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ABSTRACT

This paper develops a critical view of the
conventional currency crises models from a Post
Keynesian perspective. Besides, it also presents a Post
Keynesian proposal to reform the international monetary
system, based on Keynes's ideas and Davidson’s works.

Key words: Currency crises models; International
monetary system; Keynesian and Post Keynesian theory.



1. INTRODUCTION

In a recent article, Krugman (1997) reviews currency
crises models, dividing them in two types: “canonical”
crises models and second-generation crises models. While
the former explains different experiences of speculative
attacks, the latter seems appropriate for understanding
the European monetary crisis in 1992/93. Subsequently,
recognizing the failure of conventional theory in providing
consistent answers for the Asian crisis, Krugman (1998)
develops a new approach on currency in order to explain
this crisis, based on the moral hazard/asset bubble view.

As stated by Krugman (1997, p.6), conventional
theory presumes that foreign exchange markets are
efficient, that is to say they make the best use of
available information, while, in the real world, foreign
exchange market exhibits strong “anomalies”. Efficient
market theory claims that economic agents analyze past
and present market data, which means that price signals
are presumed to provide enough information about
forming rational expectations as a basis for making utility
maximizing decisions. However, the author recognizes that
foreign exchange markets can be inefficient.

Thus, currency crises can be generated either by
self-fulfilling rational expectations or by irrational her
behavior involving bandwagon effects. But,
models with self-fulfilling features it
fundamentals are sufficiently weak that
potentially vulnerable to speculative att
words, crises are explained, even in last
inconsistency of economic fundamentals.
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As we know, efficient market theory has its
foundation in the ergodic axiom, which means that the
exgected value of an objective probability can be always
éstimated from observed data that provides reliable
mformation about the conditional probability function that
will govern future outcomes. In this system, the decision
rrfaker believes that an immutable real objective probability
distribution governs both current and future market
outcomes. Therefore, market fundamentals are immutable
in the sense that they cannot be changed by human
actions; they also determine the conditional probabilities
of future outcomes. According to efficient market theory,
short-run speculation can interfere with the efficient
capital allocation function of financial markets and
speculative volatility is explained by the existence of
foolish "noise traders”. Otherwise, the observed secular
trend of financial markets is determined by immutable real
sector fundamentals, which means that in the long-run
irrational traders are made extinct by an efficient market
(Davidson, 1998)2.

By contrast, Keynes and Post Keynesians reject
the ergodic axiom of efficient market theory to explain
the financial market bebhavior. In an uncertain world, in
which fundamentals do not provide a reliable guide to
the future, which is subject to sudden and violent
changes, future market valuations are always subject to
disappointments. Thus, speculation is no} an
“anomaly”, explained by the existence of fooh.sh noise
traders”, but is a consequence of the operational way
in which financial markets work in the real world. For
Keynes and Post Keynesians, the outcome of
SPeculation is ambiguous, because it can be disruptive
with real consequences, devastating particular sectors
as well as whole economies, once it can create
laoulative whirlpools; but at the same time it provides

Viquidity ass .
ets, an : .
markets. ' essential role of the financial

_—

This paper aims at (i} analyzing the currency crisg'a.s
models from a Post Keynesian perspective3, and ({ii)
presenting a Post Keynesian proposal to reform the
international monetary system in order to prev_ent
international currency crises. Besides thjs introduct.lon,
the paper is structured as follows: section 2 describes
the main currency crises models as well as develpps a
critical view of the conventional theory; section 3
presents a Post Keynesian view of financial markets a!nd
speculative activity and also develops a Post Keynes!an
perspective on financial globalization and'speculatlve
attack; section 4 presents the Post Keynesian propos?l
for an international monetary system, based on Keyne;s
ideas and Davidson's works. Finally, some concluding
comments are presented in Section 5.

2. CURRENCY CRISES MODELS: THE CONVENTIONAL THEORY

2.1 Speculative attack and currency crisis: the conventional
theory*

Currency crisis can be defined as “a sort of circular
logic - in which investors flee a currency because they
expect it to be devalued, and much {though usually. not
all) of the pressure on the currency comes precisely
because of this investor lack of confidence” (Krugman,
1997, p.1}. On the other hand, a speculative attack on
government’s reserves “can be viewed as a process by
which investors change the composition of their
portfolios, reducing the proportion of domestic currency
and raising the proportion of foreign currency. This
change in composition is then justified by a change in
relative yields, for when the government is no longer able
to defend the exchange rate [that is,

fer . a currency
depreciation begins]” (Krugman, 1995, p.2).




Currency crisis and speculative attack are used
almost as synonymous, but in reality a speculative attack
on government’s reserves may or may not res_ul )
currency crisis. It depends on the ability or the will of Lz
government to defend the domestic currency. In 1 ;|1t
context, a currency crisis happens when the governmtehe
cannot (perhaps, it does not want] 10 support

exchange rate.
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between domestic policies — typically the existence of
money-financial budget deficits - and the attempt to
maintain a fixed exchange rate, once the government is
assumed to use a limited stock of reserves to peg its
exchange rate. As this policy reveals to be
unsustainable, the attempt of investors to anticipate
the inevitable collapse would generate a speculative
attack on the currency when reserves had fallen to
some critical level. The main criticism on this model is
that it represents government policy in a mechanical
way, once the role of central bank in the model is
passive®.

The second-generation crises models (Obstfeld,
1994) are more sophisticated than “canonical” crises
models and the government policy in these models is less
mechanical. In these models, government chooses to
defend or not a pegged exchange rate by making a trade-
off between short-run macroeconomic flexibility and
longer-term credibility.

The government must have a reason why it would
like to abandon its fixed exchange rate or to defend it.
Besides, the cost of defending a fixed exchange rate
must itself increase when people expect that the
exchange rate might be abandoned. A motive to allow the
currency depreciation of one country can be related to an
increasing in unemployment due to downward rigid nomi-
nal wage rate, while a motive to fix the exchange rate is
related to facilitate international trade and investment.
According to these models, a fixed rate will be costly to
defend due to the fact that people, in the past, expected
it would be depreciated at any time and/or because
economic agents now expect it will be depreciated in the
future. .Thus, the logic of a crisis arises from the fact that
defending a parity is more expensive (i.e., it requires

higher interest rates) if the market beli
: : eliev
will ultimately fail. es that defense



If a country’s trade-off between the cost of
maintaining the current parity and the costs of
abandoning the fixed exchange rate is predictable, at
some future date the country would be likely to devaluate
its currency even in the absence of a speculative attack.
In this case the speculators would try to get out of the
currency ahead of that devaluation, but in doing so they
would worsen the government’s trade-off, probably
leading to an earlier devaluation. The end of the story can
be a crisis that ends the fixed exchange rate regime
before the fundamentals would appear to make
devaluation necessary.

Summing up, currency crisis may result from a
conflict between domestic objectives and the currency
peg which can make an eventual collapse of the currency
peg inevitable. According to this approach, a speculative
attack on a currency can also develop as a consequence
of a predictable future deterioration in economic
fundamentals, or purely through self-fulfilling prophecy,
caused by a self-confirming pessimism, a case in which
a country would suffer an “unnecessary” crisis. But even
in the second-generation crisis, a currency crisis is
essentially the result of inconsistent policies with the
long-run maintenance of a fixed exchange rate. In other
words, it is only when fundamentals - such as foreign
exchange reserves, the government fiscal position and
the political commitment of the government to exchange
regime - are sufficiently weak that the country is
potentially vulnerable to speculative attack.

If a predictable crisis can happen before the
fundamentals have reached the point where the
exchange rate would have collapsed, then it can be
lf’;‘f’\‘é:';?:n:)\: a speculative attack not justified by current
Krugman ?159;931-&, what prevents them? According to
transaction ), mlcroeqor!omic frictions - such as

Costs, the difficulty of arranging credit

——

lines, and so on - may prevent a subjectively low
probability crisis from ballooning into a full-fledged
speculative attack.

Krugman (1998, pp.1-2) now recognizes that “in
order to make sense of what happened to [the 1997
Asian crisis], it is necessary to adopt an approach quite
different from that of traditional currency crisis theory”,
as in Asia the “currency crises were only part of a
broader financial crisis, which had very little to do with
currencies or even monetary issues per se”. Thus, he
develops a new approach on currency crisis — a “third-
generation” of crises models’ - in order to explain this
crisis based on the moral hazard/asset bubble view.

According to the “third-generation” crises models,
currency crisis is viewed as an integrated part of a
general crisis of the economy, in which currency crises
are pre-announced by financial crises. The logic of the
analysis is that capital inflows increase the lending
capacity of the banking system. So, the certainty of
“pbailout” of the financial institutions by the monetary
authorities explains “bad !ending” practices used by the
banks. Finally, a growing financial fragility path is
followed leading the way to speculative crises, once
the increase in the money supply validates the bank
run and, as a result of, the economy begins to lose
reserves.

In the case of the Asian crisis none of the
fundamentals that drive “first generation” crises models
seem to have been observed in any of the afflicted Asian
economies, and there did not seem to have any incentive
to abandon the fixed exchange rate to pursue a more
expansive monetary policy (as in the case of the 1992/
93 European monetary crisis). In other words,
crisis is best seen not as a problem broy
deficits, as in ‘first-generation’ mode

“Asian
ght on by fiscal
Is, nor as one
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brought. on by macroeconomic temptation, as in ‘second-
generation’ models, but as one brought on by financial
excess and then financial collapse {...) The Asian story is
really a_bout a bubble in and subsequent collapse of asset
values in general with the currency crisis more a symptom

than a cause of this underlying (in both senses of the
word) malady” (Ibid., p.3).

In Asia, a boom-bust cycle created by financial
expgss preceded the currency crisis because the financial
crisis was the real driver of the whole process. According
to the'moral hazard/asset bubble view, “the problem with
financial intermediaries - institutions whose liabilities
were perceived as having an implicit government
guarantee, but were essentially unregulated and therefore
subjecF to‘serve moral hazard problems [and] the
gxcegsuve risky lending of these institutions created
mflatapn - not of goods but of asset prices” (Ibid 3)
re.sultlng In overpricing of assets. However the bugbl: o%
prices caused a deflation of assets and a 'deterioration i
banking credits. Once a bank crisis has just been burstn

the running against domestic Currency was the natural
consequence of the financial panic.

2.2 Some critiques on conventional view of speculative
activity and currency crises

As stated before, according to the efficient market
Ll;zorg; ?gents \fvith ra.tional e;pectations make the best
always refle:':’af"able information, so that stock prices
of finanein undamgntal values. The social function

al markets is to correctly allocate capital

. pPrises in . .
tnformation about futyr nooordance with reliable

fundamentals. © rates of returns determined by
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In this sense, how can someone explain the
speculative activity into this theory? Speculation is the
activity of buying (selling) and reselling {rebuying) assets
in order to anticipate market value and making money by
exploring “delays” in adjusting market prices to new
economic fundamentals. Therefore, mainstream cannot
explain why there is speculation without ad hoc
assumptions. Speculators can only survive if there are (i)
informational problems; and (ii) waves of irrationality,
which are attributes of “delay” markets. The problem in
adopting ad hoc assumptions is that they provide
excessive freedom to the formulation of the models,
generating, in this case, a contradiction inside the general
equilibrium model framework,

Stiglitz (1989), for example, points out that short-
term traders only include “noise traders” - investors who
believe that know more than the market and therefore do
not have to acquire the correct information regarding
future outcomes from the fundamentals. Of course, these
phenomena can only occur in the short-run due to the
fact that rational people conduct market towards long-run
trend. Therefore, in spite of speculation, the economy will
go towards the long-run equilibrium. Otherwise, is spite
of short-term effects, speculation “affects how the pie
is divided, but does not affect the size of the pie”
(Ibid., p.103). As it appears, the mainstream categorically
supports that there is a kind of speculation neutrality
axiom, since, at least in the long-run, the size of the pie
is determined by fundamentals. In other words, there is
no long-run real effects if we assume (ad hoc) short-term
speculation.

As conventional theory presumes that foreign
exchange markets are efficient, according to the
currency crises models, speculative attack only occurs
if there exists any sort of real “market fundamentals”
in general associated to a current or predictable futuré




deterioration in economic fundamentals: an
inconsistency or a conflict between domestic policies
and exchange rate policy. These models also describe
currency crises that are not driven by fundamentals,
generated by self-fulfilling rational expectations or by
irrational herding behavior - the case in which a wave
of selling, whatever its initial case, could be
magnified through sheer imitation or turn. The point
is that they have difficulty in finding consistent
explanations for currency crises that are not driven
by fundamentals.

In an ergodic world, in which market
fundamentals determine the conditional probabilities
of future outcomes, speculative activity in foreign
exchange markets is explained by the actions of
foolish “noise traders”. Krugman, for instance, utili-
zes microfundamentals that make market
inefficiencies to explain the existence of “herding”
or the possibility of self-fulfilling crisis — as investors
with access to private information, creating asymmetric
information in exchange rate market, or investment
funds being managed by professional ag?nts r-ather than
directly by principals, that can resuit in investing money

in crisis-prone countries.

Besides utilizing ad hoc microfundamentals for thg
explanation of “irrational” crisis, conventior_:al theory is
always trying to find an ex post explanation for each
“new” currency crisis, as in the cases of European
monetary crisis in 1992/93, Mexican peso crisis in 1994/
95 and Asian crisis in 1997, and so on. For each new
crisis, a new and in general more sophisticated model
is developed, an evidence that speculative activity in

foreign exchange markets is difficult to model as
Krugman (1997) recognizes.

o!eér ....L\:uillﬁ' _
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3. A PostT KEYNESIAN APPROACH ON FINANCIAL
INSTABILITY AND SPECULATIVE ATTACK IN AN UNCERTAIN
WORLD

3.1 Financial markets and speculative activity in a
nonergodic world

Keynes and Post Keynesians reject the classical
ergodic axiom of efficient market theory to explain the
financial market behavior. This is so since in an uncertain
world future market valuations are always uncertain
because the future is subject to sudden and violent
changes and fundamentals do not provide a reliable guide
to the future®. In such world, speculation is not an
anomaly but it results from the operational way in which
financial markets work.

In different works, Keynes separated uncertainty
from probable events, especially in relation to decisions
involving the accumulation of wealth and the
possession of liquidity. By uncertainty, he meant that
“human decisions affecting the future, whether personal
or political or economic, cannot depend on strict
mathematical expectation, since the basis for making
such calculations does not exist” (Keynes, 1964,
pp.162-3), which means that “there is no scientific basis
on which to form any calculable probability whatever. We
simply do not know” (Keynes, 1973, p.114).

Therefore, Keynes rejected the belief that some
observed economic phenomena are the outcome of any
stochastic process, because for some occurrences, agents
do not possess adequate information to construct useful
future probabilities. The future is not calculable nor the
statistical reflection of the past, since, as Davidson
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{ 19.94, p-89) points out, “the decision maker believes that
durlpg the lapse of calendar time between the moment of
choice and the date (s) of payoff, unforeseeable changes
can occur. In other words, the decision maker believes
that reliable information regarding future prospects does
not exist today”.

It is because uncertainty exists that future market
valuations are neither predictable nor calculable by
probability. Economic agents in financial markets have
heterogeneous expectations, once one can never expect
whatever data sets exist today to provide a reliable
guide to future outcomes. In this sense, expectations
that drive spot financial market are not rational, because
the conventional valuation based on psychological
forecasting of the market cannot be statistically
reliable. Therefore, financial markets cannot be
presumed to be efficient in the sense stated by efficient
market theory (Davidson, 1998).

in the Post Keynesian view, the axiom of money
neutrality does not work, because in a world under
incalculable uncertainty, money - as the object that
liquidates contractual commitments denominated in the
money account - can be held as a safety asset in
moments of greater uncertainty by its characteristic of
transporting purchasing power over time®. So liquidity
preference can grow if entrepreneurs and speculators have
contractual obligations and there is some degradation in
the state of confidence. As the state of confidence is
subjective, there is room for diversity of opinions about
Etga;?zt:c:e. And, if there is diversity of opinions and
markets designed to give liquidity to assets,

the i iti |
N there will be several opportunities for speculative
activities tg emerge

Accordin

Purchasing ag o 2idor (1980}, speculation is the act of

N a H . . .
Sset with the intention of reselling it
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latter, at higher prices, in the expectation of favorable
changes taking place in the concerned markets. The role
of the speculator is essential in these markets, because
he/she can take the risks of acting against the market in
anticipation of future movements in the price of assets,
i.e., his/her behavior can stabilize or not the price of
assets, depending on the range of price oscillations. As
the spot markets for existing stock of assets determine
their liquidity attributes, the presence of speculators
operating in organized markets creates the possibility of
disposing of assets, that are the content of the liquidity
pPremium.

Keynes showed, in his The General Theory of
Employment, Interest and Money (hereafter referred to as
G7), that investor and speculator expectations are not
governed by real fundamentals in the long-run related to
a prospective yield of an investment over a long term of
vears, but for what the market will currently value the
asset, trying to anticipate the basis of conventional
valuation in a few months hence. In his’ words, “for most
of these persons are, in fact, largely concerned, not with
making superior long-term forecasts of the probable yield
of an investment over its whole life, but with foreseeing
changes in the conventional basis of valuation a short
time ahead of the general public. They are concerned, not
with what an investment is worth to a man who buys it
‘for keeps’, but with what the market will value it at,
under the influence of mass psychology, three months or
a year hence” {Keynes, 1964, pp.i54-5).

Speculation is essentially an activity of forecasting
the psychology of the market. Under a monetary
production economy'®, the organization of financial
markets needs to face a severe trade-off between liquidity
and speculation, as Keynes has pointed out in Chapter 12
of the G7. The primary function of financial markets is to

provide liquidity, which involves the ability to buy and

19
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resell assets in a well-organized market, where financial
a_ssgtg .can be readily resold for cash. As markets give
liquidity to assets, this characteristic facilitates the use
of these assets to finance the investment as soon as
they can encourage savers to provide the necessary
funding that stimulates investors to spend their monetary
fésources on new investment projects’’,

As speculators dominate financial markets, short-
run practices provide the rhythm of assets prices.
Financial market stability requires a larger number of
speculators with different opinions (bull and bear
expectations). However, although the liguidity of
financial markets often facilitates, it can sometimes
impede the course of a new investment, because “with
the development of organised investment markets, a
new factor of great importance has entered in, which
sometimes facilitates investment but sometimes adds
greatly to the instability of the system. In the absence
of security markets, there is no object in frequently
attempting to revalue an investment to which are
committed” (Ibid., pp.150-1). Therefore, there is a
dilemma involving speculative activity “for the fact that
each individual investor flatters himself that his
commitment is ‘liquid’ (though this cannot be true for
all investors collectively) calms his nerves and makes
him much more willing to run a risk. If individugl
purchases of investments were rendered illiquid, this
might seriously impede new investment, so.long as
alternative ways in which to hold his savings are
available to the individual” (lbid., p.160).

Keynes and Post Keynesians state that there are
close connections between financial and real sectors. One
of these connections is the impact of speculative activity
A Productive activity, especially on investment.

f:\cecotrgrmg to Keynes, “if | may be allowed to appropriate
™ Speculation for the activity. of forecasting the

20
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psychology of the market, and the term enterprise for the
activity of forecasting the prospective vield of assets over
their whole life, it is by no means always the case that
speculation predominates over enterprise” (lbid., p.158},
but “the position is serious when enterprise becomes the
bubble on a whirlpool of speculation. When the capital
development of a country becomes a by-product of the
activities of a casino, the job is likely to be ill-done”
{(Ibid., p.159).

Since speculators valorize liquidity and create their
expectations based on what will be the others
expectations about the future (market medium price of
assets), an expected shift in the liquidity preference will
be transferred to financial markets as an increase in the
seller orders, that may cause a great decrease in prices
of assets. Market makers have a strategic role in
stabilizing markets, because, as residual operators, they
act against the market tides, as if they were speculators
that known better where the market will ultimately head
to. If there are no safeguards like a lender-of-least-resort
or another kind of market maker, the market system by
itself does not have an automatic reverting price system
able to stop these movements. Of course, there are large
real implications of a continuous decrease in asset prices,
especially in the case of investment and on the financial
structure validity'2.

As volatility is a consequence of speculation,
markets must be organized in order to limit price
fluctuations that include continuous assets selling others.
This must be done by the establishment of access rules
to the participants of the financial market, and mainly by
the presence of a powerful market maker, Only these
rules are able to inhibit great speculation effects. In other
words, a specific institutional design of a financial market
determines its potential as an environment where
speculation can flourish,

1
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3.2 Financial globalization and speculative attack

Keynes ({lbid., p.158), making reference to one of
the greatest investment markets in the world, New
York, stated that “as the organisation of investment
markets improves, the risk of the predominance of
speculation does, however, increase”. This seems to be
the case of today’s increase of financial globalization:
under the action of “global players” (big fund
managers), in a more liberalized and integrated market,
the operational way of working of the financial markets
became a sort of big and global casino. The high capital
mobility of today’s global economy has increased the
arbitrage and speculative transactions in foreign
exchange. As Davidson (1997, p.671) points out,
“even in the absence of reliable information, rapid
evaluations of the potentials effects of any event on
exchange rates and hence on portfolio value are
essential as rival market participants can move funds
from one country to another in nanoseconds with a
few clicks on the computer keyboard or 3 quick
telephone call to some international market at any
time of day or night”.

In contrast with closed financial markets of
yesterday, capital flows can have disruptive action on
countries, damaging the autonomy of domestic
macroeconomic policies, and even generate speculative
attacks on domestic currencies. As Eichengreen, Tobin
& Wyplosz (1995, p.164) state, “volatility in exchange
rates and interest rates induced by speculation and
capital flows could have real economic consequences
devastating for particular sectors and whole
economies”, Here emerges what we can call “dilemma
?:crg;zeglo:alization”: .vyhile the financial globalization
the divter:if?gzgirtumtles of Investment finance, with

on  of financial instruments
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(securitization, derivatives, and so on)'3, at the same
time this trend can generate negative real economic
consequences, which can involve the collapsing of
investment decisions.

In such a world, self-fulfilling attack can defeat
the governmental attempt to peg tl"\e efchange razg,
resulting in a currency crisis. In Davidson’s words, “in
today’s global economy any news__c_ave.nt that fund
managers even suspect that others wu.ll interpret as a
whiff of currency weakness can quickly bef:ome a
conflagration spread along the information highway.
This resuits in lemming-like behaviour that can be self-
reinforcing, and self-justifying” (Davidson, 1997,
pp.671-2). A currency crisis can.happen even when a
government is prepared to maintain a pegged exchange
rate once it may be unwilling or unable to do so when
attacked by the speculators. On the other hand,
contagious crisis can occur so that an overall fall in the
asset prices of a certain financial mar_ket may provoke
sales of assets in another market to compensate the
losses in the portfolio of great operators, “global
players”, what can cause successive rounds of asset

sales.

In general, speculative attac‘ks result from the
actions of people and institutions with the use of Iarge
amounts of money, landed by resident banks, to acquire
call options or futures, at a contractual excpange rate
lower than the exchange rate they are expecting for the
hear future. The expected rate can be the result of a
fundamental analysis, but can also be done on the
basis of an expectation of what other speculators will
think about the future of exchange rate. Again, it will
depend on the characteristics of each market; therefore,
it is necessary to know what kind of rules will limit or
Promote the access to financial and capital markets,
and the quality of the market maker,
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If the markets ~ especially the exchange market -
have a liberalized access to speculators and they can
Porrow or get a great amount of local money, the
institutional conditions for the beginning of a speculative
attack arise. Since their recent financial liberalization,
emergent countries in Latin America, Eastern Europe and
Asia began to receive a massive influx of foreign capital
that could be reconverted in foreign currency without
legal constraints. Moreover, in a context which dollars are
emitted exclusively by the United States, a non-United
States country market maker has limited power to support
a fixed currency.

A speculative attack can start once speculators
believe that someone can convert their resources in
foreign currency and the government is not able to
support the total demand for foreign currency.
Nevertheless, it is impossible to explain ex-ante the exact
moment of the attack, because, as Keynes pointed out,
speculation is essentially an (subjective} activity of
forecasting the psychology of the market. Besides,
institutional arrangements of global era, since the end of
Bretton Woods system, do not prevent the economies
from speculative attacks. A speculative attack over a
country’s reserves is always possible in case of absence
of a strong market maker and rules that can be used to
control speculators actions. In a global and nonergodic
world microfundamentals are not necessary to explain

this sort of behavior.

Mainstream, as we have seen above, attributes
currency crisis to any sort of informational failure or
irrationality. Crisis and volatility do not result from
endogenous economic variables, but from exogenous
2?35' In a Post Keynesian view, alternatively, the presence
en::;:z:g':;y :‘_“Zkes possible s.eeing. the instability as an
markets participan:lsor:rznfa' mainly in the case where

ree to do what they want. In a
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global and uncertain world we cannot understand
financial instability and speculative attack as
“anomalies”. On the contrary, they are expected and
possible outcomes that emerge from the operation of
global financial markets in a nonergodic system where
there is not a safeguard framework that exerts the role
of an overall market maker.

4, DAVIDSON’'S PROPOSAL FOR REFORMING THE
INTERNATIONAL MONETARY SYSTEM

Since the collapse of the Bretton Woods system in
the early 1970s, the increased of international mobility of
capital and financial liberalization, i.e., globalization
process, has substantially altered the dynamic process of
international economy. In other words, the globalization
process has limited the actions of macroeconomic polici-
es and national States to stimulate effective demand and,
as a consequence, increase the level of employment.
Besides, in the absence of government macroeconomic
policies to stimulate economic growth and to limit the
movements of capital flows, the international speculative
capital flows has created serious monetary problems,
such as European monetary crisis in 1992/93, Mexican
peso crisis in 1994/95, and, recently, Asian crisis in 1997,
provoking high rates of unemployment, exchange rate
disequilibria, persistent balance of payments imbalances,
and so on.

As it was presented in the previous section, in a
Post Keynesian view these monetary crises have
resulted from an unprecedented volatility of financial
and foreign exchange rate markets that have increased
the liquidity preference of economic agents. Moreover,
the recent international experience has showed us that
the current international institutions, such as IMF, have

— ol =
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pot beer'l able to monitor and solve the financial crises
tin today‘’s global economy.

‘ l'r! this context, what can be done to avoid the
instability of financial and exchange rate markets and, as
a consequence, to face the financial crises in global
econgmy? At this point, Keynes's revolutionary analysis
_prowdes us a starting point for designing a new
international monetary system that can be able to resolve
the current financial crises and at the same time to
promote full employment and economic growth in global
economy. Thus, bringing back Keynes's ideas and
proposals about international monetary system, the Post
Ke.ynesian theory, basically in Davidson’s works, have
built a proposal for reforming the international ménetary
system,

In many of his writings, Keynes discussed and
suggested schemes to reform the international
monetary system, such as: in A Tract on Monetary
Reform, 1923, he proposed the abandonment of gold-
standard regime; in A Treatise on Money, 1930 Keynes
outlined a proposal for the operation of a Supr:anational
Central Bank to maintain the stability of international
price levels; in The Means to Prosperity, 1933, he
presented an international agreement under fixed, but
alterable, exchange rate; and in his proposal to an
International Clearing Union, 1244, Keynes developed a
scheme based on an international currency, bancor.
However, it was in the International Clearing Union that

Keynes’s revolutionary analysis deserves especial
attention,

UnionThe mfin idea of Keynes’s /nternational Clearing
oo c\::f tl.1e .substltution of an expansionist, in place
factionist, pressure on world trade” (Keynes,

1980, p.176). Thus
. ' . -. N Kevnes su ested
N an international agreement gg fooe v:s‘scheme set out
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“We need an instrument of international
currency having general acceptability between
nations(...). We need an orderly and agreed method
of determining the relative exchange values of
national currency units(...). We need a quantum of
international currency, which is neither determined
in an unpredictable and irrelevant manner(...) nor
subject to large variations depending on the gold
reserve policies of individual countries; but is
governed by the actual current requirements of
world commerce, and is also capable of deliberate
expansion and contraction to offset deflationary
and inflationary tendencies in effective demand
world. We need a system possessed of an internal
stabilising mechanism, by which pressure is
exercised on any country whose balance of
payments with the rest of the world is departing
from equilibrium in either position, so as to prevent
movements which must create for its neighbours
an equal but opposite want of balance(...}. We
need a central institution (...) to aid and support
other international institutions” {lbid., pp.168-9,

italics added).

Moreover, Keynes, aiming at reducing entrepreneurial
uncertainties, proposed (i) an international agreement
under fixed, but alterable, exchange rate, and (ii) the
control of capital movements. In his words,

“The proposal is to establish a Currency Union (...)
based on international bank money, called (let us say)
bancor, fixed (but not unalterably)” (lbid., p.170).

“The system contemplated should greatly facilitate
the restoration of international credit loan for loan
purposes (...} distinguishing {a) between movements of
floating funds and genuine new investment for developing
the world’s resources” (lbid., p.186}.
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Going in this direction, Davidson {1994) develops a
Post Keynesian proposal for reforming the international
mone.tary system. After defining a specific taxonomy to
explain the economic dynamism of an open unionized
monetary system (UMS) and an open non-unionized
monetary system (NUMS)'", Davidson aims at presenting
the rules required to operate an international monetary
agreement according to an UMS, due to the fact that this
System can “(1) prevent a lack of global effective demand
() {2) provide an automatic mechanism for placing a
major burden of payments adjustments on the surplus
natlgns, {3) provide each nation with the ability to
monitor and, if desired, to control movements of capital,

anq finally {4) expand the quantity of the liquid asset”
(Ibid., p.268).

As Keynes; Davidson argues that the international
mqnetary system must be rooted in the following basic
points: a new international currency to regulate the
international liquidity, a stable exchange rate system to
protect the exchange rates from speculation activity
and an agreement currency clause to eliminate the
balance of payments disequilibrium in either position.
Thus, Davidson’s proposal must have some provisions,
such as: (i} an International Money Clearing Unit {(IMCU)
as a reserve asset for international liquidity; (ii) a
mechanism to permit that the IMCUs can be held onl/y
by the national .central banks; (iii) a system of fixed,
but adjustable, exchange rate between the national
currency and the IMCU to help countries to solve ba-
lance of payments troubles; and (iv) a “trigger
mechanism” to allow to put much more pressure of
balance payments adjustments on the creditor countries
than on the debtor countries {Ibid., pp.268-72).

and,ro-,nle Provisions (i) and (ii) are precondition to reduce
as a stoo avoid people hold the international asset, IMCU,
re of value. As a consequence, the IMCUs would

2.8
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be used only for international financial and commercial
transactions. In other words, the national central banks
and the governments have power to control the quantity
of liquid asset to expand the global effective demand.
The provision (iii) is a necessary condition to stabilize
the long-term purchasing power of the IMCU. At the
same time, it restricts private speculation regarding the
IMCU; that is to say, there is no possibility of the
IMCU loses its international purchasing power. Finally,
the “trigger mechanism” is the main instrument to
guarantee that “export-import imbalance is eliminated
without unleashing significant recessionary forces”

(Ibid., p.272).

Thus, we realize that (Post} Keynesian proposal creates
conditions to alter the current logic of financial globaliz§tion
- that is to say, it can substitute the process of internatlopal
production for the dynamic of international speculative
capital — and, as a consequence, to reduce the entreprenef.trs
uncertainties, so necessary to expand global effective
demand. As Keynes points out, an international ‘monetary
system built like that “could use its influence and its powe:
to maintain stability of prices and to control the trade cycle

(Keynes, 1980, pp.190-1).

5. ConcLusion

If we accept that liberalized and integrated market
arrangements of the global era may be dangf‘.-rous to
economic stability and that they limit the reaching of a
full employment economy in the long-run, any sort of
global institutional arrangement is necessary to establish
some sort of control on capital flows in order to avoid
the disruptive real effects of speculative whirlpools. As
stated by Davidson (1997, p.672), “what is necessary is
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to build permanent fireproofing rules and structures that
prevent ‘beauty contest’ induced currency fires. Crisis
prevention rather than crises rescues must be the
primary long-term objective”. )

According to IMF’s pattern of intervention for a
currency crisis nation, rescue financial operations only
occurs after a crisis has happened, with the purpose of
restoring the trust of investors in the economy; nothing
is done to prevent it. Otherwise, IMF’'s solution to
overcome external unbalances is asymmetric and
recessive, since the costs of the adjustment take place
only on the nation with external disequilibrium, and it

imposes heavy costs of an adjustment program on the
country which suffers a currency crisis.

Despite the fact that the international
problems we have now faced are more diffi
those faced in Keynes period, bringing back
innovative analysis to reform the international
system helped us to understand the necessity of
creating an international standard currency to promote
full employment economic growth as well as to
maintain long-run price stability. :

monetary
cult than
Keynes's
monetary

Going in this direction, Davidson overcoming the
problem of financial markets volatility, claims that
market maker institution with sufficient resources to
assure market price stability is necessary to prevent the
volatility due to bandwagon actions. For this purpose,
a policy of building a buffer stock exchange rate market
institution to fix price movements is socially desirable.
Thus, we must concentrate our efforts in finding
creative overall policy purposes in order to reduce the
real disruptive outcomes derived from the speculative

activity in financial markets, This is one of the principal
legates of Keynes' ideas.

6. Notes

! This paper was originally the outcome of a rese§rch in the Moqey
and Financial System Project developed at the Institute of Economics
of Federal University of Rio de Janeiro (IE/UFRJ}.

2 See, also, Stiglitz (1289) for a New Keynesian approach.

3 While we try to contrast the differences betvyeen mainstrean: the::\e(
and Post Keynesian approach, Andrade & Silva (1998) exp °;e
convergence between these different views on currency crises.

* This section is based mainly on Krugman’s ideas.

® Besides these ones, it is important to say tha]t thefe is what ‘;s
known as contagious crisis, that is, a phenon.'nfan(')n in which a ctuirresn X.
crisis in one country seems to trigger crisis in other. countr :'e'.wy
contagious crisis can involve real linkages between countries (a ;:ru enov
crisis in a country A can worsen the fur?c!amental:? of coun sranc':e)
vice-versa) or not {as in the case of Mexwol{\rgentlna, for in ever;
but the countries are perceived as a group with:some common,
imperfectly, observed characteristics.

® For example, central bank does not make use of a va"et::nofe trc;:és
other than exchange market intervention to defend the exchang '
as its ability to tighten domestic monetary policies.

" The “third-generation” approach was also developed in Calvo and
Mendoza’s (1996} analysis of the Mexican peso crisis.

® See, particularly, Keynes {Chapter 12} and Davidson {1997, 1998).
® This idea is clearly developed in Keynes {1964, Chapter 17) and
Davidson (1994, Chapter 6).

10 Keynes's concept of a monetary theory of proc!uction is develc;p::
in his article “The distinction between a cg-operative economy an

"' See Carvalho {1995) for a discussion on functionality and efficiency
of the financial system in a Post Keynesian approach.

2 See, for instance, Davidson (1994) and Minsky (1982, 1986).
" For an analysis about the recent trends of financial globalization,
See Carvalho (1996).
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4 According to Davidson {1994, Chapter 12}, in an open unionized
monetary system (UMS) the contracts are expressed in the same
monetary system — j.e., the exchange rate is fixed -, while in an open
non-unionized monetary system (NUMS} the contracts are expressed

in different currencies and, as a consequence, the exchange rate is
flexible.

7. REFERENCES

ANDRADE, J.P. & SILVA, M.L.F. {1998). Contrasting or convergent
views on currency crises: mainstream versus Keynesian approach.
Paper presented in The Fifth International Workshop on Post

Keynesian Economics, June-July, Knoxville/USA, The University of
Tennessee.

CALVO, G.A. & MENDOZA, E.G. (1996). Petty crime and cruel

punishment: lessons from the Mexican debacle. American
Economic Review, 86(2):170-765, May.

CARVALHO, F.C. (1995). Keynes's concepts on finance and funding,

and the structure of the financial system. Discussion Paper 1£/
UFRJ, 344. Rio de Janeiro: Universidade Federal do Rio de Janeiro.

- (19986}. Financial innovation and the Post Keynesian approach
to “the process of capital formation”. Discussion Paper IE/UFR,
380. Rio de Janeiro: Universidade Federal do Rio de Janeiro.

DAVIDSON, P. {1994). Post Keynesian Macroeconomic Theory.
Aldershot:Edward Elgar.

. {1897}, Are grains of sand in the wheels of international
finance sufficient to do the job when boulders are often required?
The Economic Journal, 107{442):671-86, May.

- {(1998). Thoughts on speculation and open markets. Paper
presentP:d in The Fifth International Workshop on Post Keynesian
Economics, June-July, Knoxville/USA, The University of Tennessee.

EICHENGREEN, B,, TOBIN, J. & WYPLOSZ, C. (1995). Two cases for

sand in the wheels of international finance., The £ . il
105(428):162-72, January. ' conomic Journal,

YA
\);'

—_—

Hiv loalos para Discussac

FLOOD, R. & GARBER, P. {1984). Collapsing exchange rate_ regimes:
some linear examples. Journal of International Economics, 17(1/

2):1-13, August.

KALDOR, N. {1980). Essays on Economic Stability and Growth. New
York: Hommer and Maier.

KEYNES, J.M. {1964). The General Theory of Employment, interest
and Money. New York: Harcourt Brace.

. {1971). A Tract on Monetary Reform. London: Macmillan (The
Collected Writings of John Maynard Keynes, volume 4).

. (1972). Essays in Persuasion. London: Macmillan (The
Collected Writings of John Maynard Keynes, volume 9).

. (1973). The General Theory and After: fifefence azd
development. London: Macmillan (The Collected ’Wntlngs of John
Maynard Keynes, volume 14, edited by D.Moggridge).

—— . (1976). A Treatise on Money. New York: AMS Press.

. (1979). The General Theory and After: a supplement. London:
Macmillan (The Céllected Writings of John Maynard Keynes,
volume 29, edited by D.Moggridgel.

— . (1980). Activities 1940-1944: shaping the Post-Wa:_' _World;
the Clearing Union. London: Macmillan {The Collected .Wrmngs o
John Maynard Keynes, volume 25, edited by D.Moggridge).

KRUGMAN, P. (1979). A model of balance of payments crises. Joumnal
of Money, Credit, and Banking, 11(3):31 1-25, August.

. (1995). Currency and Crises. Cambridge: MIT Press.

. { 1997). Currency Crises. Mimeo.

——

. {1998). What Happened to Asia? Mimeo.

MINSKY, H. (1982). Can It Happen Again? Essays on instability and
finance. New York: M.E.Sharpe.

. (1986). Stabilizing an Unstable Economy. New Haven: Yale
University Press.

T 53




Inetituto de Leconoimia . Ui By

OBSTFELD, M. (1984). The logic of currency crises. Cashiers
Economiques et Monetsires, 43:189-213,

STIGLITZ, J. (1989). Using tax policy to curb speculative short-term

trading. Journal of Financial Services Research, 3(2/3):101-15,
December.



