The Globalization of Inter national Financial M arkets:
What Can History Teach Us?*

Michad D. Bordo
Rutgers University
and

NBER

Paper prepared for the mnference “International Financial Markets. The Chall enge of
Globali zation” March 31, 2000.Texas A and M University, Coll ege Station Texas.

* For valuable research assstance | thank Antu Murshid.



1. I ntr oduction

Globali zation has beame the buzz word of the new millennium. It isviewed as the
cause of many of the world’s problems as well as apanacea The debate over globdlizationis
manifest bath in public demonstrations against the WTO in Sedtle in the Fall of 1999and the
IMF and World Bank ealier. It also hasled to a spate of schaarly and nd so schaarly books on
the subject.

Until threeyeas ago the mnsensus view among econamists on the isaue of the
international integration d financial markets was very positive. The benefits of open capital
markets gressed include: optimal international resource dl ocation; intertemporal optimization;
international portfolio dversificationand dscipline on pdicy makers.> However, the recent
gpate of crisesin Latin America and Asia has led some to argue that the aosts of complete
liberalization o financial markets for emerging courtries may outweigh the benefits.®

The paper focuses on the globali zation d financial markets from the historicd
perspedive of the past 120yeas. In Sedion 2,1 summarize the empiricd evidenceonthe
international integration d financial markets from 1880to the present primarily based onmy
reseach with Barry Eichengreen and that of Maurice Obstfeld and Alan Taylor. Thisreseach
shows that globali zation has foll owed a U-shaped pattern for both stocks and ret flows of foreign
investment relative to GDP over the period 1880to 1998. Theratios of both the stocks and et
flows of foreign investment relative to GDP in the period kefore World War | was comparable to

or even higher than today, coll apsing to almost negli gible magnitudes in the interwar and pcst

! see eg. Friedman (1999, Soros (1998, Rodrik (1997, O’ Rourke and Willi amson (1999 and Gall man and Davis
(2000.
% SeeObstfeld (1999.



World War Il periods, urtil arecvery from the ealy 1970sto the high levels observed today.

In Sedion 3,I consider the issue whether indeed the globali zation d financial marketsis
much more pervasive today than pre 1914 —that athouwgh net flows relative to GDP may be less
today than pre 1914 —the markets are broader and degper. The greaer extent of globali zed
capital markets today largely refleds institutional innovations overcoming the barriers of
asymmetric information.

The flip side of open capital markets for emerging econamiesis the problem of financial
crises —the pattern of lending boams and busts, massve caital inflows and equally massve
reversals. Thiswas aproblem in the ealier golden age of liberal capital markets andis once
againtoday. In Sedion 4,| examine the evidence ontheincidence and severity of financial
crises (currency crises, banking crises and twin crises) before 1914and since1973. Therecord
suggests that crises are slightly worse on average for today’ s emergers than those of the past,
athouwgh there were several famous episodes where the @llapsein ouput gredaly exceedls the
recant experience of the Asian tigers. Explanations for this pattern include the international
monetary regime foll owed (the dasscd gold standard) and institutional diff erences (the alvent
of lenders of last resort and the International Financial Institutions).

Crisesin bah golden ages led to international rescues. In the ealier period they were
arranged between advanced courtry central banks by private investment bankers whereas today
by international financia institutions. In additionto a dange in the dharader of the lenders, as|
discussin Sedion 5,the nature of the loans has changed from relatively small anourts to cover

temporary current acount shortfalsto today’ s much larger padkages to cover massve caital

% Rodrik (1998, Cooper (1998 1999.



outflows.

An dfshoa of therecent crisis problem is abadklash in favor of shutting off or slowing
down the processof cgpital market liberali zation. Thisisdiscussed in Sedion 6. Many have
argued for the reimposition d cgpital controls (some oninflows, athers on ouflows) whil e others
favor the sequencing of liberali zation for thase courtries which are still not completely open.
The evidence bah contemporary and historicd onthe dfeds of cepital market
li berali zatior/controls on growth and welfare is mixed.

The debate over capital controlsis part of the more general debate on globali zation.

O’ Rourke and Willi amson (1999 provide comprehensive and convincing evidencethat the
integration d capital, labor and goods markets in the 18701913 period, led to fador price
eguali zation and the mnwvergence of red wages and red per capitaincomesin the Atlantic
ewmnamy. This processled to apdliti cd badlash in the ealy decales of the twentieth century in
Europe andthe Americasin the form of tariff protedion, restrictions on migration and growing
nationalism. A badklash against capital movements followed in the 1930sin an attempt to
proted monetary sovereignty. The question arises whether similar forces are & work today.

The paper concludes with some pdlicy lesons from the historicd record. The benefits of
financial market integration are long run whil e the sts of financial crises are short-run
phenomena. Therolefor palicy isto provide an environment for markets to work efficiently and
to alow private caital flowsto seek their best usein an urfettered manner. Such an
environment can mitigate the incidence of crises but not prevent them entirely. In that
eventuality there may be arole for the anergency provision d liquidity on classcd Bagehatian

lines.






2. The Dimensions of Capital Market | ntegration

In this edion| review the empiricd lit erature on financial market integration from 1880
to the present.

21. Stocks

Recently Obstfeld and Taylor (1998 have compil ed the existing data on the stocks of
foreign as=ts relative to world GDP as well as foreign liabiliti es relative to GDP at benchmark
yeas over the period 1825to the present. The sample of courtries covered before 1914are many
of today’ s advanced courtries and a number of other courtries. The picture portrayed by this
data, dthowgh it is fragmentary for the ealy yeas, is of aU-shaped pattern. At itspre 1914 pek
the share of foreign assets to world GDP was approximately 20%. It dedined from that level to a
low paint of 5% in 1945with the pre 1914level only being readed by 1985. Sincethen it has
risento 5. A similar picture anerges from the ratio of i abiliti es to world GDP.*

The British held thelion's dhare of overseas investmentsin 1914, 506, followed by
France d& 22%, Germany at 17%, the Netherlands at 3% andthe U.S. at 6.5%. This compares
with the U.S. hdding of global foreign assetsin 1995at 24%. These fundsin turn represented
upto ore haf of the caital stock of one of the maor debtors (Argentina) and close to orefifth
for Australia and Canada.

Finally, the grossasset and li abilit y positions were very close to net pasitions before
1914,in contrast to today where for example the U.S. is both amajor creditor and debtor. This

refleds the prevalence of uni-dirediona long-term investment from the wre wurtries of Europe

* Obsefeld and Taylor present two versions; theratio of assets (li abiliti es) to world GDP and the ratiosto single
GDP. The latter refleds an adjustment for the small er sample of courtries (7) with foreign investment data than
countrieswith GDP data. The ajusted ratio, which isan upper bound estimate, is greaer than 50% in the yeas just
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to the aurtries of new settlement.

2.2 Net Capital Flows

The 50 yeas before World War | saw massve flows of capital from the cre wurtries of
western Europe to the overseas regions of recent settlement (mainly the rapidly-developing
Americas and Australasia).® At its pesk, the outflow from Britain reaced 9 percent of GNP and
was almost as high in France, Germany, and the Netherlands (Bairoch and Kozul-Wright 1996).°
Private caital moved essentially withou restriction. Much o it flowed into bond financing
rail roads and ather infrastructure investments and into long-term government debt.” Figure 1
shows five-yea moving averages of the mean absolute value of the ratio of the aurrent acount
balanceto GDP for 12 courtries.® Figure 2 shows current acourt balances for one large capital
exporter, the United Kingdom, ore large caita importer, Canada, and the largest “emerging
market,” the United States.® A striking feaure of this datais the size and persistence of current

acourt deficitsin the pre-1914 reriod, espeaally in Australia, Canada, Argentina, and the

before 1914 it fallsto alow of 12% in 1945and then risesto 5% in 1995

® Extensive international financial market integration began well before 1880 Ned (1990 documents the integration
that occurred in northwest Europe dter 170Q Capital flows from Britain to the United States, Latin America and the
Briti sh colonies accéerated in the yeas after the Napoleonic wars (Zevin 1992).

® This compares with the pe&ks in Japan’s and Germany’s current acount surpluses in the mid- and late 1980 of 4-5
percent of GDP.

! Althoughthere was a so significant dired foreigninvestment.

8 The muntriesin this sample which are labelled Group l1are Argentina, Australia, Canada, Denmark, Finland, France,
Germany, Italy, Japan, Norway, Sweden, United Kingdom, United States. However, Finland was not included in Figure
1. All of these auntries except Argentina graduated from emerging country status to advanced courtry status. For
explanations for Argentina’s retardance see eg. Taylor (1997). Argentinawas kept in the sample past World War Il even
though it clealy belongs with the Group 2 courtries discussed below because of its major importance & a caital
redpient before 1914

o Recently the standard series on current acount balances have been revised by Jones and Obstfeld (1998) to acount
for nonmonetary gold flows under the pre-1914 and the interwar gold standards. The problem with the standard sources,
as Jones and Obstfeld explain, isthat their designers did not distinguish monetary gold exports, which are caital acount
credits, from non-monetary gold exports, which are properly included in the arrent account. Jones and Obstfeld adjust
for these discrepancies, and this is the data we present in Figures 1 and 2 SeeBordo, Eichengreen and Kim (1998
Appendix Figure 1 for the individual country data.



Nordic courtries and o the aurrent acourt surpluses of the UK and France ™

For comparison, Figure 3 shows the mean absolute value of theratio of current acourt to
GDP for 23 d today’ s emerging markets (courtries whose GDP exceeded 30 blli on ddlars and
were dassfied asindebted courtries by the World Bank) using data from the International
Monetary Fund s Internationd Finarcial Statistics for the period 194%0 1996 These
courtries have been running current acourt imbalances under the recent managed float
averaging 4.1 per cent of their GDPs, which is smilar to the arerage for the prewar sample of 3.9
per cent which includes bath capital importers and exporters.*?

Capital flowsfor the 13 prewar courtries are dso considerably lessvariable (the standard
deviationin 18801913was 2.7 per cent versus 4.1 per cent under the managed floating regime).
In the interwar period Group 1courtries’ current acourt ratios were dou as variable (standard
deviation o 3.8 per cent) asfor the Group 2countries under the float (standard deviation o 4.1
per cent)'

2.3 Savings-I nvestment Correations

A widely-used measure of financia integrationisthe wrrelation between national
savings and investment rates. In a 1980article, Feldstein and Horioka agued that if international

cgpital markets are well i ntegrated, this correlation shoud be low because investment can be

10 The United States exhibited current accourt deficits comparable to these muntries ealier in the nineteenth century.
Evidencefor persistenceis based on the Philli ps-Perron Z Statistic. SeeBordo, Eichengreen and Kim (1998.

Y Theindividual country data for this sample labelled Group 2 are in Bordo, Eichengreen and Kim (1998 Appendix
Figure 1. The countries are: Algeria, Brazl, Chile, China, Colombia, Egypt, Hungary, India, Israd, Korea Malaysia,
Mexico, Morocco, Pakistan, Peru, Philli pines, Poland, Romania, South Africa, Thailand, Turkey, and Veneauala.

2 For asample of just capital importers, theratio was 4.4 per cent. (SeeTables 1 and 2in Bordo, Eichengreen and Kim
(1998 which show the mean and the standard deviation of the datafor eat country aaoss 4 exchange rate regimes from
1880to the present.)

13 SeeBordo, Eichengreen and Kim (1998 Tables1 and 2
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financed by foreign capital flows. Their regressonresults for the 1963 and 197@ founda high
coefficient from regressng the investment rate on the savings rate for a aoss £dion d OECD
courtries.** They interpreted this as evidence of low capital mohility in a period when
conventional wisdom posited the oppasite. An enormous lit erature foll owed, some of it
historicd.* Bayoumi (1990 extended the Feldstein-Horioka gproach to the dassca gold
standard, finding a much lower correlation and inferring from this that cgpital markets were
better integrated prior to 1913.Similar results are provided by Zevin (1992. Eichengreen (1992
uses alarger sample of courtries and concludesin favor of lower overall capital mohility than
Bayoumi, athough even in his extended data set the @rrelation d national savings and
investment rates is sgnificantly below that reported by Feldstein and Horioka.'

Recent reseach by Taylor (1996 and by Obstfeld and Taylor (1998 goes sme way
toward reaoncili ng these findings for diff erent periods and samples. Using datafor 12 courtries
from 1850to 1992, Taylor’s estimated coefficients traceout an inverted U shape over time. On
this basis he ancludes that capital markets were well i ntegrated before 1914, that they then
ceaed being so except in the short period d time during which the interwar gold-exchange
standard prevail ed, and that they have become gradually more integrated since 195G, with
coefficients in the 199Gs again reading the levels of the pre-1914 priod (SeeFigure 4).*'

2.4 Covered Interest Parity

Ancther indicaor of cgpital mohility isa comparison between interest rates on assetsin

14 us ng data averaged for five-yea periods.

15 A recent review of the literature is Coakley, Kulasi and Smith (1998.

16 These conclusions have recently been affirmed by Jones and Obstfeld using their revised data.

17 Taylor (1994) presents supporting evidence explaining some of the anomal ous coefficients by omitted demographic



different financial centers.*® Marston (1993, 1995 presents evidence based onthis approach for
key advanced courtries foll owing the demise of the Bretton Woods System. Obstfeld and Taylor
(1998 apply his methods to the longer period 18701990for the U.S. and UK. Asreproduced in
Figure 5, their results based on 60 @y bank hill sand aher instrumentsindicae anegligible
differential in the yeas before 1914.A similar pattern is observed uncer Bretton Woodsin the
1960s and again in the most recent decale.’

Thus, these results are consistent with the null of relatively high levels of financial
integration bdh prior to 1914and recently.

25 Real Interest Parity

A more stringent test isred interest parity, which requires both urcovered interest parity
and puchasing power parity (Obstfeld 1995. A recent study by Lothian (1995 of divergencesin
ex post short-term and long-term red interest rates for a panel of 10 courtries from 18801995
finds low divergenceunder the dasdcd gold standard, Bretton Woods and the recent float alike,
but the lowest divergenceisin the most recent 10 yeas of the float.

Deviations from red interest parity are shown in Figure 6a, which pots the dispersion
(standard deviation) of annual ex post red long-term bondyields for our sample of 12 courtries

from 1870to 1994%° Figure 6b presents asimilar cdculation wsing monthly dataonthe e ante

variables. Taylor (1996 also uses an error corredion methoddogy to dstinguish between short-run shocks and the long-
run equili brium.

18 Among other things, this comparison rules out pure wurtry risk.

19 For supparting evidence on urcovered interest parity for the U.S. and U.K. in the gold standard period 18791914
seeCalomiris and Hubbard (1996). These studies test for arbitrage in short-term financia securities. Bordo and Rockoff
(1996) focus on the yields on long-term securities for 9 capital importing countriesin the period 1890-1914. They show
marked convergencein the nominal yields of both gold and paper seauriti es after 1900to the yield on British consols.
Before 1900gold yields moved closely with the consolsyield.

20 Argentinawas omitted from the c culation because its experience of high and variable inflation since World War 11
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red interest rate for short-term seauriti es (3 month bank hill s) for the four core @urtries of the
gold standard (UK, US, France, Germany).>* A similar pattern is observed for long-term
seaurities. Both figures show clea evidenceof cgpital market integration before World War | and
in the most recent decale, bradeting a period d massve disintegration.

2.6. Othe Dimensions of Financial Market | ntegr ation

2.6.1 Gross Versus Net Flows

Whil e integration measured in terms of net capital flows as a percentage of GDP is quite
similar in the post-1975and pre-1914 geriods, grossflows are greaer today. Bank for
International Settlements data on turnover in the foreign exchange market suggest that gross
flows are in the range of $1.25trilli onaday, or more than $250trilli on ayea.??

2.6.2 Short-Term VersusL ong-Term Capital Flows

It isnot possble to compil e the datato give us a dea picture of the long-run pettern of
the breakdown between short-term and long-term capita flows. According to Bloomfield (1963
and Wilkins (1998 based on very limited data of commercial bank foreign oldigations aswell as
officia reserve movements, short-term cegpital flows, while aucia to the aljustment mecdanism
of the dasdgcd gold standard, were small relative to the long-term cgpital movements. In the
interwar, limited datain United Nations (1949 and Nurkse’s (1944 narrative suggests that short-
term capital movements during the turbulent yeas of the 193G svamped long-term movements.
In the postwar Bretton Woods period in the presence of capital controls, private short-term

capita flows were limited. Of greaer importancewere dhangesin dficial reservesto

made its red interest rate considerably more volatile than that typicd of countriesin Group 1
L For an explanation of how this sries was cdculated, seeBordo, Eichengreen and Kim (1998.
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acaommodate balance of payments disequili brium. Since 1971short-term cgpital movements,
espedally bank loans, have increased in size andimportance (Kregel, 1994. However, becaise
many short-term bank credits are routinely rolled ower it is difficult to make the distinction
between short-term and long-term.

2.6.3. The Composition of Foreign | nvestment

Althouwgh data onthe compaosition d pre-1914 paotfoli o investment are incompl ete,
probably the best (though still limit ed) estimates are those for Grea Britain, the leading creditor
of the period. (Briti sh investors held abou 50 per cent of the stock of long-term foreign
investments outstanding in 1913acording to conventional estimates. In terms of compasition,
thereisnoreasonto think that Britain is grosdy unrepresentative.) These suggest that, circa
1913,fully 30 per cent of British overseas investmentsin quded seaurities was in the isaues of
governments and municipaliti es, 40 per cent in railways, 10 per cent in resource-extrading
industries (mainly mining), and 5 ger cent in pulic utiliti es.?®

Fishlow (1985 summarizes the mnventional wisdom onthis sibed asfollows. Inthe
overseas regions of recent settlement to which the bulk of European lending flowed, external
resources were invested in infrastructure projeds which enhanced the borrowing courtry’s

cgpadty to export. Foreign funds were used to construct port fadliti es, rail way networks and

%2 SeeBIS (1997).

%3 These estimates, from Royal Ingtitute for International Affairs (1937), are based on the earlier work of Herbert Feis.
Davis and Gallman (1999, focusing on the “19" century emerging markets,” find that nine of every ten pourds of British
investment in Argentina, Austrdia, Canada and U.S. between 1865and 1890went into railroads and government bonds.
According to their estimates, the fradion ranges from 86 per cent in Australiato 92 per cent in Canada (Davis and
Gallman, 1999, p.7). Davis and Huttenbadk (1986) provide cmparisonswith damestic investment in quoted seaurities.
Their Chart 2.8 confirms the picture of a pattern of overseas portfolio investment concentrated in agricultural and
extractive adivities (especialy in the Empire), in trangportation, and in pulic utilities. Domestic portfolio investment,
in contrast, was dispropartionately concentrated in manufaduring and in the cmmercia and financial sedors.
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other “internal improvements.” At the same time, the lending courtries (particularly Britain)
provided open markets for the raw materials and agricultural commoditi es produced and
exported by these newly settled regions.?* In thisway, foreign barowing generated a stream of
export revenues sufficient to service and repay the borrowed funds.

Governments too had varadous appetites for external finance A nonnegligible share of
pulic spending took the form of subsidies for the mnstruction d railways and infrastructure
projeds, bu governments which barowed abroad typicaly did so, as Fishlow emphasizes, na to
finance pulic investment but to underwrite puldic consumption.

Datafor portfolio capita flows to emerging markets in the 199G paint a diff erent picture.

Bordo, Eichengreen and Irwin (2000 tabulated these by redpient seador for both bank lending
and bond from Capital Data s Bankware, respedively (seeTable 1). Admittedly, one way of
realing these figuresis “the more things change, the more they remain the same.” But to many
readers they will suggest the growing importance of lending to the financial-services sdor
(banks etc.), to enterprises producing commercial services, and to manufaduring.

2.6.4 Debt Versus Equity

The relative importance of debt and equity has changed, refleding the recent expansion o
“emerging” stock markets. The most recent isaue of the World' s Bank’s Globd Devdopment
Finances estimates that stocks and bond are now of roughly equal importance Prior to 1913,
the vast majority of portfolio capital flows took the form of bonds, na equity.

2.6.5. Portfolio Versus Direct | nvestment

24 Note that even for the United States, the most industrialized of the regions of recent overseas European settlement,
commodity exports (gold, sil ver and agricultural commodities, and later petroleum) were the dominant source of
export revenues throughout this period (Wright 1990.
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The balance between patfolio and dred foreign investment has changed. Whereas today
dired investment is asimportant as portfoli o investment, this was not the cae before 1914.
Acoording to O’ Rourke and Willi amson (1999, 7%% of Briti sh investment to Latin Americawas
in thisform, and 83% to Australia and North America In contrast, snceWorld War Il dired
investment has consistently excealed patfolio investment. Whil e seauriti es markets have grown
explosively in recent yeas, around Falf of al cepital flowing to emerging marketsis 4gill i n the
form of dired investment.

2.6.6. TheNature of Direct Foreign | nvestment

The nature of dired foreign investment has changed. Before 1914,acwrding to Wilkins
(1998, DFI was undertaken mainly by freestanding companies--companies incorporated in the
U.K., France Belgium, and afew other Western European courtries for the purpase of investing
and dang businessin an emerging market.? These enterprises proliferated in mining, agriculture
and transportation, asin the caes of, inter alia, Rio Tinto and the Suez Canal Company. Today,
in contrast, DFI is done through multi national enterprises, whase operations invalve the
extension aaossborders nat just of financial capital but of the firm’s pre-existing managerial and
productive capabiliti es.?®

3. Explanations For The Historical Pattern of Financial Market | ntegr ation

25 According to Wilkins, ‘classc’ multinational enterprises in which firms maintained operations in many countries
becane anincreasingy important conduit for foreign dired investment over the period being discussed here.

% |tisnat posshbleto put together a amplete record of the global composition of foreign investment between portfolio
and foreign direct investment for the world for our century of experience Twomey (1998) and Kregel (1994), however,

have asembled some of the data. Twomey presents a breakdown into portfolio and dred investment for the world from
1900to 1938 which shows a significant increase in the share of foreign dred investment (FDI) in the total from 1914
to 1938 from 31% to 48%. For developing countries FDI represented two-thirds of foreign investment until World War
II. Sincethen FDI to LDCS has dedined significantly relative to the industrialized nations. According to Kregel, FDI

increased relative to portfoli o investment during the post-WWI1 Bretton Woods period but since the 1980s there has been
aresurgence of portfolio investment.
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Threesdlient feaures of the record need explanation: the high level and persistence of
cgpita flows before 1914 the U-shaped pettern from 1914to the present; and whether indeed we
are badk to the future.

3.1. TheHigh Leval And Persistence Of Capital Flows Before 1914

A number of fadors could explain the larger size and greder persistence of current
acourt imbalancesin the pre-1913 eriod?” Oneisthe greaer credibility of poli cymakers
commitment to stable monetary and fiscd pdlicies as manifested in adherenceto the gold
standard. The gold standard provided a signal that the borrowers foll owed the same rules as
lenders in the metropditan centers and hencewere unlikely to default ontheir debts. Bordo and
Rockoff (1996 evauate this hypothesis for nine redpients of British cgpital in the period 1870
1914andfind strong evidencethat good gold standard adherents paid lower interest rates on
sovereign debt than thase with spattier records. Flandreau, Le Cacheux and Zeumer (1998 find
similar results for adifferent panel of European peripheral courtries, as do Sussnan and Y ateh
(1998 for Japan. Insofar as the gold standard proxied for fiscd reditude and for adherenceto
similar norms among the caital redpients as well as the senders, the fail ure of the international
monetary system to suppat equally persistent deficits after World War | may reflea a shift to
lesscredible pdlicies.

A related and pasbly important determinant of the extent and persistence of British
cgpital exports was the fad that most Briti sh investment went to former colonies where the

British heritage was grong. These aurtries (e.g., the U.S., Canada and Australia) shared a

27 Also see O’ Rourke and Willi amson (1999. They emphasizethreefadors as key determinants of the high degree
of financial integration before 1914 technology; financia institutions, espedally the gold standard and favorable
paliti cd fadors.
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common language, culture, legal system, and aceurting system. Briti sh cgpital also went to
countries like Argentina and Uruguay where Britain had long had a strong commercia presence
and considerable pdliti cd influence, or to colonies under dired Briti sh control. The French also
direded their lending to countries where they had a strong pdliti cd influence and close aultural
ties, e.q. Italy, Spain, and Russa (seeFishlow (1985 and Flandreau (1998). By comparison,
today’s capital redpientstendto be very different in the @owve respeds from the caital
exporters. It foll ows that the latter may be lesswilli ng to maintain foreign investment in the face
of adverse shocks.

Ancther explanation may lie in the nature of the investment itself. Much of the capital
flowing to the New World went to financerail roads and aher infrastructure. This investment
required along-term commitment becaise of its very nature: because the returns acaued ony
when the projed was completed, rendering it costly to terminate ealy. Although thereis
considerable infrastructure investment in today’s emerging courtries, it does not dominate to the
same extent.

Moreover, insofar as prewar investment, and Briti sh investment in particular, was
investment in traded-goods-related sedors--as emphasized by Fishlow (1985, it went into
export-related infrastructure and retural-resourcerelated projeds that in the normal course of
events generated a stream of foreign exchange revenues sufficient to pay the money badk--it did
not giverise to balance-of-payments problems. Andthe fad that pre-World War | lending took
placein an environment of relatively freemultil ateral trade dl owed courtries that engaged in
significant amounts of external borrowing to expand their exports as needed to amortize those

debts.

16



A fina explanation may lie in the flexibility of 19th century econamies. Insofar astheir
markets were less s$ructured and institutionali zed and adjustment was lessconstrained by palicy
and powverful interest groups, a shift in capital flows which implied the need to redl ocate
resources between sedors producing traded and nortraded goods could be acommodated easily.

Bayoumi and Eichengreen (1996 and Calomiris and Hubbard (1996 provide eonametric
evidence onsistent with this interpretation.

3.2. TheU-Shaped Pattern of Financial Market | ntegration

The U-shaped pattern of global financial market integration dacumented in Sedion 2 fas
been well explained by Obstfeld and Taylor (1998 in terms of the pdlicy trilemma between open
capital markets, pegged exchange rates and independent monetary palicy. Only two o the three
elements hod at the same time.

The golden age of financial market integration and cgpital mohilit y described above was
also the @aof the dasscd gold standard. In that regime, member courtries (most of the world)
were locked together by making their currencies convertible into gold. Credible gold standard
adherence, in the sense of subsuming domestic monetary and fiscd palicy to the dictates of gold
convertibility, was enforced for the emerging countries by the desire to have accesat favorable
termsto the caital markets of the mre wurtries of Western Europe (Bordo and Kydland 1996.
Credible adherenceto gold also meant that short-term capital movements would be stabili zing.
The dasdcd gold standard eranat only was charaderized by free caital mohility but also
mohility of labor and goods.

The golden age ended with World War I. The belli gerents imposed cgpital and exchange

controlsin order to pusue expansionary financial palicies and still maintain their parities. The
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war also changed the pdliti cd econamy of many courtries in favor of democracy and the
interests of labor — fadors which would make it difficult to aways subsume domestic pdlicy
goalsto the dictates of external balance (Eichengreen 1993.

After aperiod d extreme monetary instability in Europe, the gold standard was restored
as a gold exchange standard with full cgpital mohility. But flawsin its architedure (toolow a
pricefor gold, maldistribution d gold) and the fad that key members (the U.S. and France)
followed pdiciesinconsistent with long-run external balance meant that the trilemmawas
stretched. Neverthelesscapita flows did resume in the 1920 with the U.S. succeealing the U.K.
as principal lender.

The Grea Depresson, caused by inappropriate U.S. pdiciesin the deflationary
environment of the restored gold standard, spread between courtriesjoined by the links of gold.
Adherenceto gold also prevented pdicy makers from foll owing expansionary padliciesin the
world of open cagpital markets. Asa mnsequence some aurtries |eft the gold standard and
allowed their currencies to float, whil e others impased capital controls but kept their pariti es.

By the end d the 19305 cgpital controls and exchange wntrols were nealy universal and
this development was reinforced duing World War 1. After the war, the Bretton Woods g/stem
of 1944was based on pegged exchange rates with anindired link to gold, adivist stabili zation
palicies and continued capital controls.

It was only by the late 1960s that private caita flows resumed as a cmnsequence of the
restoration d current acourt convertibility This development revived the trilemma and, in the
faceof massve speaulative dtadks led to its resolution by the dbandomment of the par value

system in 1973. Sincethen cgpital controls have been eliminated in the advanced countries and
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reduced considerably in the emerging nations. Floating exchange rates are compatible with
monetary independence and an open cgpital acourt.

3.3. Back To TheFuture Or Beyond?

The evidence presented in Sedion 2suggests that in some respeds international financial
markets may have been at least as much or more integrated before 1914than today and that we
arein abad to the future scenario.?® On the other hand in many other respedsinternational
financial markets are dealy more integrated now than before 1914. Theseinclude; the greaer
depth of the markets ®en in the number and variety of lenders and barowers and in the much
wider range of seauriti es traded and seadors financed. The vast majority of bonds ld before
1914wererailroad bond and governments. Today industry, finance and the service sedor in
emerging markets are dl important candidates for foreign patfolio investments. A seoond
important development is the shift from debt to equity. Finally foreign dred investment has
expanded considerably from the freestanding companies of the ealier era.

These differences in the scope of market integration were consequences of information
asymmetries, contrading problems, and maaoewmnamic risks that limited the extent of cepital
and commodity flows prior to 1914and that continue to limit them, albeit to alesser extent,
today.?® By information problems is meant the difficulty of determining product, projedt, and

borrower quality. By contrading problemsis meant difficulties of deteding fraud and o

28 Thisview has been expressd by several prominent ecnomists. Zevin (1992 p. 43), for example, believes that
“whil e financial markets have cetainly tended toward greaer openness $ncethe end of the Second World War, they
have readed a degreeof integration that is neither dramatic nor unprecedented in the larger historicd context of
severa centuries.” Sadhs and Warner (1995 p. 5) argue that “the reemergence of aglobal, capitali st market
eonomy since 1950 and espedally sincethe mid-198Gs, in an important sense reestabli shes the global market
eoonomy that had existed one hurdred yeasealier.” Rodrik (1998 p. 2) concludes that “in many ways, today’s
world fall sfar short of the level of ecnomic integration readed at the height of the gold standard.”
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attaching collateral. By maaoeananmic risks is meant mainly exchange risk.

3.3.1. Information Problems

Any discusson d information flows must start with the communications techndogy of
the day. The transatlantic cable waslaid in the 1860s, coming into operationin 1866. Prior to its
opening, it could take along asthreeweeks for information to travel from New York to
London®*With the inauguration o the céle, this delay dropped to ore day. By 1914thetime
for cable transmissonwas down to lessthan aminute. Garbade and Silber (1978 compare the
Londonand New York prices of US bonds four months before and four months after the cdle
andfind asignificant dedine in the mean absolute difference Thereis every reason to think that
the cale had a mmparable impad on aher markets.>*

The radio telephore was the next bregthrough. Like the telegraph, it first linked the
national financial center (London @ New Y ork) to the hinterlands and regional exchanges before
linking up thase centers internationall y (linking Europe with North Americaby 1900. It shoud
be gparent why this information and communications techndogy translated into a small er
volume of short-term capital flows. Today currency traders respondamost instantaneously to
minute-to-minute dhanges in currency values. Prior to 1870,when it might take weeks for this
information to crossthe Atlantic, and even after the advent of the cdle and the radio telephore,
news arrived at longer intervals.

Long-term lending to manufaduring, commercia and financial concerns was deterred na

9 See Bordo, Eichengreen and Irwin (2000.
30 Garbade and Silber (1978, p.826.

31 The caole reached Buenos Airesin 1878and Tokyo in 190Q
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so much by the limitations of the cmmmunicaions techndogy as by the difficulty of assembling
and evaluating the informationto be cmmmunicaed. Lenders were reluctant to lend because of
the difficulty of distinguishing gopodand ked credit risks. Thisinformation asymmetry creaed
adverse seledion (where the average aedit quality of the pod of borrowers dedines with
increases in the interest rate) and therefore aedit rationing. Overseas investors were further
deterred by the difficulty of monitoring and controlli ng management’ s adions ex post -- of
deteding malfeasance and rent disgpation and preventing owner-managers whose downside risk
was truncated by limited liability from devoting borrowed funds to riskier projeds

Severa already-noted charaderistics of late-19th century international cepital markets are
explicablein terms of obstadesto information flows. For example, asymmetric information can
explain the dispropartionate share of railway bonds in foreign investment portfolios. The
manufaduring, financial and commercia sedors of the U.S. econamy were growing every bit as
fast as transportation, bu foreign investment in these sedors was less information asymmetries
explainthisfad. It wasrelatively easy to monitor the adions of aralway company’s
management: investors could verify how much track had been laid, where it had been laid, and
how much traffic it carried more eaily than they could verify and evaluate the investment
dedsions of managers of concernsin these other sedors.

Obstadesto the flow of information can aso explain the dispropartionate importance of
debt as oppased to equity in foreign investment portfolios (Baskin 1988, sincedebt reduces the

risk to investors when imperfed information creaes agency problems. The pattern persists today
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(see eg. Eichengreen and Mody, 1998, but a century ago it was if anything more pronourced
Information asymmetries can explain the dispropartionate importance of family groups
(the foreign branches of the Rothschild and Morgan families, for example) and d the merchant
and investment banks that grew out of them, which underwrote foreign bondisaues and served as
condutsfor foreign investment, ading as delegated monitors and emitting signals of borrower
credit worthiness They can explain the well-known “Kuznets cycle pattern” in which
immigration and financial capital tended to flow in the same diredion (what Hatton and
Willi amson 1992 refer to as the tendency for capital to chase dter labor), as the migrants
provided the European sending courtries with valuable information about locd condtions. They
can explain the sovereign credit rating departments” establi shed by intermediaries like Credit
Lyonreis (Flandreau 1998. They can explain the development of investment trusts (the 19"
century analog of modern mutual funds), to whom investors del egated information-gathering and
anaysisfunctions. They can explain the explosive growth o insurance @mpanies, investments
in which were dtradive to howsehalds partly becaise they could dffer an attradive rate of return
asaresult of their comparative alvantage in gathering information from far-flung regions
(Snowden 1995. They can explain the popuarity of spedalized publicaions like The Investor 5
Monthly Manud, Burdett s Stock Exchange Official Intelli gence, Poor s Manud of Railroads,
and Herapah s Railway Journal. They can explain the pradice by establi shed rail roads of
guarantedang the bonds of feeder lines.

Finally, information asymmetries can explain the surprisingly limited importance of FDI

32 The 1997isge of the World Bank's Globd Devdopment Finance suggests that stocks and bands are now of
roughy equal importancein international portfolio capital flows to emerging markets, after along period in which
debt instruments (bonds and bank loans) dominated purchases of equities.
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prior to 1914andthe importance of the freestanding company as the vehicle for foreign dred
investment. A considerable maority of foreign investment prior to 1914took the form of
portfolio investment, whereas dired investment and patfolio investment are of roughly equal
importancetoday.®* Andwhereas 19" century FDI was undertaken mainly by free-standing
companies (companies incorporated in Britain, France, Belgium and aher Western European
countries for the sole purpose of investing and dang businessin an emerging market), it takes
placetoday through the agency of multi national enterprises that establi sh foreign branches and
foreign subsidiaries.®* Freestanding companies, in the words of Wilkins (1998, p.13, “were
structured to solve the problem posed ealier; businessabroad was risky; it was hard to oltain
adequate andreliable information abou firmsin distant lands; returns were unpredictable; but
there were dealy oppatuniti es abroad; a cmpany organized within the source-of-capital
country, with aresporsible board of diredors, under source-of-capital courtry law, to mohili ze
capital(and aher assets) and to conduct the businessin foreign courtries could take alvantage of

the oppatunities, whil e reducing the transadion costs by providing afamiliar condut.”

3.3.2. Contracting Problems

Information problems may have been the key explanation for the relatively limited scope
of late-19th century capital flows. But they were nat the entire story. Beyondthe immediate

problem of geographicd ignorance, distance made for problems of control. It was hard to

*3Bloomfield (1968, pp.3-4

34 SeeWilkins (1999. Freestanding companies becane increasingy important as Briti sh investors gradually
diversified beyond investments in rail roads and government bonds into farming, ranching, mining and brewing and
they sought to surmount the agency problems asociated with the atempt to control far-distant American
management.
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monitor adions taken by management thousands of miles away when roundtrip communication
could take amornth.

Foreign investors were dso deterred by the uncertain legal seaurity of their claims. For
example, because the United States was a federation, corporations were dartered by the states,
nat the federal government, and governed by the laws of the state in question. States prohibited
foreigners from serving as diredors of the wrporations chartered there. In resporse, some
Briti sh investors hired American citizens to represent them on the board, bu this extra layer
between ownership and control had the predictable dfed of adding principal -agent slack.

Foreign investors aso had reasonto fea that they would na be treaed fairly under
American bankruptcy law. They worried that companies might be wound upand their assts ld
off to ather clamants to the detriment of foreign investors.

Thus, Americds experience before 1914 ponts up the importancefor emerging markets
seeking to attrad foreign investment of transparent and equitable bankruptcy laws. This of
course was the atradion d investing in the mlonies, where bankruptcy law was familiar and
creditor rights were relatively seaure. Dired investment through freestanding companies was
another solution. Wilkins emphasizes not only the difficulty of obtaining “adequate and reliable
information” but also the alvantages of establi shing the wurtry doing businessabroad under
“source-of-capital courtry law” to minimize @ntrading problems. Briti sh shareholders could be
confident of their rights because the freestanding company was subjed to British law.

3.3.3. The Absence of Adeguate Accounting Standards

Whil e difficulties of contrad enforcement may have been a significant deterrent to

foreign investment, asymmetric information was the overwhelming important obstade to
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international capital flows.* And these information problems were @mpounded by the
inadequacy of prevaili ng auditing and acourting standards. In particular, Briti sh investors were
deterred from investing in the United States by the underdevelopment of American acourting
pradices.

In the U.S. case both market discipline and regulatory intervention were needed for the
adoption d generally-accepted acourting principles. Market discipline was applied by British
investors, whoinsisted onthe transfer to the United States of acmurting pradices acceted in
Britain. Their preferred agent for the transfer was the Briti sh chartered ac@urtancy firm.
Another source of market discipline was the New York Stock Exchange, which from the turn of
the century required the pubdicaion d standardized balance sheds by all entities whase
seaurities were acceted for listing.

But market discipline was nat enough. In additi on there was the need for regulatory
intervention, starting with the Interstate Commerce Commisson, which required the rail roads it
regulated to provide information wsing standardized acourting pradices from the 188G, and
culminating in the regulations impaosed by the Seauriti es and Exchange Commissonin 1933.

The United States' own experience suggests that the development of a uniform, transparent
acmourting standard isno mean task. It suggests that market discipline and government
intervention are both needed to yield the desired result. International investors can be an
important source of that market discipline, and international acourting firms can be dficient
agents of tedindogy transfer. But until that transfer is effeded, the integration d the domestic

financial markets with their foreign counterparts will necessarily remain incomplete.

35 Asalso emphasized by Davis and Gall man (1999.
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3.3.4. Macroeconomic Risks

A number of observers emphasize exchange risk, unstable and urcertain monetary and
fiscd pdlicies, and pditi cd risk as fadors limiti ng pre-1913international investment flows.
Madden (1985, p.255emphasizes the importance of a stable standard of value, stating that it is
“of course ommmon knawvledge” that Briti sh investors viewed seauriti es issued by courtries not
onthe gold standard as riskier than those of courtries that were. Many foreign seaurities issued
in Londonwere denominated in sterling and spedfied that principal and interest were payablein
sterling (or in foreign currency convertible into sterling at afixed rate of exchange), bu in this
case exchange rate fluctuations creaed credit risk instead of currency risk. (Currency
depredation might push the borrower into bankruptcy by raising the value of his debt service
payments relative to hisincome stream.®®) In the cae of government bonds, the fea was that
governments off gold would succumb to the temptation to live beyondtheir means. For example,
Baring’'s had unwsual difficulty in padng U.S. government bonds in the seoond half of the 186G,
sinceinvestors feaed that profligacy of the government operating under afiat money regime
would predpitate afinancial crisisandforceit to repudate the debt. The Bland Bill of 1877,
which raised the speder of large-scde sil ver coinage, simil arly caused Briti sh investorsto
liquidate their U.S. government seaurities in favor of colonial bonds with interest and principal
guaranteal in sterling. Againinthe ealy 189Gs, the posshility of freesilver coinage led foreign
investorsto liquidate their holdings of U.S. seauritiesand to arisein the premiaon U.S. bonds

and foreign exchange. Bordo and Rockoff (1996 (1998 find that the dfed was genera: loans

% This phenomenon will be famili ar to observers of the Asian crisis. There, banks which were prohibited from
maintai ning open foreign pasitions and which therefore off set their foreign-currency li abiliti es by making foreign-
currency loansto damestic corporations smply substituted credit risk for currency risk.
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to courtries with afluctuating standard of value cmmanded significantly higher interest ratesin
both the 18701914gold standard and 19251931gold exchange standard periods.

4. Financial Crises Then and Now

The recent experiences of international crisesin emerging marketsin Latin America and
Asialealsto the impressonthat financial crises are aphenomenon d the arrent age of
globali zing capital markets. Infad thisisnot the cae, the world has sen waves of crisis snce
the alvent of cgpitalism andthe ealier eraof globali zation before 1914witnessed similar
patterns of cgpital inflows, lending boams, foll owed by cgpital outflows and lending busts.

4.1. Historical Narrative

The dassc case with resonancefor today is Latin America s experiencewith lending
boams and busts prior to 1914(Marichal 1989. Thefirst wave of British cepital flowsto the
new states of the region to financeinfrastructure and gold and sil ver mines ended with the aisis
of 1825. British investors had purchased Latin American stocks and bona, some of which were
in norexistent companies and even courtries, with gay abandon(Ned 1997). The boam ended
with a stock market crash and a banking panic. The new countries defaulted ontheir debts and
lost accessto international cgpital markets for decales, urtil they renegotiated terms and began
paying into arreas (Cole, Dow and English 1995)

The secondwave of foreign lending to Latin Americain the 1850 s and 1860s was used
to financerail roadization and ended in the 1873financia crisis. Faced with deteriorating terms
of trade and adeath of external finance courtries defaulted ontheir debts.

The third wave in the 1880 s invalved massve flows from Britain and Europe generally

to financethe interior development of Argentina and Uruguay; it ended with the aash of 1890,

27



leading to the insolvency of Baring' s the famous Londonmerchant bank. Argentine state bonds
went into default, a moratorium was dedared, and flows to the region diied upfor half adecale.
In the wake of the Baring Crisis, financial distressin Londonand heightened awarenessof the
risks of foreign lending worsened the caital-market accessof other “emerging markets’ like
Australia and New Zedand. The next wave of capital flows to emerging markets sarted up ory
after the turn of the century, oncethis wredage had been cleaed away.

Latin experience may be the dasdc, bu the United States also experienced lending
booms and busts.®” The first wave of British capita in the 1820s and 1830s went to finance
canals and the @tton boan. It ended in the depresson d 1837%1843with defaults by eight
states, causing Briti sh investors to shunU.S. investments for the rest of the decade.

The seandwave foll owed the U.S. Civil War and was used to finance westward
expansion. Thethrea that the courtry would abandongold for silver predpitated capita flight in
the mid-1890s but, unlike the Latin case, did na lead to the suspension d conwvertibility or an
extended reversal of cgpital flows.

Financial crisesin this period were predpitated by eventsin bah lending and the
borrowing courtries.*® A number of crises began in Europe due to harvest fail ures. On several
such occasions (1837, 1847, 1897%he Bank of England raised its discourt rate in resporse to an
external drain of gold reserves. This had serious consequences for cepital flowsto the New
World. Thus, the 1837crisis read to North Americavia Briti sh intermediaries that financed

the export of cottonfrom New Orleansto Liverpod, lealing to the suspension d spede

37 SeeDelong (1999.
38 seeBordo and Murshid (2000 for evidence on the international transmisson of financial crises and contagion
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convertibility by the United States and to bank failures aaossthe wurtry.

Not all crisesoriginated in the Old World. Some emanated from Latin America where
they were predpitated by suppy shocks that made it impossble for commodity-exporting
countries to servicetheir debts, and by expansionary monetary andfiscd padlicies adopted in the
effort to proted the eonamy from the ansequences. Some were triggered by financial
instability, espedally in the United States, a wurtry hoblded by afragile unit banking system and
ladking alender of last resort. These aisesin the periphery in turn infeded the European core.
Clasdc examplesinclude the Argentine aisis of 188390 and the U.S. crises of 1893and 1907.

A fourth wave of flows to emerging markets (and to the “re-emerging markets’ of
Europe) occurred in the 1920 s after leadership in international financial affairs shifted from
Londonto New York. (Bordo, Edelstein and Rockoff 1999. It ended at the end d the decale
with the all apse of commodity prices and the Grea Depresson. Virtualy al courtries, with the
exception d Argentina, defaulted ontheir debts. Private portfolio cgpital did nd return to the
region for four decales.

These interwar crises were greaer in bah severity and scope. They were tied upwith the
flaws of the gold-exchange standard. Compared to the pre-war gold standard, the aedibility of
the coommitment to gold conwvertibility was we&k, and cepital flows were not as gabili zing. This
fragil e system came under ealy strain from changes in the pattern of international settlements,
refleding the persistent weaknessof primary commodity prices and the impad on the airrent
acourt of reparations and war-debt payments.

Hence, when the Grea Depresson ht, banking panics greal viathe fixed exchange rates

effeds from 1880to the present.
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of the gold-exchange standard. Courtries were only spared the ravages of depresson when they
cut the link with gold, devaluing their currencies and adopting reflationary palicies.

The Bretton Woods System establi shed in readion to the problems of the interwar period
placed limits on cgpital mohility. In response to the interwar experiencewith banking crises,
governments creded elaborate systems of regulation to reducerisk-taking in the domestic
financial sedor and constructed afinancial safety net in the form of depasit insurance and lenders
of last resort. The result was virtually no banking crises for the better part of four decales.

Crises under Bretton Woods were strictly currency crises, in which speaulators attacked
countries that attempted to defend exchange rates inconsistent with their domestic
maaoecnamic andfinancial pdicies. These dtads ended either in devaluation a, on acasion,
in asuccesgul rescue mounted by international authorities (the IMF and the G-10). This
contrasts with the Victorian Era, when there were fewer “pure arrency crises’ (unacompanied
by banking crises) except at the outbreak of wars.

4.2. Incidenceand Severity of Crises

How does the record of recent emerging market crises compare with that of ealier times?
Bordo and Eichengreen (1999 provide an answer to that question. They show the behavior of
red GDP growth in awindow five yeas before a cisis andfive yeas after a aisisfor 15
emerging courtries and 6advanced courtriesin the period 18801913-a period when capital

flowed as fredy asit does today>® — compared to a sample of 10 emerging market courtries

9 The oountries, which include many of today’s advanced courtries, are: Argentina, Australia, Brazl, Canada,
Chile, Denmark, Finland, Greece Italy, Japan, Norway, Portugal, Spain, Sweden, and Switzerland.
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experiencing crises in the past 25 yeas.*°

Crises are defined as both currency and banking crises*! that were identified from
historicd narratives. In addition, as an dternative indicaor of a airrency crisis, Bordo and
Eichengreen used an index of exchange market presaure.*> They included 22crises in emerging
market courtries (and 7in their advanced industrial courterparts) prior to 1914.For the period
since1972,they identified 30crisesin 10emerging market courtries.

The incidence of emerging market crisistoday is considerably higher than in the ealier
period, at 11.5% per courtry yea versus 4.3% for the ealier period*®

The measure of the severity and duation d a aisiswas the ectent to which the aanual
GDP growth rate deviated from trend onits acourt and then remvered. Spedficdly, for eath

country Bordo and Eichengreen cdculated the growth rate in the aisisyea relative to its trend

0 The muntries are: Argentina, Brazl, Chile, Indonesia, Korea Malaysia, Mexico, Phili ppines, Singapore, and
Thail and.

“LEor an episode to qualify as abanking crisis, there had to be éther bank runs, bank fail ures and the suspension of
convertibility of depositsinto currency (a banking panic), or else significant banking-sedor problems (including
fail ures) that are resolved hy a fiscdly-underwritten bank restructuring.

Thisalowed Bordo and Eichengreen to distinguish between liquidity crises before 1914in which lender-of-last-
resort intervention was either absent or unsuccesgul, and events (like those typica of more recent yeas), where a
lender of last resort or deposit insurancewas in place &d the main problem was bank insolvency. In fad, however,
anumber of banking crises which occurred in Europe before 1914 dd not involve panics and in this resped were not
dissmilar from episodes occurring more recently. For an episode to qualify asa aurrency crisis, there had to be a
forced change in parity, the dandonment of a pegged exchange rate, or an international rescue.

“2\tiscdculated as aweighted average of the percentage change in the exchange rate with resped to the core
courntry (the UK before 1914 the US theredter), the change in the short-term interest rate diff erential with respec
to the core cuntry, and the differencein the percentage thange in reserves of a given country and the percentage
change in reserves of the core wuntry.

This buil ds on the exchange-market-presaure model of Girton and Roper (1977), foll owing the methoddogy of
Eichengreen, Rose and Wyplosz (1995 1996.
An episode is counted as a aurrency crisis when it shows up acordingto either of these indicators.
3 Note however that the post-1972sample was not seleded randomly; the 10 countries considered were seleded as
the subjeds of well-known crises. Using a similar chronology, that underlying Chapter 1V of the World Economic
Outlook, May 1998 for alarger sasmple of 30 emerging countries, the incidenceis smewhat higher than ours. This
refleds alarger number of crisesin the WEO sample. However, the incidence of twin crisesin our sample grealy
exceealsthat in the larger WEO sample.
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over the five yeas preceling the aigis, crisisyea growth relative to itsthreeyea trend
precaling the aisis; the diff erence between crisis-yea growth and the precaling yea’s growth
rate; the diff erence between growth the yea following the aisisand the aisis-yea growth rate;
the diff erence between the threeyea trend growth rate following the aisisandthe aisisyea
growth rate; and finally the diff erence between the five-yea trend growth rate foll owing the
crisisandthe aisis-yea growth rate.

Table 2, adapted from Bordo and Eichengreen (1999, presents simmary statistics of
crosscourtry averages of the growth rates cdculated as described above for the emerging market
courtriesfor the pre-1914and pcst-1972 eriods. (Also seeFigure 7). A key fad isthat the
output effeds of banking and financial crises in emerging market courtries were somewhat more
severe in the recent period compared to the pre-1914 period. Whereas growth dedined by 3
percentage paints relative to trend in the typicd post-1972crisis, the comparable number for
emerging marketsin the pre-1914 period was 2 percentage points. The contrast is harpest for
twin crises (combinations of both banking and currency crises), which have been exceptionally
disruptive since 1972 (when the average dedinein the growth rate was 5 per cent) but were less
so prior to 1914(when the average dropwas again “only” 2 percent). Whatever the contrast,
however, these diff erences are not large.**

By these measures, thefall in ouput in the recent Asian crisis was espedally steep:
Koreds growth rate dedined 7 percentage points below its pre-crisis five-yea-average growth

rate, 8 percentage points below itsthreeyea pre-crisis average and 7 gercentage points from the

“\While aises may have been somewhat less gvere on average before 1914than today, t-tests of the diff erences of
means do not permit us to rejed the null that the severity of downturns was the same acossperiods.
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yea precealing the aisis. Indoresia s performancewas smilar, while Thailand s was the worst
(at minus 13, 13, 11 prcentage points respedively). The severity of these curtries' crisesin
19971998iswell known; the paint here is that their recessons were dramatic relative to the
typicd crisisin emerging markets prior to 1914.

How does recent Asian experience mmpare with the worst of the pre-1914era? The two
most infamous pre-World War | crises in emerging market courtries, the USin 1893and
Argentinain 1890,were even worse than Asian crisesin recent yeas.*> For the US, growth
during the aisisyea dedined by 9 percentage paints relative to its previous five-yea trend, 12
percentage points below its threeyea pre-crisistrend, and 14 @rcentage points from the pre-
crisisyea. For Argentinathe numbers are even more dramatic if the wnventional statistics are to
be beli eved: minus 17%, 20%, 24%, with remvery in growth na complete ter 5 yeas.*®

The experience of the six advanced courtriesin the pre-1914 period in general was much
more peacéul than that of the anerging market countries, with the exceptions of currency crises
in Germany in 1903and 1907assciated with large drops in growth relative to trend, and severe
twin crisesin Francein 1889(Bordo and Eichengreen 1999, Table 1).

Table 2 aso suggests that emerging market countries recovered more quickly from

currency crises before 1914than after 1972.Before 1914,the growth rate rose by 2 percentage

45 Categorizing the United States as an emerging market islikely to be controversial. Our caegorization follows
Eichengreen (1992, which classesthe U.S. asa“peripheral” country prior to 1913 o the grounds that it was
dependent on capital imports for much of the period, ladked alender of last resort to badkstop damestic financial
markets, and was not fully committed to the maintenance of gold convertibility, and thus not the redpient of

stabili zing capital flows. For a mntrasting interpretation, sseBordo and Schwartz (1996).

*®Two ather famous emerging financial crises associated with serious red effeds were thosein Australiain 1893
and the USin 1907-08. The exceptional severity of these guisodes sould serve & awarning that generali zaions
about the pre-1914 period must be drawn cautiously, sincethat period appeasto have feaured a small number of
extraordinarily severe aises aongwith numerous milder episodes. This is another way of understandingwhy it is
difficult to rejec the null that the severity of crises was the same acossperiods; the standard deviation of thefall in
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points between the aisis yea and the threeyeas foll owing; after 1972,the growth rate failed to
rise & all. In contrast, the recovery from banking crises darts ealier in the modern period, in the
first post-crisis yea as oppcsed to the seand a third. Thisis true whether or not banking crises
were acompanied by currency crises.

Explanations for these mntrasts between the pre-1914and past-1972erarefer to a
number of fadors. Faster reavery before 1914 could be dtributable to adherence, or attempted
adherence, to the gold standard rule. Prior to 1914 courtries driven df the gold standard
generaly intended to restore wnvertibility at the previously-prevaili ng exchange rate oncethe
crisis passed. Whil e investors who held damestic-currency-denominated asts suffered losses
when the exchange rate oll apsed, they anticipated gains as the arrency remvered to its
traditional parity (Miller (1996 ,1998 To pu the point another way, insofar as the authorities
were cmmitted to reestabli shing the previous rate of exchange, there was littl e reasonto fea
that abandoring the arrency peg would urdeash urcontroll ed inflation. Hence, devaluation dd
nat incite persistent capital flight. Rather, gold and capital began flowing badk in at arelatively
ealy date, stabili zing the e@namy and stimulating remvery.*’

The slower reavery from banking crisesin the ealy period may refled the ésence of
effedive lenders of last resort, cgpable of restoring depasitor confidence, stabili zing supgi es of
money and credit, and sustaining the provision d financial servicesto the eonamy. The US

crisesof 1893and 1907 which were gredly aggravated by the @sence of last-resort lending

output was large, refleding the dorementioned heterogeneity, relative to the mean, both before 1914and after 1972
T see DelLargy and Goodhart (1999.
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(leading in turn to the establi shment of the Federal Reserve), make this point.*®

One muld aso argue that regulatory forbeaance and central bank bail outs have adverse
long-term eff eds by weakening market discipline and leading to alessefficient all ocaion o
capital. Indeed, thereis some suggestion d thisin the data: whil e recovery from banking crisesis
initiated ealier in the post-1972 period, the subsequent expansion accéerates lessdramaticdly
andis sustained less siccessully, asif market discipline and the dficiency with which credit is
alocaed are lesspronourced (than in comparable gisodes a hunded yeas ago).

This comparisonignores the fad that profound tanking problemsin the recent crisis
countries had na been resolved when, acording to the data, recovery began, e.g., Mexico,
Koreg Thailand.

Finaly, the fad that the dedinein red growth was greder on average in today’s crises
may just refled the presence of the safety-net provided by the IMF and aher IFI’s. The beli ef
that emerging market courtries would be bailed ou may have encouraged more caital to flow in
than would have been the cae in the dsence of the safety net. Hencethe reversal of cepita
flows and their effeds on the red ecmnamy becane more serious.*

The interwar yeas, asiswell known, were natoriously crisis-prone: the incidence of
crisis per courntry-yea wasten percent. The drop in output foll owing crises was exceptionally
sharp, for both advanced and emerging market courtries, excealing that for emerging market

countriestoday. The diff erence between the interwar and the two aforementioned periods (pre-

*8 55 deesthe fad that recovery from banking crises and twin crises was on average initiated ealier in the alvanced
courtries than in the prewar emerging market courtries, given the fad that lender-of last resort cgpadty was more
highly developed in the center

49 ndeda, Bordo and Eichengreen (1999 show that the swingsin capital flows were larger in the recent compared to
the ealier crises.
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1914,and past-1972 was the exceptional severity of the banking and twin crises of the 193Gs.
Thiswas of course Friedman and Schwartz’'s (1963 explanation for the severity of the Grea
Depressonin the United States, which they attributed to the fail ure of the Federal Reserveto ad
as alender-of-last-resort, in conjunction with the disappeaance of the private lifeboat operations
by the deaing house asciations that were so important before the war. The twin-crises version
isthe explanationfor the exceptional depth of the global slump elaborated by Bernanke and
James (1991). The aises of the interwar period havever were not crises associated with

globali zation--lending boams and busts. They were aises of global maao instability and a
flawed exchange rate.

Under Bretton Woods, crises were mild. There were no banking crisesin ou sample,
refleding the restrictionsimposed on lkanking systems in resporse to the disasters of the 1930s.
While aurrency crises continued to occur despite the aloption o restrictions on cgpital mohility,
their output effeds were mild by the standards of the pre-1914and interwar periods. This
plausibly refleds the more limited scope for capital flight in the ntrolled financial environment
of the 195Gs and 196@, and the greder scope for central banks to continue pursuing paliciesto
sustain ouput and demand kehind the shelter of controls. Those recessonary eff eds were more
pronourced in emerging market than advanced econamies, bu the @ntrast islessthan in either
of the precading periods, plausibly refleding the prevalence of capital controls and the

quiescence of international financial markets.®® Thus, like the interwar, crisesin this period were

**Bordo and Eichengreen (1999 also examine the behavior of a number of ancill ary variables: net exports; money
growth; and red interest rates aaossthe four regimes. In general the evidencefor these variables sipparts that of
DelLargy and Goodhart (1999 that adherenceto the resumption role of the dasdcd gold standard dd make a
differencefor countriesfadng a aurrency crisis—the arrent acount reversed more quickly and red interest rates
spiked more quickly compared to the recent spate of crises.
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nat a product of the open capital markets of globalization bu were related to the flaws of the
adjustable peg regime.

5. I nternational Rescues

Many of the aurrency crises of the past ended with adevaluation o the arrency, onsome
occasions courtries held sufficient reserves to succesgully stave off the dtad, while some aises
were averted by international rescues.

In the period kefore World War 11, rescue loans to central banks and sovereign
governments were often arranged by or intermediated by private investment banks, such as
Rothschil ds, Barings, and J.P. Morgan. SinceWorld War Il, al of the rescues have been
arranged by official monetary authorities, or international agencies, the IMF, BIS, and the World
Bank.

5.1. TheClassical Gold Standard

In the century before World War I, frequent short-term loans were made to central banks
and aher monetary authoritiesto reli eve presaure on their reserves during financial crises (Bordo
and Schwartz, 1990Q. The redpients of these |loans were primarily the advanced courtries of
Western Europe, with rare exception the emerging courtries were not rescued. In virtually every
case, rescue loans were made on commercial terms to central banks that had arecord of solvency
and d credible adherenceto spede mnwertibility. The loans were regarded as a supdement to
or, in some cae, as a substitute for other remedial adions designed to replenish the monetary
authorities' reserves, such as raising the discourt rate and credit rationing. In many cases the
loans were made on aredprocd basis. Thusin the period from 1825to 1914, onrmany occasions

the Banque de Frances establi shed temporary credits to the Bank of England and viceversa

37



(Bordo and Schwartz 1999.

Two episodes from the pre 1914erawith resonancefor today are the Baring Crisis of
1890andthe U.S. silver crisis of 1895. The Bank of England averted a panic foll owing the
failure of the House of Barings in November 1890resulti ng from a debt default in Argentina,
whose seauritiesit had uncerwritten, by arranging a*lifeboat’ operation, whereby the
government guaranteed loans by London lanks to recaitalize Barings. The Bank's dharein the
rescue would have depleted its gold reserves sufficiently to threaen conwvertibility. In additionto
raising the discourt rate, the Bank proteded its reserves by borrowing £2 millionin gold from
the Bangue de France, the Rothschil ds ading as intermediaries. Subsequently, it borrowed a
further £1million. The Imperial Bank of Russa dso agreed to provide £1.5million d German
gold coins. British Exchequer bonds srved as a wll ateral for eat of the loans. The news as
much as the faa of the loans restored confidence.

In the second episode, aU.S. budyet deficit after 1890and the issue of legal tender
Treasury Notes of 1890,redeamable in silver coin, that the Sherman Sil ver Purchase Act of 1890
mandated, creded urcetainty abou the cwnwertibility of the U.S. ddlar into gold. In January
1895,arun ongold in exchange for legal tenders reduced the Treasury’ s reserve to $45milli on.
In February 1895,the Treasury seaetary contraded with the Belmont-Morgan banking syndicate,
to market a4% bondisaue, and provide the Treasury with a 6-month short-term interest-freegold
credit to restore the gold reserve. During the five months after the cntrad was sgned, nogold
was withdrawn from the Treasury.

52  Thelnterwar

The regime that was restored from 1924to 1936was a gold exchange standard that
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differed profoundy from the pre-1914gold standard. Flawsin the structure axdinappropriate
palicies by its members meant that whatever attempts at rescues that were made when crises
struck in 1931were doamed from that start.

A rescue padkage from the Bank for International Settlements was insufficient to stem the
crisisfadng Austria dter its bail out of the insolvent Credit Anstalt in May 1931. A second
rescue d@tempt by the Bank of England also followed. The aisisthen spread to Germany. The
Reichsbank then sought and oliained an international 1oan of $100milli on ($24 milli on eath
from the Bank of England, Banque de France, Federal Reserve Bank of New York, and the BIS)
onJune 25. Theloan proved insufficient to stem the speaulative atadk. A secondloan for $1
billi on foundered in the faceof oppasition by bath the Banque de France and the Federal
Reserve. The external drain was finally halted by the aanourcement of a standstill agreament on
July 20 and theimposition d exchange antrols.

Thefinal ad of the aisiswas a speaulative dtadk onsterling. The cmbination d the
continental banking crisis, which froze debts payabl e to British banks, and a worsening current
acourt deficit and growing budget deficit placed mourting presaure onthe Bank of England's
gold reserves. Bank rate was raised twicein July from 2.5% to 4.8%. In the final week of July
1931,the Bank of England oliained matching credits of £25 milli on from the Bangue de France
and the Federal Reserve Bank of New York. The anount was inadequate to halt the run. Further
loans to Britain of $200milli on ead from a syndicate formed by J.P. Morgan in New York anda
syndicaein Paris also proved inadequate. With reserves dwindling, the Government suspended
convertibility on 19September.

5.3 Bretton Woods
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The framers of the Bretton Woods agreament in July 1944 establi shed an international
monetary framework that would overcome the perceived problems of the interwar period,
espedally the perceptions that capita flows (hot money movements) were akey source of the
instability of the 1930 and that international cooperation hed failed. Free caital mohility was
nat encouraged. The International Monetary Fundwas establi shed to provide temporary
asgstanceto courtries with current aceount imbalances. A precedent to IMF lending was the
U.S. Treasury Exchange Stabili zation Fund established in 1934. ESF stabili zation loans date
from 1936, initialy to Latin American courtries (e.g. Mexico 1936, 1938*

The Bretton Woods era was marked by currency crises that aff eded courntries with
pariti es inconsistent with damestic pali cies and competitive trends. The aises were resolved
either by devaluations, revauations, or by IMF or G-10rescue loans. In two instances (sterling,
November 1967,and the ddlar, August 1971 currencies that were under attadk succumbed,
despite rescue loans for the former and varied devicesto proted US gold reserves. In severdl
other instances (the Canadian ddlar, June 1962 the lira, March 1964, the rescue loans were
succesdul. Astheresourcesrequired for rescues mourted, the Bretton Woods s/stem fell apart,
adissolutionthat the palicies of the US, the center courtry compell ed (Bordo and Schwartz
1999.

5.4, Recent Rescues

Rescue loans before the 1990 were made in an attempt to prevent adevaluation a the
abandorment of a pegged exchange rate by the cre advanced countries. They were temporary

loans, at commercial market rates, limited in magnitude, bu sufficient to off set a aurrent acount

°1 Acoordingto Gold (1988, the IMF is an off shoot of the ESF. Many of its procedures were developed there.
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deficit.

Rescue loans in the 19905 have been extended to emerging market courtries (Mexico
1994, Thalland, Indoresia and Koreal9978) andto Russa, a coourtry in transitionfrom a
command ecnamy.>? The loans have been multi ples of the anourts that were granted in the
past (seeBordo and Schwartz 2000. Therecent loans are intended to off set a caital acount
outflow, the dfed of which was to endanger repayment of the lenders. The size of the loan was
enough to provide the wherewithal to repay foreign and damestic lenders of foreign currency,
involving awedth transfer from the redpient taxpayers to wedthy investors. In this snse they
represent bail outs and nd simply rescue loans.

The dief indictment of the bail out model of international lending isthat it promotes
moral hazard. Inthe aisis courtries, investors beli eved that there was an impli cit government
guarantee gainst fail ure of banks. If banks were threaened becaise depasitors wanted foreign
exchange for domestic depasits, governments would provide it until their foreign exchange
reserves were exhausted. When foreign bank depaosits were nolonger guaranteed, investors
decanped (Dodey 1997). International |oans then replacal government guarantees. Lenders
presumed that, whether or not the resources they provided were put to prudent use, they were nat
at risk. Borrowers presumed that, if there were areversal of the wndtions that invited the inflow
of funds, their debts would be repaid by others or drasticdly discounted. Indeed, the rescues of
the seaondgolden age diff ered from those of the ealier one not primarily because the lender

changed from private banks to international financial institutions but because the underlyuing

®2The debt crisis of the 198Gs is not a preaursor to the bail out loans of the 199G. In the 198G US money center
banks were saved from closures by the adions of the IMF and the US monetary authoriti es but they were not bailed
out in the sense that they were not saved from mgjor losses on their loans to the emerging market courtries.
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environment changed. It changed from one where insolvent borrows were dlowed to default and
insolvent banksto fail to ore where “too kg to fail” isthe norm.

Have the recent rescues been successul? Some ague the Mexican rescue (as well as
Thailand and Koreg was siccesSul because the IMF and aher creditors are being repaid and
growth isrecvering quickly to pre aisislevels. Yet the debt burdensto be serviced by the
taxpayers of these wurtries areimmense. Moreover recent empiricd evidence suggests that, on
average over the 19731998 period, that countries receving IMF asgstancein financial crises
fared no letter in terms of red growth, the level of red per cgoita GDP, or red consumption,
than comparable courtries which were not rescued (Bordo and Schwartz 2000. This comparison
acourtsfor the self-seledion has that courtries which turn to the Fund rave spedal
charaderistics distinguishing them from those that do nd.

The question then arises whether, with the resurgence of the international financia
marketsin recent yeas described in Sedion 2above, why can’t the private caital markets
handle the rescues of emerging countries through e.g. advancelines of credit (Feldstein 199§.
Moreover if courtries knew that they were not to be rescued, o that the anourts forthcoming
would be insufficient to cover both interest and principal, then why wouldn't they hald large
reserves as did Taiwan o make other arrangements.

6. Globalization, Crises and Backlash

The recent spate of financial crises has led to cries by some for cgpital controls and the
slowing down of the integration process Others argue that at the very least, the liberalization o
courtriesthat still have significant barriersto free caital mobhility shoud na be encouraged urtil

significant financial sedor reformsinvolving greder transparency, and adequate supervision and
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regulation faadliti es are instituted. It is argued that the benefits to econamic welfare and growth
of liberalization may not be worth the @sts of the aises.

The recent case for reimpasing controls to prevent crisesis based onthe agument that
asymmetric information fosters lending boams which can suddenly coll apse in the faceof a
sudden change in market sentiment, which may or may nat refled fundamentals (Rodrik 1998.
Herding behavior credes amassve caital flow reversal. Inturn contagion effedslea to
massve caital flows from neighbaring courtries faang similar econamic problems and even
from emerging courtries which do na.

The cae ajainst imposing controlsin general isthat it prevents the optimal all ocation o
resources, it prevents optimal portfolio dversificaion, it encourages irresporsible maao pdicy
andit leals to corruption (Cooper 1999.

The propasals for controls range from preventive ntrols on ouflowsto aleviate
balance of payments presaure before a cisis; temporary controls on ouflows (curative antrols)
impaosed duing a aisis, e.g. Maaysia; and controls on cgpital inflowsto prevent a aisis, e.g.
Chile (Edwards 1999.

What isthe evidenceonthe dfedivenessof capital controls? Edwards (1999 presents a
convincing case based onthe Latin American experiencethat preventative cntrols on cgpital
outflows are largely ineffedive becaise they are eaily evaded, lead to corruption and to bad
pdlicies. Curative aisis controls also were asociated with ursatisfadory GDP growth foll owing
the aisis (Edwards 1999 p. 9.

The most prominent recent example of controls on cgpital inflowsisthat of Chile which

ontwo occasionsin the past two decales has required foreigners wishing to invest in the courtry
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to hdd noninterest beaing deposits at the ceantral bank. According to Edwards (1999 the
controls were succes<ul in lengthening the maturity structure of foreign indebtednessand hence
reducing vulnerability to sudden reversals, bu that this was achieved at the expense of a higher
cost of cgpital espeaally to small and medium sized firms. The controlsalso dd give the
monetary authoriti es extraindependenceto pusue paliciesthat could help insulate the domestic
eaonamy from external shocks but the evidence on hav proteded Chil € s financial markets were
from contagion duing the recent Asian crisisis mixed: the volatility in stock prices dedined bu
not the volatility of short-term interest rates.

What abou the dfeds of the liberalization d capital controls on growth? According to
Rodrick (1998 based ona panel regressonfor 23 courtries 1993to 1996, “capital controls are
esentialy uncorrelated with long-term econamic performance oncewe ontrol for other
determinants.”>® The historicd evidenceis mixed. Bordo and Eichengreen (1998 based ona
panel regresson, foundthat the hypotheticd removal of capital controls during the Bretton
Woods period 19591973would have had negligible dfeds onthe growth rates of industrial
courtries but we&k pasitive dfeds onthe growth of emerging courtries.>* Moreover the
historicd pattern of growth rates, financial crisisincidence and the presence or absence of
controlsis also mixed. Inthepre-1914 period, aregime withou any cgpital controls, the
incidenceof currency crisesin bah advanced and emerging countries was considerably lessthan

under Bretton Woods, (aregime with cgpital controls and twicethe growth rate) (Bordo and

°3 Edwards (1999 criticizes the IMF index of capital controls used in the study as too general to pick up country
spedfic restrictions.

** Also seeKlein and Olivei (1999 who present evidencefor a panel of advanced and emerging courtries for the
past two decales $rowing that cgpital acount liberalization raised growth rates via afinancial deepening effed for
the advanced countries but not for the energing countries.
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Eichengreen (1999).

In summary, more reseach is needed to determine whether the incidence of crises affeds
long-term growth and whether using controls to suppressthem redly matters one way or the
other. Indeed the problem may not be the caital inflows to emerging courtries at al but what is
dore with them, whether they are used to finance productive investment, conspicuous
consumption a somewherein between. Thisisrelated in turn to the structure of the financia
system including its regulation and supervision. Financia crises are more likely to happen in
unsoundfinancia environments. Whether thisimplies an orderly sequencing of reforms before
capital markets are opened, a opening the caital markets and all owing the domestic financial
system to be expased to the light of day with a aisis asawake-up cdl for reform, is anather
matter.

The agument over capital controlsto prevent the aisis consequences of international
financial market integrationis part of amore general debate on globali zation —whether its
benefits to aggregate eonamic welfare may be outweighed by disruptive distributional effeds.
O’ Rourke and Willi amson (1999 provide comprehensive and convincing historicd evidenceon
thisisaue from their analysis of the ealier golden age of globali zation before World War 1.

In that golden age, unprecadented mohility of goods, labor and capital contributed to
rapid red growth. The growth dof international trade refleded areductionin tariff barriersin the
third quarter of the nineteenth century and dedining transportation costs throughou the century.
Labor moved fredy in waves of massmigration from the Old World to the New to take
advantage of higher red wages. Capital, as discussed above, moved from the caital abundant

regions of Western Europe to take advantage of the higher red returnsin the resourcerich lands
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of New Settlement.

The @nsequence of trade and fador mohility in the Golden Age was the convergence of
red wages and per capitared incomes between the cre aurtries of Western Europe and much
of the periphery. According to O’ Rourke and Willi amson (1999 and Willi amson (1996 this
refleded the operation d classcd trade theory. Both fador flows and goods flows fostered
fador price eualization. Most of the cnwvergencein red wages (70%) is explained by facor
movements, espedaly by labor mohility, (with mohile caital asaminor player); the rest (30%)
acarding to the Hedksher-Ohlin theorem, by international trade.

These forces had important effeds on the distribution o income. The massve migrations
inthe 18701914 eriod reduced the returnsto land avnersin the land scarce, [abor abundant
countries of Europe and at the same time worsened the income distribution in the curtries of
New Settlement, as unskill ed immigrants competed with more establi shed workers for jobs.

A pdliti cd badklash ensued in ead region. Inthe Old World, landovners successully
lobhied for the increased tariff protedion d agriculture in the last two decales of the nineteenth
century. Inthe New World, inthe U.S., Canada, Australia and Argentina, labor was ultimately
succesdul in closing the doars to migrants by the second cecale of the twentieth century. The
badklash to globali zation in turn may have fanned the flames of nationalism and been akey cause
of World War I.

Asdetalled in Sedion 3abowe, the turbulent interwar period witnessd the virtual
termination d cgpital mohility as nation states turned to proted their monetary sovereignty in the
faceof the Grea Depresson.

Today is ancother golden age of globalization. Shoud we worry abou a badklash like that
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which kill ed the first one. Compared to the ealier age, international labor mohility is not of
grea importance, whereas capital flows and trade ae of significantly greaer importance
Moreover Willi amson (1996 viewed capital flowsin the pre-1914 priod as partial substitutes
for labor mohility in explaining the mnvergence of red wages. Thus there ae some tendencies
which could augur abadk to the future badlash scenario.

On the other hand, the growth of international trade is more widespreal than pre-1914
and hencethe groups that may be harmed are outweighed by those that benefit from it. Moreover
today there ae more escgpe valvesin trade legislation to reli eve trade presaure than ealier
(Bordo, Eichengreen and Irwin 1999. Also urnikeinthe pre-1914era, trade disputes can be
resolved by multinational agencies sich asthe WTO which were not present then (Irwin 1993.
Finally most courtriesin recent yeas have leaned to pusue stable maaoeanamic paliciesin
sharp contrast to the unstable maao environment which led to the shutting down of the capital

markets in the interwar period.

7. Conclusion

What are the lesons from history from our survey of the record onthe globali zation o
international financial markets?

First, financial market integration hes foll owed a U-shaped pettern, dedining in the
midd e yeas of the twentieth century from the high levels achieved before 1914to similar or
higher levelstoday. It took the restoration d maao stability by the advanced courtriesin the
1970sand 80s and speaficdly the resolution d the pdlicy trilemmawith the alvent of floating

exchange rates to all ow the resurgence of cgpital mohility to take place Thisrecord makesa
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strong case for afloating exchange rate regime for the advanced courtries. Thisdoes not rule out
regional exchange rate arangements like the ERM or emerging courtries adopting a aurrency
board ar ddll arization to establi sh credibility. The historicd recrd, havever, as developed here
andin Obstfeld and Taylor (1998 makes the cae for intermediate arangements harder to
defend.

Seoondy, financial market integration is broader and ceeper today than pre-1914. This
largely refleds financial innovations to overcome barriers to asymmetric information. Also at
work have been improvements in communications and government regulations to encourage
transparancy in financial markets.

Third, financial crises have dways been part of the scene. They may be the product of
asymmetric information. They most likely refled shocks and inconsistent fundamentals. The
effeds of crises are and were worse in emerging courtries (with the exception d the interwar
period). Thisisthe cae becausethey: are financialy underdevel oped; have thinner markets;
have lessdiversified patfolios; have lesseffedive supervision and regulation; have lesswell
defined property rights and bankruptcy codes; and a greder proclivity to foll ow unstable maao
pdlicies. All of these feaures make them more prone to asymmetric information problems,
lending boams and busts and kanking crises.

Thiswas the caein some anerging market courtries before 1914. TheU.S. isastellar
example. It was proneto periodic financial crises becaise of the unsoundstate unit banking
system which prevented interregional portfolio dversification and kecaise it did nd have an
effedive lender of last resort, (dthough private arangements such as the deainghouses in many

cities, did on acasion al eviate banking panics).
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The leson from the experience of emerging courtries like the U.S., Australia, Canada
and the Scandinavian courtries that graduated to advanced statusis to al ow financial marketsto
develop and mature. Thisrequires aset of rulesincluding seaure property rights, an effedive
lender of last resort and a soundmaao pdicy environment. Some of these dtributes can be
imported by al owing financial institutions from advanced courtries to operate fredy in the
emerging courtries. Other develop with time.

Finally the case for an international lender of last resort to manage today’ s crisesisnot an
obviousone. Today with extensive open private caital markets, many courtriesin distresscan
borrow what they nead at market interest rates. Thereislessneed for international rescues.

In the past, the international lender of last resort function was only a partial function,
because then (astoday) nointernational institution could issue high povered money. Before
1914international rescues involved temporary loans between central banks on the basis of sound
collateral, oncommercial terms (Bordo and Schwartz (1998. In the twentieth century, urtil the
past two decales, rescues have been made by groups of courtries, the IMF and the BIS, to
countries fadng temporary current acourt reversals. Today in the faceof capital acourt
reversals, the size of the rescues hasincreased dramaticdly as has the risk of moral hazard. In
today’ s environment of open global cepital markets the only role for an international crisis
manager shoud be to provide liquidity to courtries that canna accessthe private caital markets,

and then to lend short-term on the basis of soundcoll ateral and at a penalty rate.
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Tablel

Bank and Bond Market L ending to Emerging Markets

Functional Sectors

Number of Bonds Value of Bonds Number of Loans Amount of Loans
(in US millions)

(in US millions)

Central Bank 77 18155.85 147 24897.091
Other Government 368 128080.44 294 39121.941
Infrastructure Investment 385 67695.01 879 110844.658
oil/coal/gas 153 28047.07 315 56226.715
energy-utility 107 21951.1 233 30414.017
others 125 17623.31 331 24203.918

Mining 10 664.04 87 10717.272
Finance (banks, etc) 1302 161610.12 1769 132049.471
Manufacturing 415 38504.02 946 66996.553
Service 241 26261.95 867 76545.381
TOTAL 3183 508592.91 5868 572017.017

Source: see Bordo, Eichengreen and Irwin (1999)
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Table?2

Fluctuationsin Annual Growth Rates Around the Time of Crises:
Summary Statistics 1880-1913, 1973-1998: Emerging and Advanced Countries

All Crises: mean (number of crises)

15 Emerging 10 Emerging
Countries Countries
18801913(22 19731998(30)
Oerisis~0(-5) -0.02 -0.03
Oerisis~0(-3) -0.01 -0.03
Oerisis~O(-1) -0.02 -0.03
O(+1) ~Gerisis -0.02 0.02
0(+3)"Gerisis 0.01 0.02
0(+5)-Gerisis 0.03 0.03

Twin Crises: mean (number of crises)

15 Emerging 10 Emerging
Countries Countries

18801913(9) 19731998(14)
Oerisis~0(-5) -0.02 -0.05
Oerisis~0(-3) -0.02 -0.05
Oerisis~O(-1) -0.02 -0.05
O(+1) ~Gerisis -0.00 0.03
0(+3)"Gerisis 0.01 0.05
0(+5)-Gerisis 0.02 0.05

58



Table 2 Continued

Part C: Banking Crises: means (number of crises)

15 Emerging 10 Emerging
Countries Countries

18801913(8) 19731998(5)
Oerisis~0(-5) -0.02 -0.03
Oerisis~0(-3) -0.02 -0.03
Oerisis~O(-1) -0.03 -0.02
O(+1) ~Gerisis -0.03 0.02
0(+3)"Gerisis 0.00 0.02
0(+5)-Gerisis 0.05 0.01

Currency Crises. means (number of crises)

15 Emerging 10 Emerging
Countries Countries

18801913(5) 19731998(11)
Oerisis~0(-5) 0.00 -0.02
Oerisis~0(-3) 0.03 -0.01
Oerisis~O(-1) -0.01 -0.00
O(+1) ~Gerisis -0.03 0.01
0(+3)"Gerisis 0.02 0.00
0(+5)-Gerisis 0.00 0.01

Note: guisis ISthe annual growth rate of red GDP at the aisisyea. g isthe average annual growth rate of
red GDP N yeas before (-) or after (+) the aisis.

Data Sources: Bordo and Schwartz (1996 data base, IFS CD-ROM (1999.
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Figure 2. Ratio of the Current Account to GDP, Selected Major Countries
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Figure 7. Growth Rate of Real GDP, All Crises, Emerging Countries, 1880-1913
and 1973-1998




