Street Journal:

' See Kalecki (1944), p.385



.1 he recent rise in real rates is a symptom of an improving econamic situation and ha
nothing to dowith Fed pdicy. Basically, real rates are high when growth prospeds are good
and investment demand is correspondngly strong...Mr.Greenspan could have told senators
that the Federal Reserve lacks any stronginfluence over expeded real interest rates, even in
the short run. These rates are determined by the interplay between supdy and dcemand d
credit, determined by the willi ngressof people all over the world to save andtheir desire to
invest....The recent rise in long-term real rates is a goodsign abou the world econamy. It
suggests that longrun prospeds for growth andinvestment are improved relative to those
that prevailed last fall.,,

The IMF and Stanley Fischer argued that the increased demand for capital from the
transforming courtries of the eat tended to increase red interest rates in 1994.This view
shoud have been clealy fasified by the developments in the following yea. The e@namies
of the indwstrial courtries dowed down remarkably after the expeded lag in 1995 and
nomina as well as red rates came down to the pre-slowdown levels first and to much lower
levels later..

The budget deficit theory of interest rates is faced with insurmourtable problems tooif it isto
be used to explain such a short run change in red interest rates as in 1994.All over Europe
and in the United States budget deficits were reduced in the @urse of 1994 as governments
benefited from a temporary acceeration d ecnamic adivity. But even in the ,long run* of
the 90s asawhadethereis no correlation between government deficits and interest rates. Since
the beginning of the 90s long term interest rates in the world (see tart 1), red as well as
nominal, had been coming down. Budget deficits in Europe were quickly rising after the
recesson which started in 1989and could be reduced for the first time, as mentioned, in 1994.
The United States were ale to reducethe puldic deficit at an ealier stage & econamic padlicy,
I.e. monetary policy there was able to initiate aprivate investment boam at arather ealy phase
of the cycle.

The most striking case in the 90s is Germany. Due to the burden o unificaion the budget
deficits, which had been virtually eliminated at the end d the 80s, exploded in a very short
period and readed 4,94 (in relationto GDP) in 1993.Nevertheless the nomina long rate fell
from 8,5% in the first quarter of 1990to 6% in the last quarter of 1993.The fall inthered rate
in the same period was even stegoer: from 5,76 to 2,2%%. All this despite the fad that there
was aboam in West Germany with an ungecealented rise in the ratio o private investment to
GDP. The riddle which the orthodo view faces today is of a similar qudity: The United
States have adieved surpluses in their government balances at the end d the 90s but the long
rate is much higher than in Europe where most of the governments are still struggdling with
high current deficits and high overall indebtedness of the government sector.

But a monetary explanation d interest rates is in a difficult situation too if it is used in a
national geographicd context. The short term interest rate rose in Europe up to the Autumn of
1992 (chart...) whereas the long rate, as mentioned, fell since the end o 1990.1n 1994, the
short rates in most of the European courtries did na rise dthough the long rate in Europe too
jumped from 6,75% to 8,65% from the first quarter of 1994 to the first quarter of 1995.



Long and Short Interest Rates in Germany and the USA
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It seams that most of the usually used theories to explain interest rates and their effed on
savings and investment are not adequate, given the fad that there is aworld market for capital
and money, which, after the liberalization efforts of the 19805 and the nwergence of
inflation rates all over the industriali zed world, seems to be much closer interrelated as it was
before. To find satisfadory explanations for the world wide increase in long and short term
interest rates as well as for the fall in savings and investment to be observed in major regions
of the industrialized world, at least since the end d the second al price eplosion, we will
have to focus the investigation onevents of a global dimension. Any kind d partial approad,
be it sedora or regional, is in danger of misinterpreting developments by putting artificial
boundaries into a global economic framework.

3. Basics

The theory of saving and investment unfortunately is, upto ou times, a rudimentary one. It
consists mostly of the more or less ®phisticated breakdown of an identity. Let Y be the gross
domestic product of a dosed econamy (or the world), then the whole product obviously can
be split into a part (C) that is consumed immediately (in the period d production) and a part
(S) which is saved to be cnsumed later or to beinvested (1) in order to increase the product Y
(the national dividend) in a later period. We can write the product as:

Y=C+lorY=C+S

and we ,find, what was assumed, namely that:



S=1

To split up consumption and investment into the mnsumption a investment of certain groups
of adors like , the government, or , foreign courtries, in the cae of an open econamy does
not add much information to the identity. It remains a simple definition”. To make atheory of
it, we have to identify the variables which determine the movements of C and | and in
consequence the product of the world.

It is, from a priori ressoning, questionable to seach for variables which equate S and I. In the
past the standard error of many authors has been a notion d the kind that..., In equili brium,
however, the world interest rate equates global saving to global investment,, (Obstfeld/Rogoff,
1996, p.3L As S and | are dways identicd, the notion d , equilibrium, as well as the
asumed role of the interest rate is, as Michal Kaledki has pointed ou time and again, withou
any meaning and without any informational cortents®. It is dangerous to use the ideaof the
interest rate & an equili brating medianism of saving and investment withou saying what it
implies. It implies that red income (the product) of the eonaomy under consideration is
asumed to be ather constant (or growths with constant rates). This eliminates, however, any
information d the theoreticd nexus. Alternatively one has to assume that the anourts of
saving and investment are independent from changes of the red income. But thisis obviously
absurd for any theory claiming to deal with problems of real life.

One can squeeze abit more information ou of S =1 if we regard bah na as, ex post, given
variables but, ex ante, as a planned amourt of money (S*,1*) at the beginning of a cetan
period. There ae two cases then which mark the range of the posgble outcomes. If I* > S*,
planned investment (demand onthe caital market) exceels planned saving (supdy on the
cgpital market) interest rates may rise to an extent that the product (red income) remains
unchanged (the dasscd case). If interest rates do nd rise & all, then the product (red income)
must rise and inducethe higher amourt of saving which is,, needed” for the ex post equality of
saving and investment. Still, we do nd know much about the determinates of the system. But
we begin to realize the gulf that separates the two extreme cases.

The IMF (p.73 charaderizes these two cases as if thereis a choice, alowing in bah cases a
similar dynamic interrelationship between investment and growth:

»IN ore vew, saving is e as resulting from a choice between present and future
consumption. Individuds compare their rate of time preference to the interest rate, and
smoath their consumption over time to maximize their utility. The interest rate is the key
medhansm by which saving andinvestment are ejuili brated. The other view sees a close link
between current income and consumption, with the residud being saving. In this view saving
andinvestment are ejuili brated mainly by movements in income, with the interest rate having
a smaller effect.,,(p.73)

* The typical error as regards the informational contents of the identity can recently be found
in Ball/Mankiw (1995). They argue (p.97) that ..., This simple equation (S=I,H.F.) sheds
considerable light on the effects of budget deficits,,. But the equation has no light at all.
Thus, Ball/Mankiw are mislead from the beginning in their interpretation of what budget
deficits do. I will come back to this at a later stage.

* This is obviously a similar discussion as the one Keynes had fought against the ,classical
theory of interest, (Keynes, 1935, p.14ff.). Keynes concludes that the classical theory is...
Lfaulty because it has failed to isolate correctly the independent variables of the system.
Saving and investment are the determinates ...not the determinants of the system,. (p.183)



Thisis amisleading description d both concepts. As had been said abowe, the ideathat there
shoud be amedhanism to ,, equili brate, saving and investment is per se highly questionable &
their equality is an ex post identity. But if the interest is regarded as a device to avoid any
huge deviations of planned saving and danned investment, the analysisis boundto lea to the
conclusion that red income is constant (or constantly growing) over time. The second view,
however, rgjeds the ideaof a cnstant red income apriori. In a Keynesian world, the fad that
saving and investment are equal ex post (not , equilibrated*!) is an important feaure of
eonamic analysis but it is not important for the dynamics of the system. The aedion o
income (I* > S*) is the main target of the actors in the economy.

In a big closed emnany there ae three groups of adors to be separated ou, private
househadlds, the cmpany sedor and the government. In small open eamnamies we have to
take into acourt the role of foreign trade and the behavior of the cmparable sedorsin ather
courtries or regions. The stylized behavior of these groups can be descibed in a rather smple
way.

Private households receve income from diff erent sources, companies as well as governments
or foreign courtries. Private househdds sve a cetain part of their income and ke assets of
diverging maturities. Let us assume that the ratio of saving to income is a positive function o
the (red) interest rate and a paositive function d changes in (red) income. In this case private
households ad as a stabili zer on the caital as well as on the goods market. In the @urse of
the trade oycle the interest rate usually rises with rising red incomes. Private households
normally increase their saving rate and thereby dampen the growth of demand and vice versa.
Whether this gnoocthing of consumption is the result of a rational comparison d time
preference with the expeded interest rate or just slow adjustment to rising incomes (the
attempt to keep the oncereaded level of consumptionin arecesson) is an open question. But
the reasons are less important than the effects.

Private househadlds react to events like movements in red income or interest rates, they
usualy don't ad. They have no means to increase red income for the eonamy as a whole
although they may try to improve their speadfic income position by increasing their supgy or
improving their terms of trade. Whenever a private household is ading to use airrent savings
for adivities which will pay out only in alater period it slips into the role of the entrepreneur
and shoud nolonger be treaed as a private househadd. Per balance (net) the househald sedor
Is in most of the western advanced economies the main supplier of funds to the capital market.

The company sector is the main investor. Companies ad through their investment to crede
red income by using resources (savings) of other sedors. This is a unique role which the
entrepreneur or investor has occupied (see Schumpeter, 1912. He is the e@namic agent who
ads despite the fad that the outcome caana be cdculated, that there is objedive uncertainty
in the Knightian or Keynesian sense: ,We simply do nd know“ (J. M. Keynes) what will
happen. The dfeds of the aedion d income through investment by entrepreneurs will spill
over the whoe eonamy in an unpedictable way and - creae new savings. These savings
appea as svings of private househadlds, after their red income or the level of employment has
been improved, o asreduced dssaving of the government after more taxes have been paid by
companies and howseholds. The (grosg savings of the company sedor appea as retained
profit which will, as a rule, be invested again. Per balance (net) the mmpany sedor has a
deficit of receipts corresponding to its net investment.



Governments are mnsumers and investors. They colled taxes and fees to be spent for
consumptive purpases (wages, pensions and aher social contributions) as well as for pulic
investment in infrastructure, environmental protedion and the production d other pubic
goods. Governments may be net saver or net dissaver and thus upgier or demander on the
cgpital market depending ontheir role a investor or consumer. But governments, urlike other
sedors, may, due to their maaoeconamic resporsibiliti es be forced to dssve in speda
circumstances in an attempt to stabilize demand. A priori, government saving or dissaving
canna be discriminated against any other form of saving, moreover so as there ae dose
interdependencies between saving and investment of the three sectors.

A lot of confusion surrounds the question ,What do budyet deficits do?* (see & the most
striking example: Ball/ Mankiw, 1999. The source of the confusion hereis mostly to be found
in the uncriticd mixture of judgements concerning the role of governments in questions of
welfare and the dficient allocaion d resources on the one hand and judgements concerning
the role of governments as players on the maadoemnamic field. One may argue that
governments indeed are inefficient in many respeds if compared with the private adors and
that a withdrawal of government intervention may increase welfare in many cases. But thisis
a question gute independent of the one which deds with swings in maaoecmnamic balances
of all the adors on the stage. And as on the stage the fad that one ador doesn’'t play his role
adequately obviously doesn’t mean that his character for the play as a whole is redundant.

The orthodoy in emnamics, nevertheless has fallen badk to pre-Kadedkian and pe-
Keynesian caegories. Ball/ Mankiw in their investigation d the dfeds of budget deficits gart
with a surprising hypothesis:* Budget deficits have many dfeds. But they all follow from a
single initial effed: deficits reduce nationd saving. Nationd saving is the sum of private
saving ...and pulbc saving..When the government runs a budgt deficit, puldic saving is
negative, which reduces national saving below private saving“ (Ball/Mankiw, 1995, p.96/97).

Thisis econamic norsense. Ball and Mankiw work with a model which must be based onthe
ideathat there is smething like a, fund, of nationa saving which can be exhausted by the
government. But a growing government deficit does not per se imply a reduction d national
saving. The government may, thisisthe cae Kaledki mainly focussed on,with the new funds
increase overall investment in the e@namy more than the private sedor has dore and could
have dore. Government deficits may rise because private investment fall s and the government
stabili zes demand in an effort to prevent afurther fall of private investment and saving. In this
case national savings will be higher with than withou the budget deficit. Public budget
deficits may rise because the government increases pulic investment which is needed to
stimulate complementary private investment. Again netional saving increases. Or budget
deficits increasse becaise a government stimulates private investment by tax cuts. Will
national saving, the national investment ratio fall ?* Thereis no fund d national savings and it
isonly asad testimony of the regressin eanamic thinking that has taken pacein many fields
in the last years that a paper like the one of Ball and Mankiw could have been published.

* Ball/Mankiw seem to believe too that an increase of the government deficit ,leading, to a
fall of national saving may induce a deficit on the current account too (p.100). There is no
theory for such an assertion. If government deficits rise all over the world, as it happened in
the 80s this will obviously not induce current account deficits everywhere. Only if
governments are successful in inducing high growth rates and a positive growth gap
between their countries and the rest of the world, as it was the case during the German
unification, a current account deficit may occur. But then the government deficit will not
have ,reduced,, but increased national saving, i.e., increased investment.



At this dage we have to mention other countries, i.e. the surpluses or deficits of regional
conglomerations of private households, companies and a government sedor. These ae
measured at geographicd borders and are acouned as current balances. These balances are
often cdled ,a muriry’s svings, (Obstfeld/Rogoff, p.163. But such a termindogy is
extremely misleading. ,, Courtries, do nd ad econamicdly at al. Courtries, at least those & a
similar stage of development, consist of the same groups of adors as other courtries and the
world as a whole. Each unt of these groups has, to survive in the market, to preserve its
competitivenessin the whde freetrade region, whatever the national borders may be. Given a
more or lessequal distribution d the groups inside the national borders will, as a rule, na
lead to huge and sustained surpluses or deficits of the geographicd conglomerations because
that would imply a gain or loss of competitiveness or a permanent , living beyond o below
your means, of many units of the region. But this is prevented by sanctions of the financial
system on the micro level (hard budget constraints) which are well known to everybody.

Thus, huge swings or persistent saving or dissaing of regions can orly be due to
discrepancies emerging between courtries as a result of long-lasting divergent pdlicy
interventions (too expansionary or too restrictive paicies and their effed on interna
absorption) or as result of huge swings in the mpetitive position d a region (eg.
overshoating nominal exchange rates). The normal outcome, excluding padlicy interventions
like interregional transfer systems, will be amore or lessbalanced ,, budget” of any regionin a
freetrade aea This is confirmed by many empiricd investigations. Slope wefficients for
industrial courtries national investment and saving rates are usually close to 1. That is to say
that there seems to be not much of a contribution of ,foreign countries” to national saving.

This fad, which is, acording to the @ove reasoning, the normal outcome has, after the
pubdicaion d a paper by Horioka and Feldstein (1983, been the basis of many misleading
speaulations concerning international cgpital mohility. Feldstein/Horioka agued that the high
slope wefficient is evidence for a rather small mobility of cepital or restrictions for capital
mohility even in the group d industrial courtries as otherwise cagital shoud be freeto move
and ,..to se&k ou the most productive investment oppatunities worldwide®
(Obstfeld/Rogoff, 1996, p.16R This is a fundamental misunderstanding. It is just the other
way round The more similar in their structure and the more open the @urtries under
consideration are, the smaller will be the net movements of cepital (the balances) between
them. Such afinding has no dred implicaions for grossmovements. These can be extremely
important and their movement may lead, withou the ,, contradiction* seen by Obstfeld/Rogoff,
to ,,...the remarkable dosenessof the interest rates that comparable asets offer despite being
located in dfferent industrial courtries® (Obstfeld/Rogoff, 1996, p.162 The ,courtry* is
usually no caegory of importance in the markets and for econamics as well if we ae not
dealing with interferences into the market by national governments.

4. Profits and Investment

To dscussthe interdependent structure of the system which determines the behaviour of the
adors more systematicdly, Keynes, Kaldor and Kaledi found, for good reasons, ancther
identity usefull. Given the identity used abowve the profits of enterprises (P) aways equal
Investment (including the mnsumption d entrepreneurial househalds) (1) plus the deficits of
the other sedors (DG: deficit of government; DF: deficit of foreign courtries or export surplus
of domestic emnamy) diminished by the saving of the non-entrepreneurial private households

(S):



P=1+DG+DF-S

An increase in government deficits or an increase in current acourt surpluses increases
profits as well as a reduction d private saving increases profits. This irrefutable relationship
given, the role of government deficits as well as private saving in the process of the
determination d national or world saving appeasin a different light. Additional expenditures
of the government or private househalds lealing to higher dissaving or reduced saving of
these sedors do nd imply areduction d the national saving rate if these adivities induce an
increase of saving and investment in the company sector.

There has been a lot of discusson abou the so-cdled Ricardian equivaence i. e. the thesis
that any fall of government saving (increase in government deficits) is fully compensated by a
rise in private saving. The euation d distribution, havever, sheds new light on this
relationship. If the Ricardian equivalence perfedly holds for private househods deficit
spending of governments obviously canna increase profits of enterprises and investment. But
in redity there may be lags. If there is no full and immediate @mpensation by private
howsehalds profits will increase and may induce alditional investment®. In this case the
empiricd evidence, which is anyway not convincing, has to be interpreted even more
cautiously. Increased savings of the private sedor as a whole may mean more investment in
fixed capital plus higher private savingsinstead of a higher savingsratio o private households
alone which is usually associated with the Ricardian equivalence. Government deficits may in
this case bring abou exadly the outcome aKeynesian ar Kaledian theory predicts but the
evidence may sean to fit the Ricardian equivalence The cae demonstrates, the question hav
higher savings of a cetain sedor are transmitted into higher investment is gill unsolved. It
shoud be dea, however, that the existence of the Ricardian equivalence and an influence of
government on interest rates is contradictory.

Even more @nwvincing is the other way round If the government saves more (reduces its
deficits) it may be plausible to assume that private households sve lesseven if thereis nofull
compensation. But the cmmpany sedor will read differently. With afirst roundcut in profitsit
Isnot plausible & all that firms will i ncrease their investment in fixed cepital. If they reduce
Investment and employment private households may reduce their savings rate in an attempt to
stabili ze their level of consumption. The outcome of this complex processin terms of national
saving is not predictable. But whatever the outcome will be, it is more speaulation than theory
to interpret the result as being in conformity with the implied causality of the Ricardian
equivalence The normal causality shoud be the other way round Due to a cetain exogenous
shock private agents swve and invest less than before. The puldic budyet deficit increases
automaticdly due to the dfed of built-in-stabili zers, the empiricd observation is a fall in
overall saving (investment) and an increase in the deficit. To interpret this as evidence for the
Ricardian equivalenceis obviously norsense. But again, the caes under consideration cannat
be separated out by empirical methods.

Given these reservationsiit is hard to uncerstand that the IMF comes to similar conclusions as
Ball/Mankiw by stating that ...,the empiricd evidence suggests that there is lessthan a one-
for-one increase in private saving when governments dissave, so owerall national saving and

® This was definitely the case during the German unification. Deficit spending of the central
government led to a boom in investment in West Germany despite restrictive monetary
policy.



world saving dedine when governments run higher budget deficits* (IMF, p.89. But if thisis
right then the meager statement that ...,increased levels of government debt are generaly
asociated with higher red interest rates® (IMF, p.89 definitively leads into the wrong
diredion. Why shoud the increase of a cetain sedors demand for cgpital lead to an increase
of red interest rates if the overall saving dedines? How can we @nclude that interest rates
rise before we know what has happened in the other sedors and thus for the demand for
cepita as a whale? Again, imagine the supdy of cepital falls for whatever reason. Higher
interest rates may induce an increase in the saving ratio o private househdds. But the
oppatunity costs of investment have increased and the profit situation may have worsened
due to falling demand. Is it serious to conclude that higher red interest rates will necessarily
be assciated with higher saving, given the fad that falling income is - necessrily - the
~equilibrator, in this case?

At this gage of the procealings we have to introduce the monetary sphere of the eonamy.
The gquation d distribution deds only with the red side. Withou money any change in |,DF,
DG or Sisacompanied by diminished or increased supgdy or demand onthe caital market at
least as far as the first round effeds are wncerned. If governments raise their deficits they
demand more caital which may, withou a perfed Ricardian compensation, increase the long
term interest rate and profits. If private househadlds raise the anourt they save out of a given
income they provide the caital market with more supgdy lowering the long term interest rate
but diminishing profits. The curnerading forces on the caita and the goods market leave
the question d the dfeds on investment, at least at the theoreticd level, urenswered. Thus,
supdy side padlicy withou money is facal with a striking paradox. Asume the wmpany
sedor ,,deddes, to increase investment (I) due to the governments dedsion to dff er additional
tax cuts or simply due to increased , confidence®. This will bring abou exadly the same
repercussons from the caital market side & we usualy impute to interventions of
governments or an exogenous fall of private savings. Additional demand for capital by
entrepreneurs will definitely improve the profit situation, bu only at the expense of higher
interest rates. If we ae not able to dscriminate quantitatively, that is to say by empiricd
investigations, the dfeds of the caital and the goods market, we will not even be ale to
dedde, onatheoreticd level, whether a market econamy can ever leave the drcular flow and
create additional income or higher income growth.

Obvioudly, this is a very uncomfortable situation for econamic theory, given the fad that the
world econamy grows. At avery ealy stage of econamics as a science, however, this problem
was addressed and a preliminary solution was found The only way to finance alditional
investment and growth o the overall econamy is the atificial creaion d additional money.
Addtional money, so many ealy writers, including Schumpeter (1912 and von Hayek
(1933, would allow to increase investment withou negative repercussons from the caital
market. This ideafoundits expresson in the phrase of ,forced saving“ which had occupied
many ecnanmists in the 30s of this century. Keynes flatly rejeded the idea & he could nd see
how to make sense of it despite in the case of full employment where alditional money - via
inflation - may be necessary to shift resources from consumptive purposes to investment. ,, But
an attempt to extend this perfedly clea notion to condtions of lessthan full employment
involves difficulties® (Keynes, 1935, p.8L To Keynes the idea of forced saving canna
explain why ...,the savings which result from this deasion (The deasion d a bank to grant a
credit to an entrepreneur, H.F.) are just as genuine & any other savings, (p.83. This is
undeniable but the term ,,forced, is nat the aucia point. Keynes misses this point by stating
that ...,these tendencies... (which charaderize the state of increasing output, H.F.) will occur
just as much if the increase in ouput has been initiated atherwise than by an increase in bank-
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credit, (p.83. There may be no, otherwise”. Then the notion d forced saving or better, about
the role of money in the process of the creation of saving, gets an overwhelming importance.

The importance of money had been clealy recognized at the beginning of this century by J.A.
Schumpeter in his,, Theory of Econamic Development” (1912). Hayek (1933 joined his view
that only abundant money will alow high growth rates and a quick development of nations.
For Schumpeter it is explicitly a patentially inflationary policy which spurs econamic
development. Monetary pdicy has to , prefinance” the process of development withou
knowing with certainty that the alditional money will be used for red growth. This explains
why caching-up pocesses are usually endangered by inflationary acceeration. The whole
process is potentially inflationary without becoming inflationary in the least analysis.

Why isit that athorough analysis of world saving and investment like the one of the IMF not
even mentions the role of monetary policy? This dift in emphasis compared to former
writers, obvioudly, is due to the fad that in the murse of the rational expedations revolution
of the 80sit has become ageneral conviction that monetary palicy overshoaing a ,, warranted”
growth rate of money will i nduce inflationary expedations and inflation orly. This ideasays
that the average eonamic agent has the expedation that the future inflation rate p* will
always be determined by the following equation:

*=mw-m*,

where mw is the warranted noninflationary growth rate of (effedive®) money (m) and m* is
the expeded growth rate of m. The warranted growth rate of m equals the expeded and
warranted growth rate of red income or output. In a norrinflationary environment mw equals
m*. If money growth exceads mw inflation is expeded to accéerate to p* and adjustment of
wages and aher items which are inflation-prone quickly takes place The accéeration d the
growth rate of money has, if any, ony temporary effeds on the red emnamy but lasting
effects on the price level.

As we ae talking abou eamnamic dynamics the implications of this theory concerning the
asumed knowledge of the average eonamic agent are of the utmost importance The theory
asumes that everybody knows the warranted growth rate of the eonamy in which he lives.
Why shoud that be afeasible sssumption in an open emnamy and society? For example,
nobod/ had forecast that Europe & awhole will i n the 90s fall much behind the United States
anditsown historicd performancein terms of the average growth rate. Who would asert that
an increase in red growth in Europe in the next decale is not posgble? If this information is
not available the whole theory falls apart. Nothing is left but a file without contents.

The fad that we have to live up with is the increase of short rates in conjunction with long
rates snce the beginning of the 80s. If there were red reasons for the rise in long rates like
cgoital scarcity or increased demand for capital, short rates could have followed a diff erent
pattern. Short rates are determined by monetary policy and nahing else’. If monetary palicy

° Effective means including the relevant development of money demand, which is to say that
effective money equals nominal output.

" There is a lot of irritation around the way in which money is supplied by the central bank.
But it should be clear that the state owned monopoly central bank has no supply schedule
but determines a certain point on the money demand schedule so that all the argument
about a market process in the money market is useless. Additionally, the empirical evidence
is overwhelming.
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increases dhort rates beyond the point which is determined by the time preference of asst
holders it credes incentives to substitute long against short assets. The supdy of long term
aswts falls, compared with what would have been ofered withou the central bank
intervention, leading to rising interest rates on the long side of the markentwice versa.

Thus, monetary policy destroys or credes capital by setting the short rate beyond a below the
rate which refleds the undstorted patfolio seledion o the average suppier of capital.
Monetary policy shifts the supdy curve of capital. It is important to nae that this happens
withou any compensating repercusson onthe red side of the eonamy. If monetary palicy
reduces the money supdy in an attempt to stop inflation and asset holders switch to the short
side of the market, shifting the supgy curve to the left, there is no expansionary effed on the
red side & in a cae in which private househods reduce their saving rate and increase
consumption. Thisis due to the unique role the central bank hdds among palicy makers: Only
the money suppy or the short rate ae exogenous, all the other instruments have to bea the
burden of being endogenous, being an integral part of the economic system.

5. Some Empirical Observations on Money and Interest Rates

If we look at monetary palicy in the gter-war history it is useful to separate out threediff erent
phases. In the first two decales after the war monetary policy was hardly ever restrictive,
taken long over short rates or the spread (long minus dhort) as a reli able measure of monetary
effeds. Whenever the spread becomes negative monetary palicy exerts a restrictive influence
onthe eonamy asthe normal time preferenceis nolonger refleded in market rates. In the 50s
and 6Gs for which, dwe to insufficient data, cross courtry evidence is not available, in the
United States, for example, the spread never was negative.

® There is one argument usually brought forward at this stage. Holders of long assets could
perceive the move of the central bank as bringing inflation down quickly. Then they would
stay with the long market and not shift into short assets. The validity of this argument
affords the same information implications as the general argument in the rational
expectations debate with which we have dealt above. This is not to deny that such a
speculation may happen time and again for very short periods. To use it as a general
assertion about the behavior of the capital market involves, as we will see, a fundamental
€rTor.
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In Germany there was only a very short period duing the Korean War at the beginning of the
50s where short rates excealed long rates. After that short rates only touched long rates
immediately before the small recesson in the mid of the 60s. The evidence of the IMF is
striking too (see IMF 1995, chart 33, p.84, the positive gap between long and short (red)
rates was gable & 1¥22% from the beginning of the 60s up urtil the first oil price explosion
for a group of important industrial countries

During and after the negative supdy shock of the oil price explosions the role of monetary
poicy is sibjed to dramatic changes in two higgest regions of the world, Europe and the
United States, representing even recently (1994 more than half of the globa red income.
Chart 2 depicts the nomina short and long term interest rates of Europe and d the United
States.

In the mid of the 70sin bah regions of the world monetary palicy becane restrictive over an
extended period for the first time in modern history. In Europe the spread was negative in 6
guarters (from the second quarter of 1973to the third of 1974. In the United States the yield
curve was inverted for 7 quarters, ranging from the first quarter of 1973to the end d 1974.
The seaond polonged phase of monetary restriction started in the dtermath of the second al
price plosionin the States at the end d 1978 (3.quarter) and lasted till the second quarter of
1982 (in 16 Quarters, including a short breék, the spread was negative). In Europe the spread
turned negative abit later this time than in the USA (2.quarter of 1979. But, given the data
for 15 European courtries and the GDP weights of 1994, the average European spreal was
negative withou any bre& up uril the third quarter of 1987.This amourts to 33 qurters of
restriction from the monetary side.

But the story of monetary constraint doesn’t stop at that point of time in Europe. Whereas the
United States, after 1982, experience only a very short period d restriction (4 quarters in

° The IMF chart includes, representing the ,world,: USA, Japan, Germany, United Kingdom,
Canada, Belgium, the Netherlands and Switzerland.
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1989 up urtil today, Europe is far worse off. The period d anormal yield curve is extremely
short: Only six quartersin 1987and 1988can be wurted in which monetary palicy stimulates
the suppy of cgpital. From the first quarter of 1989to the first quarter of 1994 (20 quarters
with afour quarter interruption in which the spread was close to zero) the restriction this time
lasts.

It isjustified to conclude from this evidence that a dramatic shift in monetary palicy explains
the increase in interest rates all over the world since the 80s. Even more striking is the
deviation between the two hig blocks in the 90s. Whereas in Europe, mainly due to the
German Unificaion, monetary palicy remained restrictive up urtil October 1992,the Federal
Reserve System was cutting short rates snce the third quarter of 1990. The result was the
largest gap (more than 6 percentage points) ever to emerge between short rates over the
Atlantic (see dart 1). Long rates in bah regions moved between the two extremes. They
started falli ng soon after the Fed' s first cuts, bu the paceof the fall accéerated orly after the
turnaroundin monetary palicy in Europe. Again, seen from a limited European perspedive,
the fal in long rates despite rising short rates could only be explained by the orthodoky only
with the markets confidence in the ceitral banks (Bundesbanks) determinedness to fight
inflation, thus reducing the inflation remium. Seen from the US-perspedive the ealy fall in
long rates would mean that the confidence of monetary palicy in subdwed inflationary dangers
was justified or, as has been very often argued, that the fall in US-government deficits is the
main reason for the fal in long rates. These interpretations are not tenable. The global
perspedive dealy shows that monetary paicy - on a global scde - and nd much ese is
responsible for the fall and rise in long rates.

The most misleading explanation is the government-deficit theory. The IMF ,finds,
empirica evidence that the shift in government debt from 45% of world GDP in the 1960
1972 eriod to over 55% in 198193 ending in 1994at over 70% ..., seams to explain roughly
200 d the 250-basis-paint increase in the red short-term interest rates between the two
periods..., (IMF, p.89. Firstly, it is difficult to uncerstand theoreticdly, howv the government,
having neither direa influence on the nominal short rate nor on the inflation rate, can
determine the red short rate. To test empiricdly theoreticd normsense caana bring abou
reasonable results. Even the thesis that the government has a dired influence on the long rate
which dominates the influence of other sectors is, as we have seen, not easy to understand.

If governments increase their deficits we ae unable to deade apriori whether the increzse is
merely a reflex of the weegening of the overall econamic situation a of determined
government adion. Thus, the IMF shoud have tested first alternative explanations, namely
those including exogenous variables. The result would have been simple. Nomina short rates
clealy determine long rates on the world level. This is true for red rates too. Only if, what
seans to be the cae for the IMF, there is a sophisticaed dfferentiation between the relevant
inflation rates for the short and the long end we may be stuck in confusion. But even then
there is no explanation d the governments influence on the nominal short rate or the , short
term inflation rate,,.

The interpretation d the fads by the IMF is highly questionable. If government deficit
spending shoud have adired influence onthe long rate or the short rate, this influence shoud
show up a thetime & which the deficit isrun. According to the IMF s own figures the bulk of
the pullic budget deficits has emerged since 1980with a huge renewed increase in the 90s.
But red long rates, again acording to the IMF' s own data, have permanently fallen since the
mid o the 80s. Extremely striking the cae of Germany again. The government deficits
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exploded in the murse of the unification pocess snce 1990form a gslight surplus in 1989to
5% of GDPin 1994 Red long interest rates fell from 6% at the beginning of 1990to lessthan
2% at the end d 1993, rising badk to 5 in 1995when the deficits had been down to 3%26
and the government was determined to cut the deficit to read the Maastricht ,,reference point,
of 3%.

6. Some Evidence for Small Open Economies

Other evidence brought forward by the IMF, is inconclusive too. Stanley Fischer, for
example, argues that: , In the mid-80s there was growing suppat for the view that fiscal
contraction was exparsionary. This conclusion was based on the fact that in Ireland and
Denmark budget deficit cutting hadvery positive impacts on econamic growth; and somehow
this conclusion was generalized to be true in dl circumstances, the argument being that by
tightening the budget you increase nfidence in the eonamy, and then there is more
investment” (Fischer 1999. Fischer obviously has ome reservations using the agument as it
Is and seams to bame others to have generdli zed these examples. But the fad that , evidence*
like this is taken as a reliable agument for making the cae of tight budgets, given the
interdependence of the ador’'s balances, clealy reveds an ideologicd bias. As has been
shown abowve aguments to defend deficit cutting are confused with arguments abou
efficiency of state intervention and thus, the debate éou maaoewmnanics, urfortunately,
becwmes a part of the ever lasting fight between government intervention and free market
solutions™®

If it weretrue, tightening fiscd padlicy and getting more mnfidence and more investment at the
same time would be a wonderfull solution for most of our econamic padicy problems.
Unfortunately however, things are not that simple. The wegnessof the agument, is a priori,
reveded by the fad that mostly the experience of very small open emnamies is brought
forward to ,prove” the cae. For Europe & awhaein the 90s, despite its big achievements in
budget cutting, there is no miraaulous increase in investment. The oppasite is closer to truth:
Investment was extremely sluggish all over the 90s and uremployment rose. But let us look at
the eperiences of some small courtries like Denmark and Ireland, Sweden and the
Netherlands which are frequently taken as role models for much bigger economies.

To uselreland as an example of asuccesdull orthodox strategy is close to an absurdity. Due
to its membership in the European Union and the fad that Ireland was the poarest courtry for
along time Ireland recaved huge anourts of money from Brussels yea by yea. The top ret
contribution d the European Union was close to 4 % of Irelands GDP. In addition to that,
Ireland , beggared” its neighbous in two dfferent ways. Firstly, they pursued a strategy of
undervaluation d their currency in the European Monetary System. After the tripartite
agreement in the mid of the 80s, overal unit labou cost up to today fell in absolute terms or
at least in relation to the other members of the single aurrency. The red depredation s avis
the members of the EU acawmulated from 1987 to today to something like 25 % (EC
Econamic Data Pocket Book, No. 121998, p.59. Irelands current acourt balance swung
from huge deficits at the beginnings of the 80s to large surpluses al over the 90s. This
permanent red depredation d the Irish Punt was tolerated by the other members of the EU as

** Kalecki, obviously, had to fight similar ideological biases, in his ,Political Aspects of Full
Employment” (Kalecki, 1971, 138-145) he cites arguments of the ,leaders of industry* which
are, word by word, used in today’s ideologically overheated economic policy debate in
Germany.
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Irelands total GDP only amourts to lessthan 1 % of EU's GDP. Seawndy, Ireland hes
attraded and still attrads capital from other courtries by heavily subsidizing foreign dred
investment.

Denmark is a quite conclusive example too. This is true for the 80s as well as for the 90s.
Due to aladk of datafor the 80s | will demonstrate the cae with the experience of the 90s'.
Up t01992Denmark was in a very bad shape. Unemployment readied the pek level of 10 %
in 1993,the yea of a general recesson in Europe. But then, in 1994, Denmark jump startet
out of the recesson with a growth rate of 5,8 % in 1994.What had happened? The data ae
very conclusive: Red private consumption rose in 1994by 7.1 %. That is the highest growth
rate of this demand comporent that any of the bigger indwstrialized courtries (with ore
exemption-?)during the 80s and the 90s has readed. This jump in private @nsumption was
the result of a dramatic dedine in the saving rate of private househdds, it fell from 9,2% in
1993to 5,0% in 1994.This was definitively not the result of a Ricardian equivaence dfed
because the government readed much later to the cmnsumption stimulated boan by cutting
overal deficits. In 1996,two yeas after the boam had startet, which at that time was dill
fuelled by high consumption rates, the government deficit dropped to 0,9% from 2,2 % ayea
earlier (the maximum had been 2,8 % in 1993).

In these days in dscussonsin Europe Sweden is ®en as a new example of succesull palicy
of fiscd tightness which led to more growth and more investment. Sweden started with
extremely high budyet deficitsin the 90s (more than 10% in 1994 and has achieved a surplus
in 1998.But here too, the story is a bit more complicaed. Sweden, which is not yet member
of the monetary union, saw alarge depredation d its currency throughou the 90s leading to a
red depredation d more than 10% vis avis the EU members and even more against the rest
of the world. Sweden’s current acourt, which had been in deficit for many yeas before
(maximum: 3,5% in 1992, moved to a surplus of 2,8% in 1997.At the same time, despite a
large drop in employment and very rigid naminal and red wages, the saving rate of private
household plummeted to 0,8% in 1997,compared with 8,3% in 1993,thus dabilizing red
consumption expenditure and domestic demand.

The most striking example of a cuntry with successul supdy side palicy seem to be the
Netherlands. But the Netherlands are, at the same time, the best example for the
achievements of a small open econamy which canna be @pied by large, more dosed
eoonamies. From the beginning of the 80s up to the mid of the 90s the Netherlands pursued a
policy of permanent red undervaluation d their currency which was fixed all the time to the
D-Mark as anchor currency. For the 80s the Netherlands adhieved by far the highest red
depredation d al EU member states. Their red effedive exchange rate depredated at that
time aanwally by nealy 2 % (EC Econamic Data Pocket, p. 59. This padlicy was continued
into the 90s with a turnaround oty in 19971998 as the improved labour market condtions
led to a rise in nanminal wages relative to the rest of the EU. The arrent acourt was in
surplus al over the 80s and readed a maximum of 6,1 % of GDP in 1997.In addition to that,
the househdld savings rate, which is low by any standard, hes fallen to zero at the end d the
90s thus giving stimuli to the economy from the domestic side too.

" All the data I use are from OECD Economic Outlook, December 1998, if not otherwise
indicated.

* The exemption is the UK in 1988, when, in the course of the famous Thatcher-Boom, even
7.6 % had been possible for the same reasons as in Denmark.
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All these examples $how the oppasite of what could be expeded by a naive orthodox view
and they clealy suppat the Keynesian or Kaledkian view that an explanation d investment
dedsions and hgh growth rates has to take into acount al the relevant variables, the
government deficit, the aurrent acournt balance and the private households saving rate. The
Ricardian equivalence doesn't hold in the &owve mentioned cases as well as in many other
cases which have not been discussed in detail . The most striking ones in the 90s are Ger many
and Italy. Both courtries siccesqully reduced their budget deficits despite huge burdens of
the past. But in bah courtries the result was not as expeded by the Ricardian theory. The
outcome in terms of growth was negative & private househods didn't rea¢ with a
compensatory reduction d their savings rate. If the equivalence theorem would be agenera
law of emnamics it shoud be gplicable to al cases and thus creae areliable rule for
eonamic pdicy. Even in case of a visble orrelation between government deficit and
househald savings rate like in the United States in the 90s the question d causality is not yet
solved.

The even more important implicaion d the experiences in the 80s and the 90s is the
differentiation betwen small open and kg closed econamies. Small and open ecnamies may
try a palicy of belt tightening (on the wage side & well as on the government expenditure
side) as they may be ale to succesdully ,beggar-their-neighbous* in terms of a red
devaluation d their currency. For big closed emnamies this is no ogion as the negative
effeds on danestic demand ouweigh the pasitive ones on the external demand side. Germany
since the mid of the 90s has tried a Netherland like gproach and hes clealy failed to read
the dutch results (Flassbed/Spiedker, 1998*2. For the world as awhdleit is anyway clea that
Kalecki's and not the IMF’s analysis holds.

7. Money and Investment

There can be no doul that monetary padlicy dominates the development of the nomina and
thered long term interest rate on the world level. Thus, the riddle of high rates and low world
savings sncethe beginning of the 80s has to be discussed under a new heading. It was indeed
a shift of the suppy curve of capita to the left which has brought about the global rise in
interest rates. But the shift was induced by monetary pdlicy in its attempt to fight inflation
after the two al price eplosions in an environment of rigid naminal wages. And monetary
policy was succesdul. Inflationin the OECD as awhade has come down yea by yea from 15
percent in 1980to 4 percent in 1994.Given the fad that prices do read only with a lagged

“ Kalecki in ,Class Struggle and Distribution of National Income*” (in Kalecki, 1971, 156-164)
comes to grips with the problem of a fall in wages and its — perverse — results on employment
in a closed economy. This piece is a clear refutation of the neoclassical theory of employment
but nevertheless, up to now, the latter has dominated the economic debate. That may be
due to a very simple but overlooked fact. Kalecki in his analysis usually assumes that
investment and consumption of the entrepreneurs is given in the first round and not
changed, say, by rising taxes or rising wages. This seems to be a very strong assumption
and makes the analysis vulnerable to critical comments from the orthodoxy. But there is a
rationale behind this assumption that Kalecki — at least in the papers which I read — doesn’t
mention. As profits are the residual they cannot be treated as being - in economic dynamics
at least — already known at the beginning of the period. As entrepreneurs cannot know the
effects of a rise in taxes or in wagdes, if we do not assume the existence of artificial worlds
like the one which is described by ,rational” expectations, they will not react immediately in
a way that is expected by economic orthodoxy but only at a later stage when the outcome on
the residual becomes visible. This again can be clearly proved in the German wage cutting
case since 1996. See Flassbeck/Spiecker (1998).
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adjustment even to such fundamental changesin the curse of monetary pdlicy, the bulk of the
burden had to be born by the most vulnerable dement of overall demand and supgdy, namely
investment. Thus, the whale story of saving, investment and interest rates in the world has to
be rewritten in a manner which had been knovn long before but seems to be forgotten by
modern writers.

The fal in the world savings rate and the rise in short and long rates is perfedly compatible.
The switch of monetary palicy from acammodation in the 50s and 6Gs to restriction sincethe
mid of the 70s, which has mainly fallen on Europe, explains the fall in investment in the
industrialized world. The fal in investment is the mirror picture of the fall in world saving.
But to talk abou saving withou investment easily leads to confusion. Neither an ,,ad of
individual saving“ (J. M. Keynes) nor the saving of the whole group d private househalds or
of governments, which we usually tend to associate with the word ,, saving“, is a phenomenon
leading, quasi automaticdly, to an incresse of saving of the eonamy as a whaoe. The
repercussons of an increase of saving of these groups on the saving of the entrepreneurial part
of the eonamy must not be overlooked. If private households and/or governments plan to
save more (dissave lesg out of a given income thiswill be detrimal to the target of increasing
the sum of saving and investment if the planned increase in the supdy of capital (diminished
demand d capital) isnat going to induce afall of the long term interest rate (nominal and red
as arule). This is definitely not the cae if monetary pdicy at the same time restricts the
supfdy of capital by giving incentives to restructure portfolios and to switch into short term
assets.

Given the irrefutable fad that monetary palicy, mainly in Europe, aded in this way since the
mid of the 70s over longer periods than ever before, the fall in the growth rate of red income
(output) in the world as well asthefall of the rate saved (invested) out of that income has, to a
very large extent, to be dtributed to this dramatic change in the role of monetary padlicy.
Whether this change was justified or not is a question that has to be axswered separately. But
as it is irrefutable too that the spread explains much o the fal in the growth rate and the
growth rates of red income and employment are highly correlated with fluctuations in
investment(see Flassbeck /Spiecker, 1998) we cannot escape the logic of the evidence.

The causality runs from (exogenouws) short to long rates and from long rates to investment of
the company sedor of the world econamy. Investment, being the main source of income
creaion and pone to the most grave fluctuations during the trade ¢ycle, determines red
income & awhole and thus consumption and saving of the other sedors. Take the cae of a
monetary shock induced by monetary restriction onthe world level. Falli ng investment will be
theinitial result inducing afall of expeded red income due to falli ng employment and falli ng
tax revenues of the government. The readion d these sedors - increasing or deaeasing their
saving rate - is cruciad for the ultimate outcome. If they smoacth their consumption o
expenditure by reducing the saving rate or increasing their demand for capital (increasing their
dissaving) this will help to stabilize profits which otherwise fall as investment falls.

It would be &surd, for the world as a whde, to exped an absorption d a monetary shock by
other sedors of the eonamy. If a market remedy for monetary shocks could be expeded it
would be more and more difficult for monetary padlicy to stabili ze prices as markets would
over extended periodslean how to ded with amonetary restriction and to avoid it by nominal
adjustment. But there is no evidence for this. As we ,simply do nd know, much abou the
future, monetary restriction a expansion still works on the red econamy. If the trade oycle, as
can be suppsed by simply looking at the gyclicdity of the interest rate spreal consists of a
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series of aternating monetary shocks the average duration d restriction a expansion from the
monetary side will not only determine the short run performance of the world or a cetan
courtry but the long run performance too. A courtry or aregion which is not able to recver
for a sufficiently long time dter a negative monetary shock has occurred, will not be ale to
exploit its econamic potentials as much as a region which has the time. The story of Europe
and the United States in the last two decades consists mostly of stuff like this.

8. Conclusions

The smple lesons to be leaned from this investigation concern monetary and fiscd padlicy.
Any national monetary palicy isin danger of misinterpreting the dataif their view is restricted
to a national or regional point of view. With a world cgpital market the monetary policy of
nations or even big gobal players has only limited influence on the long rate. But error cregps
in any analysis concluding from this faa that the ,, markets, play a role of their own in the
determination d the long rate. The extremely close relationship between the long rate and the
short rate on the world level proves that it is the influence of the other central banks and nd
the markets who limit the influence of a single central bank. A coherent view of the
determination d long rates in a globalized world will not be foundif central banks, like the
German Bundesbank are time and again led to percave deviations of the long rate in German
from the movement of short rates by , inflationary, expedations or ,,confidence, in her ability
to stabilize prices.

Something quite similar is true for fisca palicy. To impute dianges of the long (red) ratein a
single @urtry to changes in the pulic debt of that courtry is a priori misleading and wually
wrong. Even the world public indebtednessis not deasive for the world level of long interest
rates as other sedors may, as aresult, be lessindebted and the interference of monetary palicy
into the process of capital creation or destruction is much more important.

The more cwmplicaed leson to be leaned from these wnsiderations concerns the role of
saving and investment in indwstrial and developing courtries. Remember the IMF's
prescription for an eonamicdly hedthy future. The IMF concludes its paper with
observations abou the 60s of this century:* Firm and committed actions are necessary to
revese the aurrent presaures on saving. The 196G darted ou with a high ratio of world
government debt to GDP. But as the decade progressed and & governments enjoyed strong
growth, they used the oppartunity to run fiscal surpluses, cut the ratio of government debt to
GDP sharply, and saw the world saving rate increase steadly. That is because government
budget deficits do (italics in the original) matter for overall nationd and world saving... it
probaldly was no coincidence that the strong fiscal positions in the 19605 were asociated
with relative affordade investment funds, a hgh ratio o investment to GDP and good
macroeconomic performance,, (IMF, p.89).

All indl it isjust the other way round.The IMF is right by saying that governments in the 60s
»used the oppatunity, to cut deficits. But abou the drcumstances that creaed the oppatunity
the IMF is slent. Withou monetary podlicy neither the oppatunities of the 60s nor the
problems of the 80s and the 90s can be eplained. The world investment rate increased
throughou the 50s and the 60s becaise monetary palicy, with short rates always below long
rates, was expansionary withou any exemption and thus gave way to the aedion d , forced
savings, or the prefinancing of eamnamic progress which had been reamgnized by former
writers to be the necessary condtion for a sound owrall econamic development. With
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monetary palicy being, definitely in Europe but to a much lesser extent in the States, nealy
permanently on arestrictive murse, fiscd padlicy in the 80s and the 90s had noalternative but
to compensate for the ladk of profits and investment oppatunities which, in the least analysis,
was the result of the long lasting conflict between monetary policy and money-wagé&*policy

Thus, the pdicy lesn is a simple one. To restrict the dynamic development of a market
eonamy from the demand side, namely by monetary pdlicy, will, as arule, force governments
to expand onthe demand side, that is to increase puldic budyet deficits. This may for asingle
courtry, by increasing the company sedors profits, temporarily help to overcome the fall in
investment which is the necessary concomitant of the monetary restriction if the courtry is
large enough (the Reagan-boam is the best example) and nd facel (as Francein thefirst yeas
of the 80s) with a severe externa constraint. For the world as awhole there is no solution bu
to change the course of monetary palicy. Thisis, given the reasonable target of price stability,
only possbleif the danger of aquick acceeration d prices after the revival of investment and
demand can be avoided from the supdy side. This is where wages, wage padlicy or some form
of incomes palicy enter the stage. With wages being by far the most important cost component
for the overal (verticdly integrated) econamy money-wage restraint is the only way out of the
monetary policy trap in which Europe was caught in the last twenty years.

These cnsiderations are of the utmost importance for the developing courtries and the
transforming courtries of the eat too. The usualy given recommendations to these courtries
are based onthe orthodox theory of saving and investment as represented by the analysis of
the IMF. The redpes range from fiscd soundressto the explicit recommendation to keep the
red interest rate sufficiently high to induce the increase of the saving rate of domestic private
househadlds or the inflow of savings from foreign courtries. But austerity is not the way to
prosperity. Has China, to cite the most striking example of a succesdul transformation
(withou the asgstance of the IMF!), adiieved a saving and investment rate of 35 percent
because the Chinese people one day dedded to tighten their belts? China had, ac®rding to
figures of the BIS, in the last ten yeas with the exception d 1990aways negative red short
interest rates, since the beginning of 1993 in the range of 10 percent.

Even if fiscd and monetary austerity may induce a bit higher saving rates of private
househadds it will undermine the most important source of saving and investment, namely the
increase of company profits. But monetary and fiscd laxity, so the agument at this gage, will
quickly leal to renewed inflationary accéeration, orce the phase of hyperinflation hes been
overcome. Nevertheless there is no aternative. Soorer or later the phase of restriction, asin
the induwstrial courtries, must come to an end and give way to a paicy which allows an
increase of investment and red income for everybody. Then the test on monetary stability
withou monetary restriction is unavoidable. Either a developing courtry has succesdully
creaed the institutional arrangements which are necessary to al ow the potentially inflationary
process withou leading to inflation a it has not. To kee it, by means of maaoemnamic
restriction, in a stage of stagnation is no solution at all.

But Schumpeter's phrase of the potential inflationary dangers of any kind o succesdul
development highlights why it has been in the past so dfficult to achieve the status of a NIC,
a ourtry caching up with the western world. And it may highlight why the Asian courtries,

'* In the first round the result of monetary restriction was a lack of profits, in the second
round in most countries in Europe there was a remarkable fall of the wage ratio, i.e., a
redistribution of income from wage-earners to entrepreneurs. But this redistribution could
obviously not compensate the negative effects of an overly restrictive monetary policy.
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as arule, have been more succesdul to adhieve this gatus than courtries in Africa or South
Americaor - in the yeas after the war - Germany more than the United Kingdom. Strong
governments and the traditional seach for consensus may have been the most important
ingredients of their success Only governments which are &le to contain a priori the
aspirations and clams of al the different groups of society to a level compatible with the
potential production d the society and groups gicking to such an implicit contrad, are ale to
combine the unavoidable macroeconomic laxity with stability of the price level.
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