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Hyman P. Minsky was a distinguished scholar at the Levy Institute until his death in 1996. For over 50 years,

Minsky’s research, writing, and speeches focused on the causes and consequences of the financial vulnera-

bilities inherent in advanced and complex capitalist economies and on the policy implications emanating

from this systemic fragility. He also w rote and spoke extensively about many other economic issues related

to central bank policy, fiscal policy, welfare policy, and employment policy.

This conference—the Institute’s 10th such gathering—commemorated Minsky by addressing issues

rel a ted to the need to con ti nu o u s ly assess the fra gi l i ty and stru ctu re of the financial sector. The papers and

presentations focused on a variety of issues: the liberalization of financial markets both in the United S t a te s

and worl dwi de , the financial and reg u l a tory landscape evo lving in the wake of the passage of t h e

Gra m m - Le ach - Bl i l ey legi s l a ti on ad d ressing the need for U. S . financial modern i z a ti on , the con ti nu ed

con trovers y over how to build a gl obal financial arch i tectu re , and the dangerous rel i a n ce of the New 

E con omy. com on the irra ti onal ex u bera n ce that perm e a ted the equ i ties market .

The presentations include both conventional and unconventional interpretations of these critical

issues affecting the continued prosperity of the U.S. economy. We hope that the variety of interpretations

offered will engender a spirited debate about possible public policy responses and suggest avenues ripe for

further theoretical and policy-related research.

Dimitri B. Papadimitriou

President

F o r e w o r d
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S p e a k e r s

WYNNE GODLEY

Senior Scholar, Levy Institute

The performance indicators of the U.S. econ-

omy have been extremely favorable for the last 10

years, and particularly for the last four. Still, I have

argued for the last two years that certain features of

the economy render it unsustainable.It is like a mag-

nificent building built upon dubious foundations. It

is impossible to say at what point fault lines will

appear. But I am prepared to state rather positively,

and to document my reasons why there cannot be

another 10 years like the past 10 years without a

major change of policy.

Some features of the U.S.economy of the last 10

years, and more particularly the last five years, are

unique. They make the recent period of expansion

completely unlike any other period of U.S. postwar

expansion. Consider, for one, the general govern-

m ent def i c i t , wh i ch was norm a lly po s i tive . Th e

period of expansion actually began in 1991, but it

begins to show up in 1992,and from that time on we

see an unprecedented move into surplus, which is

only previously matched in 1955 for a brief period.

The Con gre s s i onal Bu d get Office in a recen t

p u bl i c a ti on produ ced a new table that shows the

s t a n d a rd i zed or cycl i c a lly ad ju s ted public sector

def i c i t . According to that data, less than half of t h e

i m provem ent was the re sult of the fiscal stance . In

o t h er word s , the improvem ent is not just the re sult of

the ef fect of the ex p a n s i on on the bu d get ; s om et h i n g

a pproaching half of it is the ef fect of the bu d get on

the econ omy. ( It is important to men ti on that on e

must be careful how to treat inflati on . Some of t h e s e

su rp luses and deficits were the re sult of very high

i n f l a ti on du ring certain peri ods.) So, one unu sual fe a-

tu re is that the recent ex p a n s i on has taken place not

withstanding a con ti nuous and growing h em orrh a ge

f rom the circular income flow into the govern m en t

su rp lu s .

An o t h er intere s ting fe a tu re rega rds the balance

of p aym en t s .O f i n terest is the fact that the balance of

trade in manu f actu rers tracks almost ex act ly the dete-

ri ora ti on and the movem ent of the balance of p ay-

m ents as a wh o l e . Ma nu f actu ring outp ut measu red in

terms of va lue ad ded has fall en to 13 percent of G D P.

An important coro ll a ry of the deteri ora ti on in the

b a l a n ce of trade has been the deteri ora ti on in the net

a s s et po s i ti on of the Un i ted State s , wh i ch has moved

to abo ut 22 percent or more (nega tive) of GDP at the

end of 1 9 9 9 . One of the con s equ en ces of that is the

n et flow of property income out of the Un i ted State s .

The flow of property income rem a i n ed po s i tive for a

l ong time bec a u s e , for re a s ons never fully ex p l a i n ed ,

the ra te of retu rn on forei gn inve s tm ent by forei gn ers

was mu ch lower than the ra te of retu rn on direct

i nve s tm ent by Am ericans abroad . Thu s , this flow

rem a i n ed po s i tive long after the net asset po s i ti on

became nega tive . But it has now moved . The net ra te

of retu rn on the net assets stock is in excess of t h e

growth ra te and is now deteri ora ting ra p i dly. Th e

point is that it is stra n ge to have the lon gest peri od of

ex p a n s i on in history taking place against a back-

ground of a deteri ora ting ra te in balance of p aym en t s

and improving public sector finance s , so that bo t h

t h i n gs are bl eeding the nati onal income flow.

An o t h er unu sual fe a tu re is the ra tio of total pri-

va te ex pen d i tu re to total priva te incom e . Ex pen d i-

tu re is rising dra m a ti c a lly faster than incom e , a

con d i ti on wi t h o ut wh i ch the ex p a n s i on could not

h ave taken place . In the recent peri od ex pen d i tu re

actu a lly exceeded income by large and growi n g

a m o u n t s . This could on ly have happen ed if borrow-

ing also grew. The data show that the record priva te

s ector deficit is match ed by a record net flow of l en d-

ing in real terms to the priva te sector.
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This flow of lending is itself unsustainable. The

debt-to-income ratio cannot rise forever. There are

both institutions and individuals that are vulnerable

to a downturn of income or of assets. During this

last year, however, the burden on households actu-

ally fell slightly. This was due to the cut in interest

rates in 1998. Had that not happened, there would

have been a continued rise in indebtedness, which

by now would have reached a record level.

The Con gre s s i onal Bu d get Office proj ects a

con ti nu ed bu d get su rp lus and con ti nu ed econ om i c

growt h . But in order for this to happen the priva te

s ector deficit has to con ti nue to ri s e , and net len d-

ing has to con ti nue at a high er level than it has

re ach ed alre ady. We are alre ady at a record for the

l evel of debt rel a tive to incom e . Yet , it must go up by

at least a third over the next five ye a rs if these pro-

j ecti ons of econ omic growth and the su rp lus are to

be met . Some say that the rise in stock market and

o t h er asset va lues has been so en ormous that even

the rise in indebtedness on this scale sti ll leaves the

n et worth of h o u s eholds looking very high .

In rep ly to that, it must be noted that the servi ce

of debt has to be made out of i n com e . A nu m ber of

l ending firms have recen t ly been cri ti c i zed , and ju s ti-

f i a bly, for making loans to people on the basis of t h e

a s s et va lue of t h eir hom e s , wi t h o ut any rega rd to thei r

a bi l i ty to pay out of i n com e . The point is, t h ere is a

limit to borrowi n g. It may be set by net asset va lu e ,

but a more dec i s ive con s traint is wh en income is

i n adequ a te to pay for the servi ce of debt .

It is also worth noting that businesses account

for half the growth in debt over the last nine to 10

years. There is a link between businesses and house-

holds. Households have not only been borrowing 

on a very large scale, they have also been realizing

equity on a very large scale.They have only been able

to realize net equity as a sector because firms have

been net purchasers of equity, and firms have only

been able to be net purchasers of equity by increas-

ing their borrowing.

The econ omic boom can easily go on for

another 18 months. But when the flow of lending or

borrowing collapses, what will be required is a total

reori en t a ti on of m ac roecon omic po l i c y. It wi ll

require a reinvention of fiscal policy on a very large

scale. It will require a reversal of the deterioration in

the current account balance. In order to reinvent a

stable future, there must be a balance between the

growth of domestic demand and the growth of net

foreign demand. To have sustainable growth in the

future, there must be an expansion not only of

domestic demand, but also of net export demand.
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THE HONORABLE BARNEY FRANK

Member, U.S. House of Representatives

Most econ om i s t s , and cert a i n ly people in the

financial com mu n i ty, overwh el m i n gly su pport gl ob-

a l i z a ti on in the econ omy. Thu s , t h ere is a fru s tra ti on

on the part of these people with the unwi ll i n gness of

Con gre s s , and many Dem oc rats in parti c u l a r, to be

su pportive of gl ob a l i z a ti on . As one of those re s i s ters ,

I would like to explain my po s i ti on and what it wo u l d

t a ke to win over mys el f and others in Con gre s s .

Support for globalization is essentially based

on the notion that if capital is free to find the places

wh ere it can make the most mon ey, a ll wi ll 

eventually be better off. This is the view held by

the International Monetary Fund and other institu-

tions that pressure countries to remove restraints on

capital. But globalization does two things. First,

it does increase wealth. That is,the world as a whole 

is we a l t h i er. But gl ob a l i z a ti on also ex acerb a te s

inequality, particularly within countries. The United

States is an example of a country that has experi-

enced increased overall wealth, but that has un-

equally distributed that wealth.

Some would ask why mem bers of Con gress are

hung up on inequ a l i ty. Th ey would argue that so

l ong as everybody is get ting we a l t h i er, what differ-

en ce does it make if s ome people are get ting a lot

we a l t h i er, and some people on ly a little bit we a l t h i er ?

In re a l i ty, t h i n gs may get bet ter for even most of u s ,

but for some of us they can get mu ch wors e .

Those people who argued that the North Amer-

ican Free Trade Agreement would create some win-

n ers and no losers could not understand the

opposition of some in Congress. Some of these peo-

ple now acknowledge that globalization creates both

winners and losers in the United States. It may be

that it does create more winners, and that the total

winnings outweigh the losings, but that is of less

comfort to the losers than some people in the finan-

cial community seem to think.

Alan Greenspan commented in an April 1999

speech that trade created some winners and some

losers, and that those in America who are better off

are made better off yet. However, the people who are

worse off—those with little edu c a ti on and few

skills—are much worse off because their jobs are the

ones that are going overseas. Greenspan said that he

understands that some people are losing their jobs in

the industrial sector, but they should understand

that what is happening to them is part of the process

of creative destruction. Well,those involved in polit-

ical campaigning do not want to tell a garment

worker who has lost her job at the age of 52 that out

of the economic wreckage of her life will come new

economic activity that will ultimately bring more

prosperity. Greenspan concluded in his speech that

we must not allow our inability to help the losers

hold us back from an embrace of globalization. That

is the key policy issue for America. Many in Con-

gress do not believe it is an inability—we believe it is

an unwillingness, a lack of political will.

Those of us in Congress who appear to resist

globalization are really saying that we are prepared

to go along with this as long as it is done in a way

that alleviates the negatives. The problem is that

America has gone forward with globalization while

cutting back on the safety net. A smaller number of

people who are employed today have health insur-

ance than did full-time employees in 1993. When

people lose their jobs to the processes o f globaliza-

tion they are dropped not only into lower-paying

service jobs, they are also dropped from health

insurance.

There is also a negative international aspect to

globalization. To some extent one can only win the

competition for capital by undermining people’s

efforts to gain equality or to promote the quality of

life.A number of people argue that any effort to reg-

ulate the movement of capital by government, even

the volatile, short-term capital that clearly con-

tributed to the problems in 1998, would be a terrible
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mistake. Read the debates on the establishment of

the Securities and Exchange Commission in the

1930s. The Securities and Exchange Commission is,

after all, government regulation of the core function

of capital. And yet, most people would agree that it

has worked rather well and that we are better off

with a Securities and Exchange Commission than

without. When businesses tell governments that they

are leaving for another country with lower taxes,

fewer regulations and such, then countries will react

by taxing capital less and reducing worker protec-

tions and environmental regulations.

Those in Congress who appear opposed to

globalization simply want protections for those who

will lose out, such as universal health care for those

who lose jobs with health coverage. There must be

policies that promote equality. It is unfair to support

globalization so the rich can get richer while those in

the lower economic echelons lose out. Conserva-

tives, and a number of economists, have argued that

we cannot adopt such policies because they would

harm the economy. Well, it was once argued that if

unemployment got below six percent, then inflation

would result. That has been proved wrong and many

similar ideas are also wrong. It was said that raising

the minimum wage would harm the economy and

put people out of work. It has not happened. And

productivity did not decrease when taxes were raised

on the rich.

What is needed now is a process that supports

globalization and technological change, but that 

also su pports both dom e s tic and intern a ti onal 

public policies that alleviate the negative effects of

globalization.

There is now gridlock in the making of eco-

nomic policy. From 1945 until the early 1990s there

was a center-right consensus in America that was

able to support an international economic policy

that essen ti a lly con s i s ted of rem oving re s tra i n t s

from capital and opening up financial institutions.

The underlying goal of this coalition was to defeat

communism through the spread of capitalism. But

the coalition has broken down. The demise of com-

munism has revived isolationism, especially in the

Republican Party.

On the left, what has happened is that America

is no longer so big that it can ignore the effects of

i n tern a ti onal com peti ti on on Am eri c a n s . Th i rty

years ago few Americans were worried about the

impact of trade. But the economy is now more inte-

grated with the world, and trade has had a signifi-

cant ef fect on Am erican manu f actu ri n g. It has

eroded the manufacturing industry while building

up other industries. On balance, the country is bet-

ter off, but very few people live on balance. Most are

either here or there. The “theres” are very unhappy,

and mad people are generally more effective politi-

cally than happy people. Every politician knows this.

This means that the losers , even though they

m ay be small er nu m eri c a lly than the wi n n ers , h ave

the power to say no, e s pec i a lly since many come to

us po l i ticians with the appropri a te moral creden-

ti a l s . These are hard - working people who are su d-

den ly hu rt econ om i c a lly. In a ri ch co u n try on e

cannot tell them that is simply the way it is. Th i s

co u n try has re s o u rces to help them . What it lacks is

the po l i tical wi ll . This has led to defecti ons on the

l eft so that there is no lon ger po l i tical su pport for a

kind of i n tern a ti onal tri ck l e - down po l i c y.

The on ly way a coa l i ti on can be re a s s em bl ed that

f u lly su pports Am eri c a’s integra ti on into the worl d

econ omy is thro u gh a cen ter- l eft coa l i ti on that wo u l d

su pport the mobi l i ty of c a p i t a l , but understand that

it comes with nega tive side ef fect s . What is then

n eeded is the cre a ti on of a set of p u blic policies that

f ree capital, h elp the poor co u n tri e s , and prom o te

dom e s tic safety net programs and intern a ti onal envi-

ron m ental and labor ri ghts progra m s .



9

1 0 t h  A n n u a l  H y m a n  P . M i n s k y  C o n f e r e n c e  o n  F i n a n c i a l  S t r u c t u r e

H. ONNO RUDING

Vice Chairman, Citibank

The Consolidation of Financial Institutions: On

a Global or National Basis?

Today I will speak on a topic with which I deal daily

in my current capacity, and that I also have dealt

with in a different way in previous capac i ti e s ,

namely, the consolidation of financial institutions

and, in particular, whether that consolidation will

occur on a global or national basis. I will begin.

Motives for Bank Consolidation

Th ere are several valid motive s , in both theory and

practi ce , in favor of bank con s o l i d a ti on by way of

m er gers or acqu i s i ti on s . (I lump these met h od s

toget h er although they play different roles.) One

m o tive — s om etimes a very obvious one—is the need

or de s i ra bi l i ty for a large capital base. Capital is mu ch

m ore rel evant to the business of banking than to

growing po t a toe s . A large capital base serves as a

bu f fer to absorb losses and, t h erefore , provi des cus-

tom ers with con f i den ce in the insti tuti on , a feel i n g

that for banking is vi t a l . The ben efit of a large capital

base is clear in the case of Ba ri n gs , wh i ch , l e avi n g

o t h er things aside , could not absorb a loss of £1 bi l-

l i on . If su ch a thing happen ed to Ci ti b a n k , opera-

ti ons could con ti nue almost as normal because for

u s , £1 bi ll i on is a small percen t a ge of our capital base.

A second motive for con s o l i d a ti on is custom er

growth—as custom ers undert a ke larger and larger

de a l s , the bank frequ en t ly has to of fer larger financial

com m i tm ents in order to stay in the race for those

c u s tom ers . Wh en legal lending limits are in place ,

t h ey of ten are rel a ted to size and capital stock . Even

wi t h o ut legal lending limits, h owever, a large capital

s tock can assist in a bank’s pru dent beh avi or. Th e

i dea behind divers i f i c a ti on is that you must not put

too many eggs in one basket ; a couple of ad d i ti on a l

eggs means som ething different wh en there are hu n-

d reds of eggs in total than wh en there are five .

A third motive for con s o l i d a ti on is perhaps a

m ore recent devel opm en t ,h aving occ u rred on ly du r-

ing the last ei ght to 10 ye a rs ,n a m ely, the growing co s t

of tech n o l ogy and com mu n i c a ti on . These inve s t-

m ents are nece s s a ry and, a l t h o u gh they can be

del ayed , must even tu a lly be undert a ken . In rel a tive

do llar term s , this factor be a rs more heavi ly on mid-

s i zed insti tuti on s , because frequ en t ly the total size of

the inve s tm ent is the same; a large insti tuti on has a

broader revenue base to absorb the ex tra co s t .

A fo u rth motive is the flight to qu a l i ty, e s pec i a lly

in uncertain ti m e s . An example is what happen ed in

Japan du ring the so-call ed Asian cri s i s . In Ja p a n ,

wh i ch was n ot the heart of the cri s i s , t h ere were lon g

lines in front of Ci ti b a n k’s To kyo bra n ch . These lines

were made up of people who wanted to tra n s fer thei r

deposits from the top Japanese banks to Ci ti b a n k ,

not because we were more intell i gen t , but because we

were the on ly non - Japanese insti tuti on in town .

Ri gh t ly or wron gly, these custom ers no lon ger

tru s ted their own largest and top banks and came to

Ci ti b a n k . This was a flight to qu a l i ty that was rel a ted ,

in part , to size , wh i ch in the minds of m a ny peop l e

equals qu a l i ty.

The factors influ encing con s o l i d a ti on that I have

h i gh l i gh ted so far app ly not on ly to banks in the

Un i ted State s , but around the worl d . At least in the

case of the OECD co u n tri e s , e s pec i a lly in the Un i ted

S t a te s , Eu rope , and Ja p a n , these factors work aga i n s t

m ed iu m - s i zed financial insti tuti on s , and have

re su l ted in a growing nu m ber of t h em ei t h er mer g-

ing with one another—in wh i ch case they are sti ll in

opera ti on , but no lon ger med iu m - s i zed — or bei n g

acqu i red by larger banks. What rem a i n s , almost by

def i n i ti on ,a re a small er nu m ber of very large insti tu-

ti on s , p lus a nu m ber of s m a ll on e s — bo uti ques that

h ave spec i a l i zed servi ces and to wh i ch all of my argu-

m ents do not app ly: capital is irrel eva n t , because they

a re advi s ors ; s i ze is irrel eva n t , because their bu s i n e s s

is depen dent on a few high - qu a l i ty indivi du a l s ; etc .

These spec i a l i zed banks do well if t h ey provi de a

good servi ce and are not affected by the factors I have
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a n n o u n cem ent is good news wh en it is made , but if,

for ex a m p l e , it is com bi n ed with a statem ent that it

m ay take up to three ye a rs to fully implem ent the

m er ger, the con s o l i d a ti on prob a bly wi ll not help the

f i rm mu ch . Su ch a long peri od of time means that the

f i rm is ef fectively para ly zed , c re a ting ri s k , and re su l t-

ing in a we a kening ra t h er than a stren g t h ening of t h e

f i rm . Was the idea to mer ge wrong? No. Ra t h er, t h e

i m p l em en t a ti on was wrong in that it took too lon g. If

con s o l i d a ti on occ u rs , it has been my ex peri en ce over

m a ny ye a rs and in different co u n tries that it should be

done ra t h er qu i ck ly.

Cross-Category Consolidation

My second point about consolidation deals with the

motives and developments related to the consolida-

tion of financial institutions across types of institu-

tion, such as when a bank merges with an insurance

company. When such a consolidation takes place,

there are two, three, or even four pillars under one

roof: commercial banking, insurance, investment

banking, and asset management. Such a consolida-

tion results in a financial conglomerate.

Apart from the general motives that I have

already mentioned, there are several specific argu-

ments in favor of cross-category consolidations.

First is the ability to sell a combination of financial

services to one customer or individual. Providing

such service is not easy. Many hours of my day are

spent on doing so—not locked in a dark room talk-

ing with bureaucrats, but in the marketplace. Cross-

selling is never 100 percent successful; it takes some

time, but, in our case, it is already reaping many

hundreds of millions of dollars of extra revenue per

year. Granted, Citigroup is a large institution, but

even for us that is quite something .

The first motive, then—the ability to combine

the products of different kinds of institutions—is an

of fen s ive on e , a de s i re to ex p a n d . The secon d

motive, equally important, but entirely different

from the first, is defensive, namely, the desire for

the institution to diversify more fully: diversify its

m en ti on ed . But for the group of banks in bet ween ,

these factors app ly. I have seen them app ly in Ger-

m a ny, in the Un i ted State s , and in many other co u n-

tri e s . Wh et h er it is good or bad , it is prob a bly

u n avoi d a bl e . On balance it is good .

A fifth motive for consolidation is to overcome

we a k n e s s . Ma ny mer gers and acqu i s i ti ons are

undertaken to increase or maintain strength. Expan-

sion is positive if implemented well, but a large

number of mergers and acquisitions are based on

what might politely be called defensive motives, that

is, motives based on weakness. Some institutions

that can no longer independently survive either

decide themselves or are forced gently (or less gen-

tly)—by the market or by their governments—to

look for a bigger and stronger partner.

Bi gger in banking or insu ra n ce is not alw ays bet-

ter.1 Th ere are a nu m ber of good arguments that bi g

can be bet ter than med iu m - s i zed . Th ere are , h ow-

ever, s ome disadva n t a ges to being bi g, su ch as prob-

l ems of span of con trol of m a n a gem en t , a probl em

not limited to the banking sector. Evi den ce of su ch

probl ems can be seen in a nu m ber of m er gers and

acqu i s i ti ons that, i f not outri ght failu re s , a re at least

not su cce s s f u l . It cannot be proven that these insti tu-

ti ons are bet ter as a re sult of the mer ger or acqu i s i-

ti on ; we must be sel ective and not autom a ti c a lly say

that con s o l i d a ti on is alw ays usef u l , n ece s s a ry, a n d

gre a t . Im p l em en t a ti on is at least 50 percent of t h e

con s o l i d a ti on proce s s . S tra tegy—the dec i s i on

i t s elf—is import a n t , but you can spoil the game later

by not having optimal implem en t a ti on and integra-

ti on of i n s ti tuti on s .

Th ere are en o u gh examples in the Un i ted State s ,

Ja p a n , and el s ewh ere that illu s tra te this poi n t . In

Ja p a n , a su b s t a n tial nu m ber of m er gers have been

a n n o u n ced among alre ady large insti tuti ons in order

to make them almost mega - s i zed . Su ch an

1In Ja p a n , Kore a , and Scandinavi a , as well as OECD co u n tries in

wh i ch the banking and insu ra n ce sectors are similar, m a ny of my

rem a rks app ly almost iden ti c a lly to insu ra n ce com p a n i e s .
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bu s i n e s s e s , activi ti e s , and ri s k s , because financial mat-

ters are alw ays based on ri s k . This is not divers i f i c a-

ti on to el i m i n a te risk—that cannot be done bec a u s e

t h en you are not in bu s i n e s s — but for the overa ll

i n s ti tuti on , not the indivi du a l i zed units, to becom e

less vu l n era ble to vo l a ti l i ty, s h ock s , ri s k s , a n d ,m aybe ,

to mistakes on our part . These vo l a ti l i ties frequ en t ly

a re not fully correl a ted and, t h erefore , the com bi n a-

ti on makes the overa ll insti tuti on more stabl e , m ore

d ivers i f i ed . This might be con s i dered defen s ive , but it

is very important and all ows the insti tuti on to be less

depen dent on trading in the stock market s , or less

a f fected by an Asia cri s i s , and so on .

There are, however, several counterarguments

to this kind of consolidation,irrespective of country.

When apples and oranges are combined, they may

be financial apples and financial oranges, but they

still are different from one another, a fact that some-

times causes confusion. After I left politics, I was on

the board of the largest Dutch insurance company,

which decided to merge with one of the large Dutch

banks. By coincidence,I was the only banker on the

insurance side. I said, “My friends, be very careful.

We all talk about guilders, but one person’s guilder

of risk is not another person’s guilder of risk; it is

entirely different, although you think it’s the same.”

They said,“No, no, no, we are intelligent people. We

will learn that.” Years later they told me, “You were

right.” They did very well, but, they said, it took

them a long time to understand that a guilder of risk

in banking is not a guilder of risk in insurance. It

sounds simple, but it is not that simple in practice.

There is,then, the risk of disregarding differences in

risk. Nobody is perfect, nobody can understand and

control everything. Management makes wrong deci-

sions and mistakes because they do not always fully

understand what they are deciding when it is related

to a business that is new to them.

A rel a ted risk is assoc i a ted with percepti ons of

those who do not like con gl om era te s , even wh en they

a re limited to financial insti tuti on s . In this case, t h ere

is a risk that con s o l i d a ti on wi ll lead to a lower, ra t h er

than a high er, pri ce - e a rn i n gs ra tio of the share s . Su ch

a case is tra gi c , because part of the whole fund is

gon e , and a point I am wi lling to take into acco u n t .

Also rel a ted to con gl om era te s — wh et h er they are

a bank-insu ra n ce ,a ll financial servi ces under one roof ,

or one holding com p a ny—is overa ll size . Ci ti group is

the largest example of that in the worl d . It is not

u n i qu e , but it is by far the largest because it has a hu ge

com m ercial bank, a hu ge inve s tm ent bank-bro ker,

Sa l om on Smith Ba rn ey, and a hu ge insu ra n ce com-

p a ny, Travel ers . The bank is unique in that is has bo t h

a large corpora te bank and the on ly almost-gl ob a l

retail bank. The on ly aspect in wh i ch Ci tibank is not

the large s t , and does not want to be the large s t , is in

the size of our balance sheet , the size of our asset s .

We leave that to Japanese banks; that is not our aim.

Activi ties should on ly be undert a ken if t h ey are prof-

i t a bl e , not simply to be large in the way of a s s et s .

I admit it is too early to say whether the positive

arguments, the pro motives, for this kind of cross-

category merger, have worked well, although they

appear to have done so. It took some time to get the

elephants to dance together because, as you know,

elephants are not very elegant dancers and it takes

some time to train them. For Citibank, both argu-

ments—the offensive motive of cross-selling and the

defensive motive of diversification—were vital in

bringing this about. The main motive was not to

grow bigger, because at Citibank we already could do

large transactions; with the merger, we were able to

obtain the other advantages.

All-finance institutions have been made possi-

ble by the relaxation of restrictions against such

mergers and acquisitions. In the United States, such

consolidations were heavily limited by the histori-

cally mistaken Glass-Steagall Act of the 1930s, and

the Bank Holding Company Act, which was not a

mistake, but provided a number of limitations.

These laws were still in place when Citibank and

Travelers announced their merger, but we were able

to complete the merger thanks to the deep insight of

U.S. regulators, mainly the Federal Reserve System,
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wh i ch is not easy, or make acqu i s i ti on s , wh i ch goe s

f a s ter.

Sometimes institutions want to expand outside

their own country because banking there is more

profitable: the market is less overbanked than at

home, the margins are better, and competition may

be less vehement. This might have been a motive for

French banks,German banks, or Swiss banks, as it is

not easy to bank in those countries because there are

so many competitors.

But despite these valid, positive arguments, in

practice there are still enormous handicaps to such

con s o l i d a ti on s . Even though we con s t a n t ly talk

about globalization,cross-border mergers for banks,

insurance companies, and other financial firms are

more difficult to achieve than domestic ones. Apart

from the language and the culture, there are tax

complications (such as in Europe) or legal ones

(such as co-determination of workers for firms with

employees in Germany). There also may be strict

bank regulations and currency complications. All of

these factors are still national. They lead to extra

barriers, complications, and risks that make cross-

border transactions more difficult to achieve than,

say, a merger of two identical banks that happen to

be in the same country.

A more explicit com p l i c a ti on that va ries by

n a ti on is the case of co u n tries in wh i ch approval from

n a ti onal aut h ori ties is non ex i s ten t , very relu ct a n t , or

con d i ti on a l . Th ere are som etimes unders t a n d a bl e

n a ti onal and soverei gn ty arguments made , wh i ch is

the case in many co u n tries around the worl d .

Things,however, can change. France, for exam-

ple, allowed a large foreign bank to acquire a rather

large, important French bank, CCF, which now will

become a British institution. This is a different, that

is,more liberal attitude than 10 years ago. In Japan it

did not matter whether anybody would have been

willing to touch a Japanese bank, as it was not

allowed. Now, because of weakness, they are allow-

ing foreign institutions to acquire some Japanese

banks, but only those that almost went under and

which had undermined existing laws. U.S. regulators

made the merger possible by their interpretation of

the Bank Holding Company Act and, to a lesser

extent,the Glass-Steagall Act. Until now nobody has

followed Citigroup’s example, but I expect there will

be others.

Cross-Border Consolidation

The next chapter of my story is about cross-border

mergers,that is, between institutions in two or more

countries. This is a more complex means of consol-

idation. Again, there are general motives, pluses and

minuses, for such consolidations, and some very

special aspects.

Bri ef ly, s ome po s i tive or sti mu l a tory aspect s . In

the Eu ropean Un i on , or, to be more spec i f i c , i n

Eu roland (on ly those co u n tries that parti c i p a te in the

com m on curren c y, the eu ro ) , the cre a ti on of the new

m on et a ry unit is an en ormous sti mu lus that favors

c ro s s - border mer gers . From a legal reg u l a tory poi n t

of vi ew, su ch mer gers remain ex trem ely com p l ex

wh en different co u n tries and currencies are invo lved ,

with all the obvious ri s k s . An insti tuti on is no lon ger

“pro tected ” by the shield of its co u n try ’s curren c y.

Com peti ti on grows as a re su l t , wh i ch in tu rn drive s

con s o l i d a ti on , because many more med i oc re ,

m ed iu m - s i ze insti tuti ons can no lon ger su rvive prof-

i t a bly. Eu ropean Un i on practi ces favor more cro s s -

border mer gers of i n s ti tuti ons within the EU than

bet ween insti tuti ons in the EU and other co u n tri e s .

Ot h er circ u m s t a n ces in wh i ch cro s s - border

consolidation is beneficial relate to institutions that

are large in their home country; if they want to

expand, they can no longer do so at home, either

because the anti trust rules do not all ow it, or

because they do not want to put all of their eggs into

one basket. They therefore may then wish to expand

across borders.

An o t h er different but equ a lly valid motive is

that insti tuti ons may have large custom ers that they

wish to serve worl dwi de . In order not to lose su ch

c u s tom ers ,t h ey must ei t h er grow abroad or ga n i c a lly,
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needed taxpayers’ money. The government now is

trying to get rid of those institutions. The situation

in Korea is almost the same. United States authori-

ties have not always been 100 percent forthcoming

to foreign banks either, although, to judge by these

banks’ acquisition success rate, I think there has

been no serious reason to complain. In the 1980s,

the British and the Dutch were able to abort the dan-

gerous idea of a fortress Europe—of creating a kind

of b a rri er around the Eu ropean Un i on aga i n s t

acquisitions and mergers, particularly in banking.

Sometimes there are quite different obstacles.

All things being equal, it is frequently more difficult

to finance large, cross-border mergers. When cash is

paid, the matter is easy, but when payment is by an

exchange of shares the merger frequently does not

work because the acquiring bank may be unknown

in the new country (because the shares are not listed

in New York, for example.).

The best approach to making cro s s - border

m er gers po s s i ble is a gen eral principle that does not

a pp ly or limit itsel f on ly to banking, n a m ely the so-

c a ll ed nati onal tre a tm ent ru l e . This is fundamen t a lly

d i f ferent from the rec i proc i ty rule previ o u s ly used in

the financial sector, wh i ch does not work su f f i c i en t ly

well in practi ce . The nati onal tre a tm ent rule is fine,

provi ded the rules app ly both ways , bet ween ,s ay, t h e

Un i ted States and Eu rope . That is, a bank from

Co u n try A that wants to become active in Co u n try B

is tre a ted by Co u n try B in the same way that it tre a t s

a bank from within co u n try B. Su ch tre a tm ent is fair.

A bank cannot ex pect more , but if a co u n try pro-

vi ded less, t h en it would be discri m i n a ting aga i n s t

c ro s s - border tra n s acti on s . The nati onal tre a tm en t

rule is being ro u gh ly app l i ed now by the Un i ted

S t a tes and Eu rope , but not by many other co u n tri e s .

Cross-border consolidations between banks or

financial con gl om era tes have been very limited ,

although I expect that they will grow. There are

already important, recent examples, such as the

Deutsche Bank acquisition of Bankers Trust,HSBC’s

acquisition of Republic National Bank of New York,

and the examples I mentioned in France, Japan, and

Korea. In the Nordic countries there have been quite

a number of cross-border mergers. For institutions

in the Net h erlands and Bel giu m , con s o l i d a ti on s

have been easier because of the lack of language bar-

riers; several cross-border mergers or acquisitions

have taken place that will work well.

There also are many cases of acquisitions of

banks in emerging markets by banks in the OECD.

Citibank acquired a majority stake in the largest and

healthiest corporate bank in Poland. But in most

cases, these are examples of weak domestic banks in

what frequently are countries that have been weak-

ened by crisis. A domestic bank, which has been, in

many cases, bailed out by the government to avoid

its going under, is sold. The host country wishes to

give the bank a strong new basis for survival and so

may require that it be consolidated by another bank

that promises to inject capital and good manage-

ment. Such an acquiring institution is frequently

based in either the United States or Europe.

On balance, I feel that a substantial cross-bor-

der consolidation of the financial sector would be

desirable. Although the practice proves sometimes

the opposite, in most cases the institutions that

remain after consolidation are strong, large, and

aggressive. They increase competition. In the mean-

time,many more borders are opening wider. Europe

is one good ex a m p l e . NA F TA provi des another

example of enabling competition from institutions

headquartered abroad.

I therefore think that the various potential dan-

gers are, in fact, not a motive to block the drive

toward consolidation. For banking and wider finan-

cial institutions in general, the world is almost

global,although exceptions exist (such as Russia). In

most cases, h owever, con s o l i d a ti ons indicate an

advance, albeit with some conditions and restric-

tions. Cross-border consolidations are (a) a good

development,and (b) almost unavoidable given that

they are an important component of a much wid er

globalization movement.



14

T h e  J e r o m e  L e v y  E c o n o m i c s  I n s ti t u t e  o f B a r d  C o l l e g e

TIMOTHY F. GEITHNER

Undersecretary for International Affairs, U.S.

Department of the Treasury

Today I am going to focus my r emarks on what we

consider the most interesting and compelling policy

issues in this debate about the architecture of the

i n tern a ti onal financial sys tem , s pec i f i c a lly, t h o s e

issues most germane to how we deal with the chal-

lenge and risk posed by global capital market inte-

gration and how best to reduce the risk of future

sovereign financial crises.

You are meeting at a time when the world out-

side the United States is looking much more resilient

in the face of crisis than many would have thought

possible two or three years ago. Although the risks

are still compelling, they are now fundamentally dif-

ferent. Emerging-market economies are recovering

on a remarkable trajectory—more rapid than Mex-

ico’s in 1995—with positive or even accelerating

growth in most places. The financial markets are

again willing to finance marginal borrowers, with

even the most acute pockets of distress having found

some sort of bottom. There has not been the gener-

alized retreat into protection or any broad-based

reversal of capital-market integration that many had

thought was at risk.

This drama has provo ked an intere s ti n g, u s ef u l

deb a te abo ut wh et h er the sources of vu l n era bi l i ty in

the sys tem are fundamen t a lly gl ob a l / s ys temic or

l oc a l , roo ted in va rious weaknesses and policies at the

n a ti onal level in em er ging market econ om i e s .

De s p i te the po s i tive ex peri en ces of the last three

ye a rs , a po l i ti c a lly correct vi ew of the crisis is em er g-

i n g. It claims that this was a crisis of gl obal capital-

i s m , that vi rtuous innocent govern m ents were the

vi ctims of panics indu ced by malign ed market force s ;

that the IMF and the Tre a su ry were ars onists pre-

tending to be firem en ; that the policy advi ce impo s ed

gra tu i to u s , avoi d a ble pain on the econ omies affected

by cri s i s ; that an unaccept a ble degree of m oral haz-

a rd was introdu ced into the sys tem , by vi rtue of t h e

scale of the official pack a ges we mobi l i zed ; and that

gl obal econ omic and financial integra ti on has to be

s l owed or revers ed and markets con s tra i n ed if we are

to save the sys tem .

Our view is a bit different, not in the sense that

we think the system is terrific—I think we share the

opinion that we need a more resilient, stronger sys-

tem—but because we see the causes of the crisis as

more complex, with more promising solutions in

different areas.

The causes of this crisis were both sys temic and

l oc a l . Th ey were local in the sense that nati on a l

a ut h ori ties were behind the curve in unders t a n d i n g

and had the capac i ty to ad d ress the risks that accom-

p a ny financial market integra ti on . Th ey were local in

the sense that weaknesses in nati onal financial sys-

tem s , and the perverse incen tives used to attract short -

term capital, l eft a large nu m ber of s ys tem i c a lly

s i gnificant econ omies ac utely vu l n era ble to stre s s .

Th ey were local in the sense that large amounts of

dom e s tic saving went to finance impre s s ive bu bbles in

va rious types of a s s et market s . And they were local in

a sense that every wh ere the crisis hit ac utely, govern-

m ents were in the midst of l e adership su cce s s i on ,f ac-

ing el ecti on s , or otherwise con s tra i n ed in thei r

c a p ac i ty to del iver cred i ble po l i c i e s .

But the probl ems in the sys tem were also sys-

tem i c . Th ey were gl obal in the sense that a com bi n a-

ti on of s ecular trends and market and tra n s i tory

f actors indu ced a su b s t a n tial flow of m obile capital

i n to these co u n tri e s — m ore , in retro s pect , than was

pru den t . Th ey were gl obal in the sense that a com bi-

n a ti on of tech n o l ogy and a rem a rk a ble capac i ty for

l evera ge in the sys tem com bi n ed with the natu ra l

h erd ten dency in markets to all ow con t a gi on to hap-

pen more qu i ck ly, with more force and differen ti a-

ti on than would have been the case in the past. Th ey

were gl obal in the sense that the tech n o l ogy of ri s k

m a n a gem ent in the priva te financial insti tuti ons had

su b s t a n ti a lly lagged behind the com p l ex i ty of ri s k s .

The risk managem ent sys tems in place acted at ti m e s

to magnify shocks and accel era te their tra n s m i s s i on .
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And they were gl obal in the sense that the insti tu-

ti ons at the core of the sys tem , the intern a ti on a l

financial insti tuti on s , were inadequ a tely equ i pped ,a t

least at the out s et , to re s pond with the nece s s a ry

s peed and force and wi s dom .

This proved to be what Secretary Rubin would

call “a combustible combination of factors.” When

things fell apart,the resulting crises were more acute

because of the scale of the imbalances that had built

up, the complicated nature of vulnerabilities those

had masked, and the speed and force in collateral

damage that today’s capital markets can induce.

Where national vulnerabilities were material, the

deterioration in the external environment in the

form of contagion induced obvious panic as domes-

tic and foreign investors rushed to hedge exposure,

contributing to downward pressure on exchange

rates and putting greater pressure on bank balance

sheets,leading to a vicious cycle.

What should be done? Our capac i ty to redu ce the

risk of f utu re crises is com p l i c a ted by several re a l i ti e s .

F i rs t , we live in a world of s overei gn state s ; we do not

h ave the capac i ty to com pel co u n tries to take acti on

a h e ad of the curve to redu ce the risk of f a lling of f t h e

cl i f f . Secon d , m a rkets are inheren t ly vu l n era ble to

shifts in sen ti m en t ; we do not have the capac i ty to

el i m i n a te that basic fe a tu re of m a rkets unless we want

to close co u n tries of f to markets or try to pull risk out

of financial markets as a wh o l e . Th i rd , our under-

standing of the sources of financial crises is ra t h er

poor and ru d i m en t a ry—the scien ce is not very

good — wh i ch leaves us with a limited capac i ty to pre-

d i ct with any con f i den ce what it is that produ ce s

c ri s e s , wh en they wi ll happen , and wh ere .

Th ere are , h owever, s everal key areas wh ere po l-

icy is parti c u l a rly rel evant and wh ere the focus of

reform should be directed . I have ch o s en to men ti on

f ive because they are the source of most of the ex i s-

ten tial deb a te among po l i c ym a kers and econ om i s t s .

F i rst is finance mon ey: on what scale and on wh a t

terms should we be prep a red to finance co u n tries in

c risis? Secon d , what should be the policy fra m ework

we su pport with finance? Th i rd , what exch a n ge ra te

a rra n gem ents should em er ging market s , and small

open econ omies in parti c u l a r, p u rsue? Fo u rt h , h ow

best can we indu ce policies at the nati onal level that

wi ll make co u n tries less vu l n era ble? Finally, wh a t

degree of i n tegra ti on with capital markets is appro-

pri a te for em er ging market econ om i e s , and wh a t

s en s i ble con s en sus should shape the scope for capital

con trols in that con text? I wi ll discuss each of t h e s e

bri ef ly.

F i rs t , m on ey. The most intere s ting deb a te tod ay

is how to dep l oy financial re s o u rces in a cri s i s . Th e

obvious ch a ll en ge is how to shape a capac i ty to

re s pond to financial crises that occur on a mu ch

l a r ger scale than in the past while at the same ti m e

minimizing the moral hazard risk that is inherent in

i n terven ti on . We have tri ed a three - p a rt approach .

The first part was to give the IMF substantially

more resources. In the fall of 1998,the IMF received

about $100 billion in addition to their previous-

quarter resources. Half of those resources now reside

in the emergency lending capacities of the IMF. This

can be considered both a meaningful and a trivial

amount of money. It is meaningful because it leaves

the fund with a balance sheet more akin to that of a

small regional bank than a global lender of last

resort; this is by design, and we think it is appropri-

ate. This capacity is large enough to make the fund

relevant on a broader scale than was possible in the

past; it can fight a several-front war, to use the Pen-

tagon metaphor. But the amount of funding is not

so large that by its existence it will leave governments

or investors with a false hope that official finance

will be available to insulate them from the risk of

crisis. That is a difficult balance to strike, but we

think the current balance is closer to the right one.

The second part was to try to fundamen t a lly

ch a n ge the terms in wh i ch these re s o u rces are

dep l oyed in order to minimize the moral hazard ri s k

i n h erent in any qu a s i - i n su ra n ce sch em e . We have

done that in two ways . F i rs t , by en su ring that wh en

the fund puts large pack a ges on the tabl e , it does so
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at a pen a l ty ra te su b s t a n ti a lly above normal borrow-

ing costs and at mu ch shorter matu ri ti e s ; this pro-

vi des borrowers with an incen tive to retu rn to the

priva te markets as qu i ck ly as po s s i bl e . We have also

s et a gradu a ted threshold for activa ti on on the

m on ey, so that the major pack a ges cannot be under-

t a ken wi t h o ut a broad intern a ti onal basis of su pport .

We cannot unilatera lly move the fund to do a pack-

a ge on the scale of Korea or Bra z i l .

The third part was to try to think about more

appropriate ways to treat private claims on sover-

eigns. In Korea and Brazil, as a condition for our

assistance, we did a number of things to try to

induce a collective response among bank creditors

to maintain positions, and in some ways to extend

maturities. In the very different cases of Ecuador,

Ukraine, and Pakistan, we have made bond restruc-

turings a condition for our support. This has given

us a more diverse set of instruments for responding

to crises; using the market, where appropriate, also

helps to reduce moral hazard.

This approach has left few people satisfied.

Some advocate creating something like a global

lender of last resort with a g reater financial capacity

than the IMF has now. There are many who believe

we should systematically invoke comprehensive or

partial standstills in the context of IMF assistance as

a way to ensure that official finance does not simply

finance the exit of private investors. We are in a sort

of uncomfortable middle, but one that reflects a

pragmatic calculation of how best to balance these

various risks.

The second area of debate is in the design of

policies. If you look at Stiglitz, Krugman, Sachs,

Feldstein, Kissinger (not an economist, but a force,

in some sense), I think their almost universal view is

that the IMF had the wrong balance, gratuitously

applied an austerity package, and was expansively,

intrusively conditional. We have a different view. We

have had little impact on the debate.

The key issues are how to design policies that

are best suited to bring about recovering confidence

quickly, particularly in situations where the crisis is

rooted not in a classic current account balance, not

in a classic fiscal imbalance, and not in a classic sta-

bilization challenge, but in a capital account crisis or

a liquidity crisis,unleashed by the forces of investors

rushing for the exits as these balance sheet problems

come to force. The debate is about the right aspira-

tion for policy changes in crisis, the right mix of

macroeconomic policies in that context, the right

balance between ex ante and ex post conditionality in

the system as a whole, and the appropriate ambition

for the scope of conditionality outside the area of

the design of the monetary or fiscal policy frame-

work.

Our vi ew is that there are no pure liqu i d i ty cases

o ut there , no purely innocent vi ctims of con t a gi on ,

and that any significant circ u m s t a n ce of f i n a n c i a l

d i s tress is nece s s a ri ly roo ted in some nati onal vu l-

n era bi l i ty that wi ll inevi t a bly requ i re some po l i c y

ch a n ge if con f i den ce is to be re s tored and a more

du ra ble basis for recovery put in place . Con s i s ten t

with these ide a s , our vi ew has been to requ i re that

financial assistance be accom p a n i ed by a very force-

ful set of policy con d i ti ons tailored to meet the spe-

cific circ u m s t a n ces at hand. We have tri ed to pull the

s cope of con d i ti on a l i ty wh ere appropri a te in order to

ad d ress financial sector re s tru ctu ring probl em s

wh ere there has been a sys temic issu e . We have tri ed

to use the opportu n i ty to put in place a broader mix

of i n s ti tuti ons that helps the financial sys tem and the

econ omy as a whole to functi on bet ter in the futu re .

We have tri ed to force the Fund and the World Ba n k

to ad d ress up front the de s i gn of s ocial programs that

su pport em p l oym en t , pro tect the poore s t , and su p-

port adequ a te inve s tm ent in basic need s , even in the

time of c ri s i s .

It is very difficult to find the right balance in

these cases. Our approach leaves us continually vul-

nerable to the criticism that our conditionality is

either excessive in ambition and scope or funda-

mentally too weak. I think we have the right level of

aspirations,although we have convinced few of that.
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do to the system as a whole will be as powerful as

countries themselves building a much greater cush-

ion against adversity.

Th ere are two parts to this ch a ll en ge . One is

tech n o l ogi c a l : h ow to figure out and de s i gn the ri gh t

policy and insti tuti on s . What is the appropri a te

exch a n ge ra te regime? What are the key fe a tu res of a

m ore re s i l i ent financial sys tem? What is the ri gh t

debt managem ent stra tegy? How do you build pro-

tecti ons against liqu i d i ty risk? What type of i n s ti tu-

ti onal arra n gem ents are going to make you less

vu l n era ble overa ll? We have inve s ted a lot of c a p i t a l

to prom o te the devel opm ent of a gl obal set of be s t

practi ces—in banking su pervi s i on , corpora te gov-

ern m en t s ,i n s o lvency regimes and acco u n ting discl o-

su re , and de s i gn of deposit insu ra n ce sys tem s — a ll

with the obj ective of determining a ben ch m a rk

a gainst wh i ch to guide policy and to eva lu a te the ade-

qu acy of policy in these co u n tri e s .

That is relatively easy. The harder task is to

design better incentives to induce countries to move

in the right direction far enough, early enough,

before they approach the edge of the cliff. We are

fundamentally short of ex ante leverage and we do

not have particularly good answers to this problem.

Those we think provide some promise are disclo-

sure, more effective surveillance by the IMF, a more

systematic effort to deploy technical assistance to

help countries that want to move, and designing

conditionality in the Fund and Bank programs that

can help support investments in these reforms. Our

hope is that, over time, these will make a material

difference.

Fifth is the great debate about capital controls

and capital market integration. We are viewed as a

sort o f cowboy, as the great defenders of the hedge

funds and the mindless advocates of capital account

liberalization. But we are a little more pragmatic

than that; we try to shape in the Treasury and the

IMF a more responsible consensus that reflects a set

of basic premises that are relevant to the “elephant in

small ponds” problem—small, open economies in a

Of course, reality is looking pretty good in Asia and

Latin America now, but that hasn’t cured many of

their convictions.

The third area of debate is about exchange rate

regimes. For decades, the system among the major

currencies—the dollar, yen, euro—was the domi-

nant issue of debate among the G-7, but the current

system is likely to endure for some time. We see no

alternative regime on the horizon that offers the

prospect of any improvement over the present. The

real fron ti er of this deb a te is em er ging market

econ om i e s , wh i ch now face the uncom fort a bl e

choice between living with the substantial swings

inevitable in a flexible exchange rate system and a

world of open capital markets, and accepting the

substantial sacrifices and the domestic policy inflex-

ibility inherent in fixed regimes.

Th ere are no universal soluti ons to this probl em .

In a world of s overei gn state s , these co u n tries wi ll

dec i de their own way. What we think is cri ti c a lly

i m portant is that co u n tries move from the unten a bl e

m i d dle of f i xed - but - ad ju s t a ble regi m e s , in wh i ch

t h ere is no su bord i n a ti on of m on et a ry policy to the

exch a n ge ra te obj ective , and the impre s s i on of f i x i ty

in the ra te acts as a sort of implicit guara n tee that

en co u ra ges inve s tors to come in and dom e s tic re s i-

dents to borrow wi t h o ut hed gi n g. Every co u n try in

wh i ch regimes were at the core of a crisis du ring the

last five ye a rs occ u p i ed that unten a ble middl e . We see

m ore promise in what are referred to as “corn er solu-

ti on s .” We are not going to live in a world in wh i ch

people occ u py the pure corn ers of a pure float or a

c u rrency boa rd arra n gem ent or mon et a ry union or

do ll a ri z a ti on , but there is a lot of room at the corn ers

for bet ter, m ore re s i l i ent regimes than the ones that

t h ey occ u p i ed .

The fourth area of debate is about reducing

national vulnerabilities. Ultimately, the only promis-

ing ideas are those that try to figure out ways to

induce countries to put in place policies and institu-

tional arrangements at the national level that leave

them less vulnerable. Nothing that we will be able to
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hostile world—or the “small boats in the stormy sea

of hostile market forces” problem. The first point is

the most obvious and simple: capital account liber-

alization strategies should be designed in a way that

m e a su res ch a n ges in the strength and pace of

improvement in the domestic banking system and

supervisory regime.

The second point is that it is fundamental to

avoid incentives, such as those that were pervasive in

Asia and in Latin America, that attract short-term

capital, particularly through the banking system,

and that may precipitate a broader collapse in the

exchange rate and a rush for the exits. These per-

verse incentives were in the form of offshore bank-

ing fac i l i ti e s , Kore a’s re s tri cti ons on lon g - term

equity portfolio inflows, and Mexico and Brazil’s

c re a tive ef forts to re ach for do ll a r- den om i n a ted

short-term capital in an effort to reduce borrowing

costs, but at the cost of increasing the vulnerability

of their exchange rates.

Third, we think these emerging market coun-

tries need to give greater attention to managing risks

to the balance sheet for the country as a whole—not

just to the sovereign, but to the corporate sector and

the banking sector in the aggregate. This is easier

said than done, but there is useful work under way.

Fourth, we think there is quite a good case for a

much stronger set of prudential safeguards to limit

exce s s ive ex po su re by the banking sys tem to

exchange-rate movements through liquidity buffers,

such as those Argentina has in place. These have

more promise and will cause fewer distortions than

the more popular, but rarely emulated, comprehen-

sive controls on short-term capital inflows that Chile

made famous but has now abandoned.

Finally, just to temper this, we still see little

promise and quite substantial risk in the variety of

proposals for comprehensive or partial standstills

and broader controls on capital outflows in crisis as

a means of buying time,although I am sure there are

circumstances where these may have some value.

Our view is that such measures will create a greater

degree of moral hazard in the system at the national

level than exists now, and they are likely to compli-

cate significantly the resolution of crisis by inducing

a rush for the exits early and making it harder for

countries to re-enter the capital markets. I think it’s

notable in this context to recognize the fact that,

with the exceptions of Malaysia and Russia,all of the

economies affected by the crisis are now more open

on the capital account and have a more even set of

incentives across the capital account, than was true

before the crisis.

So this is our agenda along with our biases. It

has been shaped by a pragmatic appreciation of

what is possible. It is not particularly dramatic or

gutsy, but it reflects the recognition that the world

we live in is integrated enough for small events in

remote places to have dramatic consequences for the

system, but not integrated enough for countries to

be willing to compromise sovereignty on a signifi-

cant scale, to cede it to a global central banker or

global financial regulator, to renounce their curren-

cies. We are not going to get to that point any time

soon. This leaves us in the uncomfortable position

of not being able to offer any fundamental reassur-

ance about our capacity to significantly reduce the

risk of f utu re cri s e s . But we may have learn ed

enough to mitigate risk a bit and to make the

prospects for bringing about a quick recovery much

more substantial.

If I learned this lesson right, I think Minsky

would say, “Therein lies the problem.” By offering

the promise of a bit more durable safety net under

the system, we simply created the seeds of a future

crisis. But I think you can be a little optimistic. If you

look at the composition of flows that are now going

into emerging markets you will see that people have

learned most of the lessons of the last war, because

banking exposure in terms of the classic bank bal-

ance sheet exposure is declining and the type of

exposure that is going in is more in the form of

direct investment, equity, and bonds. But I would

not want to leave you too reassured.
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I would like to address the current st ructure of the

financial system and the reasons why reform is

needed not only in the financial structure, but also

in the official institutions that are part of the system.

Before one can devise reforms, however, it is impor-

tant that we first understand what has changed in

the financial system that requires reform. There have

been a number of changes over the past few decades,

both in the United States and abroad, that must be

recognized. One of these is the securitization of

credit instruments.

Th i rty ye a rs ago the vo lume of o ut s t a n d i n g

m a rket a ble obl i ga ti on s , su ch as stock s , bon d s , a n d

m on ey market instru m en t s , was qu i te modest com-

p a red to tod ay. Th ey now dom i n a te the financial

m a rket . Su ch sec u ri ti z a ti on tends to loo s en the

c redit stru ctu re by giving gre a ter credit access to

m a ny and by diminishing the su rvei ll a n ce over

those particular obl i ga ti on s . Had it not been for

s ec u ri ti z a ti on , the gl ob a l i z a ti on of m a rkets wo u l d

not have been so ra p i d . We could not have had this

en ormous vo lume of i n tern a ti onal credit instru-

m ents unless the market was gl ob a l i zed thro u gh

s ec u ri ti z a ti on . Sec u ri ti z a ti on all ows for rapid tra n s-

acti ons ac ross borders . It all ows a myri ad of obl i ga-

ti ons to be used for financing in both devel oped and

devel oping co u n tri e s . And while it is true that inter-

n a ti onal finance has ex i s ted for cen tu ri e s , in the

past it was dom i n a ted mostly by bankers who made

l oa n s , and bond financing was not as important as

it is tod ay.

G l ob a l i z a ti on has also re su l ted in the hom oge-

n i z a ti on of m a rkets and of the way that people think

a bo ut market s . Not long ago there was an Am eri c a n

m a rket vi ew, an Asian market vi ew, and a Eu rope a n

m a rket vi ew. That has vi rtu a lly disappe a red . Tod ay,

financial insti tuti ons span the gl obe and within them

a re people of m a ny different nati on a l i ti e s . The speed

of com mu n i c a ti on puts everyone in to u ch with each

o t h er instantaneo u s ly. As a re su l t ,t h ere is now a on e -

world vi ew of m a rket s .

G l ob a l i z a ti on and sec u ri ti z a ti on have also

helped spawn contagion in financial markets. Cer-

tainly it is true that the impacts of the Great Depres-

sion spread from one nation to another, but the

impacts are far greater today. What happens in one

nation impacts others, both positively and nega-

tively. No country today can ignore what is happen-

ing in another. When one has this potential of

contagion, then asset allocation and international

diversification become more difficult to pursue. If

we rally, they rally. If we lower the market price,they

lower the market price. An analysis I once did

showed that 70 percent of the time when the Amer-

ican bond market drops,other markets also drop. So

many have preached the importance of asset alloca-

tion, but how does one practice this amid globaliza-

tion? This is a structural change in the financial

markets that must be recognized.

Another important change that must be recog-

nized is the ability one now has to measure the per-

formance of a credit instrument by the week, by the

day, by the hour. At any time one can know whether

the value of an instrument has gone up or down.

And this is true of not only such things as stocks but

also of real estate holdings. There is this sense that

values can be determined all the time. The result is

that portfolio management focuses on the near

term. Portfolio performances and achievements are

reported every month or every quarter and quickly

compared with others. And how dare a portfolio

manager underperform in a quarter or half year? If

one underperforms in a year, that portfolio may be

shifted elsewhere.

And yet , it is an illu s i on that one can know the

va lue of an obl i ga ti on all the ti m e . Th ere is an illu-

s i on of l i qu i d i ty—that one can measu re the pri ce of

an asset and instantly liqu i d a te it to get that pri ce ,

that everything is tra n s fera ble at the last pri ce seen .

Con s i der the third qu a rter of 1 9 9 8 , wh en very little

was tra n s fera ble at the last pri ce . Even in the U. S .
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govern m ent market , the most liquid market in the

worl d , t h ere were times wh en one could not tra n s fer

or sell an Am erican obl i ga ti on of u n qu e s ti on a bl e

c redit qu a l i ty ex act ly at the last pri ce .

An o t h er ch a n ge in the financial sys tem is the

en l a r ged role of deriva tive s . Th ey have ex i s ted for a

l ong ti m e . But new va ri a ti ons have come on to the

s cene and their use has inten s i f i ed . Deriva tives were

on ce con s i dered ri s k - reducing credit instru m en t s .

That halo was rem oved starting in 1998 with the co l-

lapse of Lon g - Term Capital [Ma n a gem en t ] , a n

or ga n i z a ti on that had nearly $1.4 tri ll i on in deriva-

tives outstanding with a capital base of on ly two to

four bi ll i on do ll a rs . Those instru m ents could never

h ave been used for ri s k - reducing opera ti ons alon e .

Deriva tives are prob a bly here to stay, but they do con-

tri bute to vo l a ti l i ty in the financial market s , and it is

do u btful that they con tri bute to stabi l i ty in pri ce s .

In dex a ti on of portfolios also came on the scen e

in the last 20 ye a rs . In s ti tuti on s , wh et h er dealing wi t h

pen s i on funds or other inve s tors ,a re wi lling to accept

a perform a n ce that is equal to that of the gen era l

m a rket . One might think that there is nothing wron g

with that, but it cre a tes an unu sual and intere s ti n g

devel opm en t . As more and more portfolios are

i n dexed , those who do not fo ll ow and pursue index-

a ti on have a far gre a ter impact on the market than do

the indexers , because they have a gre a ter impact on

what is call ed the pri ce .

An o t h er ch a n ge in financial markets is the

en tra n ce into the markets of n ew ri s k - t a kers . One of

these is the household sector, whose invo lvem ent firs t

took place in the po s t – World War II peri od . It bec a m e

i nvo lved in the market by saving thro u gh the pen s i on

s ys tem , t h ro u gh life insu ra n ce com p a n i e s , by havi n g

accounts in deposit insti tuti on s , by inve s ting in a

h om e . Some of these trad i ti onal activi ties con ti nu e .

But the indivi dual household is now a participant in

mutual funds and a direct inve s tor in equ i ti e s .

The invo lvem ent of this sector has led to a

dem oc ra ti z a ti on of risk taking and a broader shari n g

of ri s k s . But this raises some serious qu e s ti ons 

rega rding the ex tent to wh i ch households and others

should share that risk and what the probl ems wi ll be if

t h ey do. In the Un i ted State s , risk is being pushed

m ore on to the saver and aw ay from the financial inter-

m ed i a ry. Ye a rs ago, the capital of the bank was at ri s k ;

wh en there was a financial probl em , the depo s i tor was

pro tected . But now risk has shifted to a broader base,

wh i ch has econ om i c , f i n a n c i a l , perhaps even po l i ti c a l

con s equ en ce s . In deed , one might argue that bec a u s e

so many households are now invo lved in the stock

m a rket , that market may be too big too fail. Th e s e

h o u s ehold inve s tors might force govern m ent to act to

s ave it.

Also new is the quantification of risk. In the

past there were not many prices for risk; today we

have many—every day, every hour. And we have

enormous computer power that is now used to

model risk and estimate the probability of loss or

gain. Nearly every institution models risk, but these

models are based on historical data, which is helpful,

but does not tell it all. Consider the case of Asia in

1998. Many institutions modeled the risks, but those

models did not see the extent of the risk; and

because computers g ive out probabilities up to five

nu m bers after the decimal poi n t , t h ey give an

impression of great accuracy. The accuracy of a

number should not necessarily be taken for granted.

When one is in a competitive financial market, one

wants to do a lot of business. The more liberal is the

interpretation of value at risk,the more business one

does. The result is a tendency to fudge the numbers

plugged into the model,and greater risks are taken.

Other dimensions of financial markets today

need to be recognized. One is that the key decision-

makers in finance are no longer in senior but middle

management. Years ago, in the traditional institu-

tion,if a very large loan was requested by a corpora-

tion or a foreign government,the decision was made

at the senior level, and often involved the president

or the CEO. Today, a myriad of important decisions

affecting such things as financial conditions,liability

structure, and risk structure are not made by senior
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management. These decisions are made by middle

managers who do the trading in the stocks and

bonds and in the derivatives business, who do the

positioning, who do the underwriting. At best, sen-

ior management only oversees this.

An o t h er important ch a n ge that has trem en do u s

reperc u s s i ons is the massive con s o l i d a ti on of f i n a n-

cial insti tuti on s . These con trol a myri ad of d ivers i f i ed

financial activi ties and have a larger proporti on of

the market share than they did ye a rs ago. This is not

an Am erican ph en om en on . It is also occ u rring in

Japan and in Eu rope at a rapid pace . Why this con-

s o l i d a ti on? One argument is that it redu ces costs and

a ll ows insti tuti ons to become more prof i t a bl e . Th a t

is unders t a n d a bl e . A nu m ber of i n s ti tuti ons did this

in the early 1990s and rad i c a lly redu ced co s t s . But as

we move thro u gh this dec ade and into the nex t ,t h e s e

con s o l i d a ted insti tuti ons are likely to grow and the

nu m ber of “ i n depen den t” i n s ti tuti ons wi ll diminish.

This is a ph en om en on not on ly of financial insti tu-

ti on s , but also of business corpora ti on s .

The creation of such institutions raises several

questions. What is it that one wants out of a massive

concentration in a market? In the long term it is

price control. After all, why would one want to have

a large entity if one cannot have an influence over

price and therefore over profitability? This certainly

creates problems for the role of government and for

the impact on society. Can we continue to have an

economic democracy in the United States, or glob-

ally, or is our vision of an economic democracy,

which we have more or less had in this country,

beginning to be blurred and defeated by this massive

consolidation?

Consolidation also creates serious problems for

monetary policy. As institutions consolidate and

grow, they will become too big too fail. And whether

the Federal Reserve says so explicitly, or suggests it

implicitly, an umbrella of protection will be placed

over these institutions.Only the smaller institutions

will be outside of this protection and will be allowed

to fail, which will put greater pressure on them and

lead to even more consolidation. Can monetary pol-

icy really operate well under this scenario?

Finally, there is another change that presents

some interesting issues to the economy, to financial

markets, and to the financial structure. In recent

years the United States has witnessed a significant

slowdown in the growth of government debt, while

Canada is close to doing the same. And in Europe,

there are constraints on deficit financing. There are

several implications of this from a financial market

viewpoint.A reduction in government debt, such as

that in the United States, frees other participants in

the private sector to become more effective deman-

ders of credit. The result is that the overall growth of

debt is not reduced; rather, it shifts to those who

have access to debt. Statistics on the flow of funds

show private debt going up dramatically, while U.S.

government debt is going down. In the early 1990s,

it was the reverse. There are several issues here worth

considering.

Private sector debt is heterogeneous in credit

quality and in maturity. Some of that debt has AAA

credit ratings, some A, even more BBB, and quite a

few now have access to the market but are below

investment grade. This heterogeneity requires finan-

cial institutions that are very effective in credit

analysis and in the allocation of credit to the private

sector. We do not know how effective financial insti-

tutions are in such analysis because we have not yet

gone through a full business cycle that would allow

us to make a judgment.Only when we enter an eco-

nomic slowdown and go into a recession will we

really know how effective our institutions have been

in allocating credit to private borrowers. It is not a

problem when credit is allocated to the federal gov-

ernment. The debt is marketable and rated AAA.

This shift in debt from public to private is also

an issue for the central bank when it has to make

decisions on how to proceed with monetary policy.

We are moving toward a more complex financial

market, and the private sector is trying to quantify

this. Meanwhile, monetary policy is moving away



22

T h e  J e r o m e  L e v y  E c o n o m i c s  I n s ti t u t e  o f B a r d  C o l l e g e

fiduciary responsibility. Often, they do that quite

well. The purist says,“Let the market do it.” But we

really haven’t let the market do it before. We didn’t

in 1998. We didn’t let the market do it during the

Mexican financial crisis. We didn’t even let the mar-

ket do it in 1987.Government does play a subtle role

in society. Without being completely intrusive, it

should have a hand in maintaining this economic

democracy.

from this quantification because targeting of any-

thing has been lowered significantly. The central

bank really does not pay attention any more to M1,

M2, or credit growth and so on. It gives lip service to

this, but that is all it is.

The dilemma tod ay is that we do not have a

co h e s ive approach to markets and to the econ omy.

We do not have the great broad thinkers who are

c a p a ble of synthesizing all of this into a broader the-

ory that con s i ders how it affects policy and how po l-

icy should then be implem en ted . This is som ewh a t

u n ders t a n d a ble because we have gone thro u gh a lon g

peri od of econ omic ex p a n s i on , and because we have

a ll become som ewhat near- term ori en ted and spec i a l-

ists in a va ri ety of f i el d s . No one wants to be a gen er-

a l i s t . It doe s n’t pay en o u gh . The pay of a trad i ti on a l

econ omist is not ri s i n g. The pay of a trad i ti onal econ-

omist rel a tive to a financial analyst is diver ging sign i f-

i c a n t ly. The gen eralist who is a doctor, an M.D. , doe s

not get paid as mu ch as a spec i a l i s t .

Despite these many changes and the potential

problems they present, no one really seems to want

to modify the financial structure or the oversight of

financial institutions very significantly. The bureau-

crat in Washington defends the structure because it

serves him well politically. The participants in the

economy do not want to make waves when the

economy has been performing this well. If one looks

at the overs i ght of financial insti tuti on s , bo t h

domestically and internationally, there is no cohe-

sive approach. There have been some efforts at coop-

eration, but they have been modest.

There is a great need to preserve the American

system. It is the only one in the world that comes

close to being an economic democracy—not a social

democracy, an economic democracy. And the main

objective of U.S. policy should be to preserve it, to

nurture it, to move it along. We are in a period of

transition where this is going to become more diffi-

cult. Yes, it is a role of financial institutions and

financial markets to be entrepreneurial, but at the

same time they must balance this with their great
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Economic Disaster Ahead?

Along with a number of people who have been skep-

tical about a stock market bubble, I have fretted and

wondered and fretted some more about when the

bubble is going to burst. As I look back over my

career, the worst forecasting errors I have made have

resulted from either underestimating asset bubbles

or underestimating their “wealth” effects on con-

sumption. We now pay a great deal of attention to

wealth effects and take nothing about the stock mar-

ket for granted.

As many of you know, one of the worst things

about being an economist is that when you attend

va rious lectu res and hear nu m erous spe a kers

addressing an audience of economists for the first

time, the same old economist jokes are told again

and again. The one that drives me crazy is the one in

which Harry Truman becomes frustrated with econ-

omists who keep saying “on the one hand . . . but on

the other hand . . .” so he asks for a one-handed

economist. As sick as I am of that joke, I could not

help thinking about it.

In the context of today’s popular economic

thinking, Harry Truman would be gratified to know

that there are a lot of one-handed economists who

are absolutely certain about everything that is hap-

pening in the economy. Not only are they one-

handed, but they seem to be one-eyed—they see in

only one dimension. They also seem to sport rose-

colored monocles. These economists have played a

major role in assisting what I will call the “stock

market boom industry,” which includes brokerage

firms, mutual fund managers, small investors, and

the hosts of financial tel evi s i on progra m s . All

describe the economy in the one dimension of tech-

nology and productivity. The basic message is “Wel-

come to the new econ omy, wh ere bre a k n eck

technological progress begets accelerating produc-

tivity, which begets faster growth, low inflation, full

em p l oym en t , s oa ring prof i t s , s pect acular equ i ty

appreciation, peace on earth, social justice, and the

end of tooth decay.” There is nothing that will not be

solved by rising productivity.

Those who complain about market volatility are

told that they need to understand that this is the

information age—things move fast,and ifthe heat is

too much, stay out of the kitchen. “Don’t worry

about interest rates rising because the all-knowing

Fed will take care of everything. Rising interest rates

are seen as a neutron bomb that can wipe out infla-

tion while leaving stock market booms intact. Don’t

worry about the exploding current account deficit—

it is only the result of our economy being so won-

derful that foreigners cannot get enough U.S. dollars

and assets. If you think equity values are insane, it is

just because you are either too simple-minded, too

antiquated, or too unimaginative to understand the

new economy.”

This pretty much sums up the one-eyed argu-

ment as I understand it. It is a seductively uncom-

p l i c a ted and appealing vi s i on , but , of co u rs e ,

appallingly simplistic. It contrasts sharply with the

vision of the man we honor with these conferences,

who probably had the most complicated view of the

economy—or saw the economy as being more com-

plicated—than anybody I can think of. In my view,

his vision is the most realistic way of looking at the

economy.

It was Minsky’s insistence on remaining true to

the evolving multidimensional, chaotic nature of

human economic systems that prevented him from

describing it as a simple set of mathematical equa-

tion, in the manner that is popular in our age. This

alleged flaw brought him a great deal of criticism for

being not rigorous enough in his analyses. Yet while

leaving a great deal unspecified in his model, he

allowed many aspects of our economy to behave or

misbehave. In doing so he gave us a treasure trove of

observations, insights, and conclusions about how
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this unruly, changing organism we call the economy

could behave.

The good news on produ ctivi ty — p a rt ly legi ti-

m a te ,p a rt ly ex a ggera ted—is import a n t , but woef u lly

i n adequ a te for understanding our current situ a ti on

and the dangers we face . In deed , Mi n s ky gave us too l s

for ob s erving that our econ omy has becom e , over a

l ong peri od of ti m e , f u n d a m en t a lly mu ch less stabl e .

Fu rt h erm ore , reversing the processes that got us to

this point wi ll almost inevi t a bly be econ om i c a lly

p a i n f u l .

S pec i f i c a lly, tod ay I ad d ress the fo ll owi n g

points: productivity in the new economy; the finan-

cial imbalances that evolved over the postwar period

to make this economy financially fragile; why devel-

oping these imbalances was a boon for profits; how

reversing the process will be destructive to profits;

and finally, a comment about the global situation.

Productivity Growth

Is there a produ ctivi ty boom in the new econ omy ?

The lon g - term po ten tial for tech n o l ogy to incre a s e

econ omic outp ut per worker is en orm o u s . The tech-

n o l ogies that we see unfolding before us—com p uter

s of t w a re , com mu n i c a ti on s , robo ti c s , bi oen gi n eeri n g,

m ed i c i n e — e ach has an en orm o u s , l a r gely unpre-

d i ct a ble po ten tial of its own . For any of us to think

that we can pred i ct the com bi n a ti ons of po s s i bl e

a pp l i c a ti ons of devel opm ents in these fields or how

t h ey may affect our lives over the next gen era ti on

would be foo l h a rdy. To forecast limits to tech n o l ogi-

cal progress and produ ctivi ty growth in the face of

these devel opm ents would be to join a very long tra-

d i ti on of fo lly, a l beit one that has been maintained by

a ra t h er disti n g u i s h ed co ll ecti on of peop l e . For

ex a m p l e ,l et me re ad you a few qu o te s :

This telephone has too many shortcomings

to be seriously considered as a means of

communication. The device is inherently of

no value to us. (From an internal Western

Union memo, 1876)

The wireless music box has no imaginable

commercial value. Who would pay for a mes-

sage sent to nobody in particular? (Attrib-

uted to associates of David Sarnoff, founder

of the National Broadcasting Company, in

response to his urging to invest in radio in

the 1920s)

Who the hell wants to hear actors talk? (H.M.

Warner of Warner Brothers, 1927)

There is no reason anyone would want a

com p uter in their hom e . ( Ken Ol s en ,

founder of Digital Equipment, 1977)

Everything that can be invented has been

invented. (Charles Duell, commissioner of

the U.S. Patent Office, 1899)

Although I believe that the long-term outlook

for productivity and technology is grand, what is

h a ppening ri ght now? The produ ctivi ty figure s ,

taken at face value, indicate an acceleration in pro-

ductivity since the 1980s, but there is nothing revo-

lutionary or unprecedented in these gains. That is,

the 10-year averages are better, but well below the

gains of the 1950s and 1960s. Even the booming fig-

ure for the fourth quarter of 1999, which is over six

percent, was almost routinely exceeded during the

f i rst qu a rter- cen tu ry of the po s t – World War II

boom and was exceeded quite a few times in the

1970s and even 1980s.

However, the produ ctivi ty figures should not be

t a ken at face va lu e . Th ere are many probl ems of

u n ders t a tem ent and some of overs t a tem en t . Th ere is

no practical or con ceptual way that produ ctivi ty

gains can be measu red wh en a significant proporti on

of o utp ut com prises produ cts that are inheren t ly dif-

feren t , on a ye a r- to - year basis, than those that pre-

ceded them . For ex a m p l e , we cannot say how mu ch

m ore inflati on - ad ju s ted outp ut is repre s en ted by a

2000 Dell 700-mega h ertz Pen tium III with DV D, Zi p

d rive ,3 0 - gig hard drive and high - perform a n ce vi deo
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c a rds rel a tive to a 1980 Apple II-E with a floppy

d rive . The Bu reau of L a bor Stati s tics has to come up

with a measu re , so some kind of a def l a tor ex i s t s , but

this is com p a ring apples to ora n ges evo lving into

w a term el on s .

Is there a new econ omy? Ye s , but the econ omy is

a lw ays new because it is con s t a n t ly ch a n gi n g, evo lvi n g,

and en tering new ph a s e s . Produ ctivi ty is not growi n g

in a manner that is so unu sual as to su ggest that we can

rej ect the econ omic lessons of the past.

My final point on produ ctivi ty is that while out-

p ut per hour is indeed the cri tical determinant of t h e

s t a n d a rd of l iving and a major influ en ce on su ch

i m portant issues as worker sati s f acti on and pri ce sta-

bi l i ty, it is hardly the on ly econ omic issu e . To see our

econ omic situ a ti on , we need to open that other eye

and look at the financial side of the econ omy.

Many economists focus too narrowly on pro-

ductivity because they are trained to look at real out-

put, real income, real wages,and so forth. The idea is

to remove the distortion caused by inflation. But as

Minsky emphasized, the real world is a financial

world in which balance sheets matter, the ability to

meet financial obligations matters, and the condi-

tion and functionality of the financial system mat-

ters. And nothing matters more than profits. It is a

firm’s profits, not its inflation-adjusted output, that

d rives its beh avi or, determines its su cce s s , a n d

enables it to divide and expand. For example, in

inflation-adjusted terms, between 1985 and 2000

Com p a q’s com p uter sales may have incre a s ed

umpteen zillion times. But management does not

care about that figure.Shareholders do not care. No

one would even know how to make this calculation.

What they do care about are nominal dollar sales

and how they compare to nominal dollar expenses.

Profits are a current dollar phenomenon, a financial

phenomenon, not some sort of “real” phenomenon.

Some people question whether the wonderful

technological developments that took place during

the financial boom of the 1990s somehow signal

great financial strength along with produ ctivi ty

gains. The simplest answer to this query is to think

about another real-life situation. I refer you to an

economy in which productivity was growing rap-

idly; technological progress was dazzling;new meth-

ods of communication were sweeping the country,

revolutionizing information use, giving instanta-

neous access to information that people had never

had before. Technology was changing the way peo-

ple lived, even where they could live,affecting indus-

try, coming into homes, providing new products

with new benefits that looked like they were going to

spread throughout the country. At the same time,

inflation was low, profits were strong, stock prices

were soaring, confidence was high, and net wealth

was ballooning. Experts pointed to one industry

after another and said, “This is going to grow spec-

tacularly in coming decades. It’s going to change the

way we live. We’re going to have a new standard of

living previously unimagined.” Those experts were

absolutely right . . . eventually. The economy I refer

to is our own, and the time was the beginning of

1929. What few people recognized was the severity

of the financial imbalances in the economy. Eco-

nomic historians argue about what caused the Great

Depression: Was it a failure of capitalism? Was it an

international event? Was it a blunder by the Federal

Reserve? In fact, the economy had reached a state of

inherent instability that made a severe adjustment

almost inevitable. The only questions were what the

catalyst would be, how bad it would get, and how

well the damage would be contained.

Financial Imbalances

Over the past 15 ye a rs there has been mu ch discussion

a bo ut certain types of a s s et s , su ch as real estate and

s tock s , and certain kinds of debt . But a few cri ti c a l

points abo ut the evo luti on of the econ omy ’s balance

s h eet du ring the past half cen tu ry have been ei t h er

overs h adowed or overl oo ked . F i rs t , total assets have

grown faster than total incom e ; s econ d , debt has

grown faster sti ll ; and third , equ i ty assets have grown

f a s ter than total asset s .
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Why has the total value of assets risen faster

than the economy has grown? One reason is that the

stock of fixed assets grew faster than output during

a good part of the era. In 1946, following 15 years of

depression and war, private fixed capital was very

low. Then came the long postwar investment boom,

du ring wh i ch capac i ty went from inadequ a te —

composed of dilapidated, obsolete, and aging facili-

ties—to modern and ample facilities, and then to

overcapacity as we entered the 1980s.

There is another reason why the value of total

assets outstripped GDP, especially in the years since

1980:as the economy moved from the shadow of the

Great Depression and World War II through a half-

century of prosperity with no catastrophes,earnings

expectations rose and risk adjustments shrank. Thus

asset prices rose faster than goods and services

prices. Moreover, investors, often sensing the poten-

tial for capital gain in various markets,in some cases

added a price premium because of it.

An even more striking devel opm ent than the

rise in the total va lue of a s s ets rel a tive to income or

GDP was the rise in the debt - to - i n come ra ti o. To

s ome ex ten t , this mirrored the rise in asset s , as inve s t-

m ent in assets is gen era lly financed largely with debt .

But the rise in debt rel a tive to the size of the econ omy

also ref l ects evo lving percepti ons of risk and ch a n g-

ing atti tu des abo ut debt .

Af ter the rel a tively free - f l owing credit of t h e

1920s and the string of d i s a s trous defaults in the

1 9 3 0 s , Am ericans em er ged from World War II wi t h

very con s erva tive atti tu des abo ut debt , l en d i n g, a n d

borrowi n g. As late as the early 1950s, m a ny peop l e

s ti ll con s i dered taking out a home mort ga ge loan to

be a ri s ky and unde s i ra ble acti on . Mort ga ge len ders ,

too, were not very en t hu s i a s tic and had high qu a l i f i-

c a ti on standard s . Now, h owever, one in four hom e

m ort ga ge loans has a loa n - to - pri ce ra tio of over 90

percen t , and some of t h em are well over 100 percen t .

Th ere were no credit cards ri ght after the war;

obtaining a pers onal loan was not a trivial matter,

and it involved close scrutiny by the lender. By

contra s t , last year my neph ew was pre a pproved for a

Ma s ter Ca rd , and he was on ly four ye a rs old. A few

dec ades ago, pers onal bankru ptcy was a hu m i l i a ti n g

f a i lu re to be avoi ded at any co s t ; tod ay it is a smart

financial tactic for many peop l e . In fact , in each of

the last three ye a rs there were more than four ti m e s

as many non - business bankru ptcies as in 1982, t h e

year of the highest unem p l oym ent ra te of t h e

po s t – World War II era .

Ch a n ging atti tu des abo ut debt and incre a s i n g

a s s et cre a ti on are two of the re a s ons for debt grow-

ing faster than incom e ; s pec u l a ti on is another.

Wh en asset markets ri s e , rec u rring capital ga i n s

en co u ra ge levera gi n g. From stock spec u l a tors in the

1920s buying on a 10 percent margin to sout h ern

Ca l i fornians in the late 1980s taking out hom e

equ i ty loans to use as down paym ents to buy secon d

h om e s , to tod ay ’s con su m ers who have run up con-

su m er and mort ga ge debt so they can place more

m on ey in tech mutual funds, bu ll markets tend to

en co u ra ge levera ge .

The growth in debt can be qu a n ti f i ed by a few

d i f ferent debt - to - i n come ra tios for the U. S . econ omy.

In 1946, h o u s ehold sector debt was equal to 22 cen t s

for each do llar of a f ter-tax incom e ; in 1999, it was

$ 1 . 0 3 . Non - f a rm , n on-financial corpora te debt rel a-

tive to non - f i n a n c i a l , corpora te dom e s tic produ ct

( t h ere is a small mismatch in def i n i ti ons) rose from

80 percent in 1946 to almost twi ce that, 159 percen t ,

last ye a r. Th ere is an en ormous amount of debt in the

financial sector, a l t h o u gh I do not know how it

should be measu red . Ba s ed on Federal Re s erve fig-

u re s , the debt of financial corpora ti ons grew from 3

percent as large as total GDP in 1953 to 82 percen t

last ye a r. For the en ti re econ omy, the ra tio of to t a l

debt (including govern m ent debt) to total incom e

rose from 1.3 in 1953 to 3.0—more than do u bl i n g

du ring the time peri od . Any way you look at it,

t h ere has been a large increase in debt , and in cer-

tain sectors it has been qu i te dra m a ti c . This doe s

not take into account the levera ge repre s en ted by

deriva tives or other acco u n ting issu e s , but there is
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little qu e s ti on that there has been a large increase in

l evera ge , f rom very low levels after the war to very

h i gh ones tod ay.

Since debt has been growing for a long time,

you may wonder what is so important about this

trend.First, growth in assets and liabilities relative to

GDP over a long period of time makes the economy

more fragile. Second, these trends cannot continue

indefinitely. Third, these trends have contributed

enormously, in a way that is not understood by most

people, to the generation of aggregate profits in our

economy. If these trends do not continue, profits

will be in serious trouble.

A rising asset - to-GDP ra tio increases the ten-

dency tow a rd financial instabi l i ty because the larger

the total va lue of a s s ets com p a red to total incom e ,

the gre a ter the influ en ce a ch a n ge in asset pri ces has

on dem a n d . A simple, a l beit ex treme example make s

the poi n t . Su ppose you have $100,000 income and

$5,000 in stock s . If your portfolio rises 40 percen t ,

or by $2,000, you wi ll gain the equ iva l ent of on e

wee k’s salary. Wi ll this gain gre a t ly ch a n ge your con-

su m pti on pattern? Prob a bly not. But su ppose yo u

h ave $100,000 income and $500,000 in stock s . If

your portfolio rises by 40 percen t , you wi ll gain the

equ iva l ent of t wo ye a rs’ s a l a ry. Wi ll this gre a t ly

ch a n ge your con su m pti on pattern? The em p i ri c a l

evi den ce stron gly su ggests that you wi ll make ad d i-

ti onal purch a s e s .

Moreover, the greater the share of total assets

that are held in the form of liquid assets with poten-

tially volatile prices, the greater the potential for

demand to be destabilized by changes in asset prices.

In other words, stock prices can fall a lot faster than

real estate prices, and a lot farther than high-grade

bond prices. Presently the ratio of equity wealth to

total assets is much higher than at any time since

World War II. Profits are therefore vulnerable to

negative wealth effects generated by a falling stock

market. The effect of a bear market on personal sav-

ing alone would be great—sufficient to cause a

recession.

The oversized wealth effect is just one aspect of

the economy’s increasing fragility. A jolt to demand

through a change in asset prices effects the income

from which debt service is paid. The rise in debt rel-

ative to income represents a movement that Minsky

referred to as one from hedge finance to speculative

finance to Ponzi finance: financial cushions become

s m a ll er and the po ten tial for sys temic financial

problems gradually becomes larger.

Yet another distu rbing aspect of h i gh debt - to -

i n come ra tios arises from the fact that levera ge

i n c reases vo l a ti l i ty in asset market s . Unu sual vo l a ti l i ty,

su ch as has occ u rred in equ i ty markets this mon t h ,i s

a sign of exce s s ive levera ge . Levera ge nece s s a ri ly make s

p a rticipants less pati ent and more sen s i tive to su d den

pri ce movem en t s , wh i ch amplifies abru pt distu r-

b a n ces with waves of s h ort covering or bailing out of

l ong po s i ti on s .

Leverage also makes the market more vulnera-

ble to volatility, as exemplified by the case of Long

Term Capital Ma n a gem ent in 1998. Ma s s ive or

unusual market swings can bankrupt speculators. In

the most extreme cases, such swings can cause prob-

lems for speculators’ creditors and interfere with the

normal liquidity necessary for the market to oper-

ate. I may be old-fashioned, but it does not seem

healthy for a major U.S. stock market to gyrate 14

percent in a few hours. Even if the Nasdaq rallies for

a period of time,it has demonstrated to me that it is

inherently unstable.

Some of you may recall the yen’s explosive move

against the dollar during the financial crisis in 1998.

From Monday, October 5th, to Thursday, October

8th, the dollar fell more than 18 percent against the

Japanese currency to ¥112. This represents an enor-

mous realignment of two major currencies over only

two and a half days. What was even more striking

was what happened on October 8th. When the dol-

lar hit ¥112, the Federal Reserve started calling in to

check prices, which had the effect of saber rattling as

it signaled the possibility of immediate intervention.

The dollar instantaneously rose to ¥113, then ¥114,
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and then ¥116. It closed that day at ¥119. What was

interesting was that initial move of four points.

Amazed traders told me that it happened in a frac-

tion of a minute,a move that would have been huge

if it had happened during a very active week, and

extraordinary if it had happened in one day. Yet it

occurred in moments.

Financial market speculation is not the only

aspect of leverage about which I am concerned. In

the non-financial corporate sector, cash flow has not

grown fast enough to both keep up with dividend

payments and expand capital spending. Yet compa-

nies have been buying back their own stock in that

sector at a rate averaging $120 billion per year dur-

ing the last three years. The resulting record debt-to-

sales ratios represent more firms becoming more

financially fragile. Think about what will happen in

the junk bond market, for example, if there is a

downturn. Another type of debt that has experi-

enced a run-up is subprime household sector debt

(loans to people who used to be considered poor

credit risks). The volume of subprime debt, conser-

vatively estimated, totals hundreds of billions of dol-

lars,maybe as much as $1 trillion. The next recession

is going to trigger serious problems in this area.

Destruction of Profits

Some people more knowl ed ge a ble than I abo ut the

technical con d i ti on of l ending insti tuti ons do not see

the danger. Th ey ack n owl ed ge that the market may be

due for a correcti on , but argue that there are no signs of

econ omic weakness that would lead to a major down-

tu rn or rece s s i on . Nor do they see financial imbalance s

on insti tuti onal balance sheet s . However, t h e s e

ob s ervers miss the cri tical mac roecon omic linkage s

bet ween the asset market and prof i t s . These links, wh i ch

were cen tral to Mi n s ky ’s theori e s ,a re not fully apprec i-

a ted by most of his ad m i rers .

It is a matter of basic com p ut a ti on that the stock

m a rket bu bble cannot bu rst wi t h o ut sharp ly redu c i n g

corpora te prof i t s . For en l i gh ten m ent we tu rn to the

m ac roecon omic profits equ a ti on , wh i ch basically

s t a tes that profits are equal to net inve s tm ent less sav-

ing by all the sectors be s i des bu s i n e s s . In short , t h e

wealth that the corpora te sector obtains is equal to the

wealth cre a ted , wh i ch econ omists call inve s tm en t ,l e s s

the claims against that wealth obt a i n ed by other sec-

tors . Rising inve s tm ent increases prof i t s , while ri s i n g

s aving by households or govern m ent or the rest of t h e

world dec reases prof i t s . This iden ti ty, this prof i t s

equ a ti on , cannot lie; unless the data are bad , it cannot

be wron g.

Looking at our current situ a ti on , I ack n owl ed ge

that the fate of the stock market is uncert a i n . But let

us con s i der the case of a major bear market . It is a

m a t ter of s tra i gh tforw a rd math, acco u n ti n g, a n d

f a i rly simple analysis to see that a bear market

reverses wealth ef fects and ra p i dly takes a large bi te

o ut of corpora te prof i t s — en o u gh of a bi te to cause a

rece s s i on . Even making con s erva tive assu m pti on s , i t

becomes almost impo s s i ble to cre a te a scen a rio that

does not invo lve a vicious cycle of f a lling econ om i c

and financial con tracti on . Maybe a market plu n ge

could be qu i ck ly revers ed by aggre s s ive interest ra te

c uts by the Fed , re su l ting in a “s oft landing.” But

given the fundamentals of the econ omy, i f the mar-

ket goes down and stays down , the econ omy wi ll be

d riven into rece s s i on . Al t h o u gh the balance sheets of

banks and other financial insti tuti ons might be

h e a l t hy du ring a boom , it wi ll be a different story

wh en pers onal incom e , corpora te cash flow, and asset

pri ces fall .

To understand the econ omy ’s fra gi l i ty, it is

i m portant to recogn i ze that the boom has been com-

pri s ed of m a ny intercon n ected po s i tive feed b ack

l oops—in other word s , the boom has been a gre a t

vi rtuous cycl e , wh i ch , i f revers ed , wi ll become a gre a t

vicious cycl e . Du ring the econ omic boom of the late

1 9 9 0 s , the soa ring stock market and many of t h e

s o u rces of prof i t s — rising re s i den tial inve s tm ent and

n on re s i den tial con s tru cti on , su r ging equ i pm en t

i nve s tm en t , p lu n ging pers onal savi n g — h ave been

mutu a lly rei n forc i n g. Moreover, the boom is like a

s h a rk . It must keep swimming or die. E con om i c
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growth cannot simply slow down and con ti nue at a

m odera te , s te ady pace because the very slowing of

growt h , a l ong with stock gains and credit ex p a n s i on ,

wi ll cause several profit sources to erode . Fa lling prof-

its wi ll tu rn a modest decel era ti on into a rapid on e .

Is there a way to repair the economy’s fragile

condition before a major crisis occurs? Probably not.

Logically, there are two ways to reduce the ratios of

assets to income and debt to income. One way is for

assets and liabilities to grow slowly and income to

grow quickly. But how can this happen? Booming

income encourages asset prices to rise, along with

borrowing and lending. In fact, the income surge

can occur only if profits are st rong, and profits will

be strong only in an environment of rising asset

prices and rapid debt growth.

The second way is to lower assets and liabilities.

If the value of total assets plunges, there will be

severe consequences, but asset and debt ratios will

be lowered . The debt wi ll linger but gradu a lly

decline as it is written off,paid off,and not replaced.

This clearly is not a desirable scenario, because it

represents a depression or something close to it.Can

an asset and debt contraction occur slowly and tran-

quilly? I do not think so, because falling asset prices

both discourage investment and induce negative

wealth effects, which raise nonbusiness saving. The

impact on profits is negative, and the likely result is

a more violent adjustment. In summary, there is no

easy way out of our financial predicament.

The Global Economy

The so-call ed Asian crisis was the beginning of a

gl obal crisis rel a ted to overbu i l d i n g, overex ten s i on of

c red i t , and overbl own asset pri ce s — s i tu a ti ons that

devel oped around the world over a long peri od of

ti m e . As might be ex pected , this crisis began in an

e s pec i a lly vu l n era ble regi on and then spre ad to the

overex ten ded co u n tries of the gl obal econ omy. As the

i n i tial Asian situ a ti on got wors e , it caused damage to

both gl obal goods and servi ces markets and intern a-

ti onal financial market s , and the crisis ex p a n ded . Th e

su rprises were that the aut h ori ties were as su cce s s f u l

as they were in nipping the crisis in the bud and that

s tock markets ra ll i ed as mu ch as they did, bru s h i n g

of f the near disaster.

Tod ay, h owever, gl obal overc a p ac i ty is sti ll pre s-

en t . Com m od i ty pri ce s ,a l t h o u gh ri s i n g, a re gen era lly

well bel ow their 1997 levels (before the gl obal econ-

omy started to we a ken ) , with the notable excepti on

of petro l eu m . In the co u n tries that had been boom-

i n g, i n cluding some of the Asian co u n tri e s , wh i ch

h ad been building the tall e s t , l on ge s t , or wi de s t

bu i l d i n gs in the worl d , the boom is over. The pre -

1998 soa ring dom e s tic inve s tm ent in fac i l i ties and

real estate that hel ped to power their ex p a n s i ons has

not been rep l aced by new dom e s tic sti mu lu s . Except

for a few co u n tries in wh i ch there has been incre a s ed

fiscal sti mu lu s , these co u n tries have recovered based

on improvem ents to their trade balance s . Wh i ch

co u n try has been largely re s pon s i ble for this

i m provem ent? The Un i ted State s .

How did Russia move out of default? The Rus-

sians did not fix anything; rather, commodity prices

rose. Since Russia’s exports include oil, platinum,

and other raw materials, they moved to a trade sur-

plus and, for the time being, are able to service their

external debt.

Bra z i l ’s crisis has been held in abeya n ce and

i n terest ra tes have come down , but there is sti ll a

trade deficit and a large inve s tm ent income def i c i t .

The real has stabi l i zed because of s trong direct for-

ei gn inve s tm en t , m o s t ly from the Un i ted State s .

However, these direct forei gn inve s tm ent flows are

ti ed to the perform a n ce of the U. S . s tock market .

Although the international financial system is

indeed in better shape than it was 15 to 18 months

ago, when by many accounts we were close to having

the worst global banking crisis in 50 years, it has not

improved much relative to where it was at the begin-

ning of 1997. One could argue that in some ways it

is more vulnerable. Look at the damage done as the

result of a few small economies getting into trouble

in 1997 and think what would happen if the world’s
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largest economy, which has been booming and pro-

viding a growing stimulus to the rest of the global

economy, were to do an about-face. There is no

question that the result would be serious interna-

ti onal econ omic instabi l i ty. Si n ce the overbu i l t ,

overindebted, financially fragile global economy is

dependent on soaring demand and financial stabil-

ity in the United States, and since the financial and

economic health of the United States is directly tied

to our stock market, and since the U.S. stock market

is experiencing one of the greatest market bubbles in

history, we have to view the global economic situa-

tion as a bubble.

Minsky’s financial fragility hypothesis is a story

of capitalists’ success leading to rising expectations,

evolving balance sheets, increasing risk, and a rising

prob a bi l i ty of s erious financial tra u m a . Th e

increased size of wealth relative to income in our

economy today makes demand, profits, and cash

flow unusually sensitive to asset prices. Meanwhile

increased debt ratios imply that weakening demand

and profits would result in unusual stress on debtors

and creditors in the financial system. Therefore,

while timing may be a question,I think the economy

is headed for some kind of trouble, possibly serious.

Fortunately, I also believe that Minsky was right

about economic stabilizers: A big government fiscal

flywheel on the economy and a strong government

lender of last resort will prevent another Great

Depre s s i on in the Un i ted State s . But I cannot

express the same confidence for every economy

around the world.
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BYRON R.WIEN

Will Macro Ever Matter Again?

Stock market performance in the last decade has

exceeded all expectations. This stellar performance

was accompanied by a dramatic shift in the compo-

s i ti on of the market tow a rd tech n o l ogy stock s ,

driven by business opportunities generated by inno-

vations in information technology. However, many

technology stocks are now dangerously overvalued,

and,as a result, the normal operations of the overall

stock market have been subverted to some extent.

The simple divi dend discount model , of ten

used to value stocks, is based on the idea that fair

value for common stocks is the discounted present

value of all future earnings of those stocks. A key

assumption of the model is that stocks are riskier

than bonds. While some analysts have challenged

this assumption, it is hard to dismiss entirely the

underlying rationale, based on the practical observa-

tion that a stock does not promise its holder a cer-

tain sum of money at the end of some finite period

and that if a company is liquidated,the shareholders

get last call on its assets. Therefore, stocks should

have a risk premium and the dividend yield has to be

gre a ter than the co u pon retu rn on bon d s . Th e

model suggests that whenever the dividend yield

dips below the coupon return on bonds, the stock

market is overvalued. Estimates based on a variant

of the dividend discount model indicate that the

S&P 500 is about 40 percent overvalued and, there-

fore, in a dangerous state.

S e s s i o n s

S E S S I O N  1

Sto ck Ma rket Ef fe cts and the Ma croe co n o my
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The overvaluation of technology stocks and the

stock market boom driven by it are the result of a

combination of factors. The change in credit mar-

kets and economic fundamentals is reflected in the

increase in margin debt, the remarkable rise in per-

sonal income, and, although at a diminishing rate,

the enormous expansion in money supply encour-

a ged by the Federal Re s erve . Equ a lly dra m a ti c

changes in investor expectations encouraged a spec-

ulative boom. Some investors hold wild and unreal-

i s tic ex pect a ti ons of ri ches to be ga i n ed from

innovations in information technology, especially

the Internet. Yet another factor is that every dip in

the market since 1987 has been a buying opportu-

nity, which has become an expectation of both indi-

vidual investors and investment firms. The best

example of this is April 14, 2000. This was a truly

discouraging day for any seasoned investor, yet in

the week ending April 14,the public put $7.1 billion

into equity mutual funds. Ordinarily that would

have been a week of net withdrawals; instead, the

public saw it as another buying opportunity.

An intere s ting ph en om en on in recent times is

the narrowness of the market , with a very small

group of s tocks acco u n ting for its strong perform-

a n ce . Hi s tori c a lly, a market as narrow as the cur-

rent one has alw ays led to a su b s t a n tial correcti on .

While all indicati ons point to a stock market

down tu rn , it is unlikely that a pro l on ged bear mar-

ket is at hand, because there are no pro s pects for a

rece s s i on . S tocks that su rvive the down tu rn wi ll be

those that have earn i n gs at a re a s on a ble pri ce or

the pro s pect of e a rn i n gs at a re a s on a ble mu l ti p l e .

ROBERT J. BARBERA

“It” Just Happened Again

The current U.S. equity market constitutes a sub-

stantial bubble that is likely to burst this year, with

negative consequences for the U.S. economy. The

ti gh tening of m on et a ry policy by the Federa l

Reserve in a bid to stem inflationary pressures can

speed up the bursting of the bubble. While some

analysts believe that technology companies will be

less affected, in fact, they will be in the vanguard of

deterioration that those changes in the financial

markets precipitate.

Today’s stock market valuation implies profit

expectations—an annual growth rate of roughly 16

percent—that are simply unattainable. This point is

best seen by considering the macroeconomic sce-

nario required to realize the expected growth rate of

profits in the next 10 years. One route to such

growth in profits would be maintaining the nominal

GDP growth of the past nine months. However, at

that rate of growth, the current account deficit

would rise to 18 percent of GDP and unemployment

rate would fall to -1 percent. Such a scenario is

unlikely.

An o t h er ro ute to attaining 16 percent annu a l

growth in profits is to assume that profit margi n s —

the share of profits in nati onal incom e — wi ll ri s e

su b s t a n ti a lly. Using re a s on a ble assu m pti ons abo ut

GDP growth and inflati on , it can be shown that to

ach i eve the anti c i p a ted profits growt h , the share of

profits in nati onal income has to rise from 12 per-

cen t , its current level , to 31 percen t . While inve s t-

m ent may increase as a re su l t , pers onal con su m pti on

is bound to fall and pers onal saving ra te to becom e

s h a rp ly and implausibly nega tive . The requ i red

i n c rease in profit share also implies that none of t h e

produ ctivi ty gains acc rue to em p l oyee s , a ra t h er

u n l i kely scen a ri o.

Prospects for the stock market appear trouble-

some when the implications of monetary tightening

by the Federal Reserve are taken into account. If the

nominal GDP growth slows to about 5 percent, as

policymakers now appear to desire, there will be a

substantial slowdown in profit growth, which is

bound to result in a stock market decline. The shift

in the Federal Reserve’s policy may itself have been
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prompted,at least in part, by the dramatic growth in

margin debt.

The last five quarters have seen $100 billion

worth of initial public offerings and $55 billion

worth of venture capital investment. In the first

quarter of this year [2000] alone, 108 high-tech

companies were created. A significant number of

these investments are purely speculative. With the

tightening of monetary policy, the system’s liquidity

is on the decline and many technology stocks are

under pressure.

Th ere are historical para ll els to the current sit-

u a ti on . In the 1950s, con s i dera ble amounts of

m on ey went into savi n gs and loan com p a n i e s . Th e

re sult was a housing boom . Wh en mon et a ry po l i c y

was ti gh ten ed , the housing market co ll a p s ed tem-

pora ri ly. In the 1970s, banks and com m erc i a l

p a per were obj ects of s pec u l a tive exce s s e s , a n d

on ce again su f fered fo ll owing a ti gh tening of m on-

et a ry po l i c y. At pre s en t , t h ere is an equ i ty market -

f i n a n ced tech n o l ogy boom , wh i ch is also perh a p s

on the ver ge of co ll a p s e . The con s equ en ces of su ch

a co llapse would be espec i a lly severe for the tech-

n o l ogy com p a n i e s .

DAVID A. LEVY AND 

SRINIVAS THIRUVADANTHAI

The Stock Market Wealth Effect

A few ye a rs ago, the deb a te was wh et h er stock mar-

ket wealth ef fect—the idea that the rise in stock

m a rket va lues was con tri buting to an increase in

pers onal con su m pti on ex pen d i tu re—was sign i f i-

c a n t . By now, the deb a te has shifted to wh et h er the

s tock market boom is pushing GDP growth ra te

up a little bit or qu i te su b s t a n ti a lly. A close analy-

sis of recent mac roecon omic perform a n ce using

the Lev y - Ka l ecki profits iden ti ty and an econ om et-

ric model su ggests that the stock market boom has

been vital in sustaining the current excepti on a l

econ omic growt h ; f u rt h erm ore , a stock market

decline may slow down growth sign i f i c a n t ly.

The decline in the pers onal saving ra te in the late

1990s has been rem a rk a ble and unpreceden ted . It has

been accom p a n i ed by a su s t a i n ed increase in per-

s onal con su m pti on ex pen d i tu re that has con tri buted

to increasing business prof i t s . The most con s erva tive

e s ti m a te su ggests that the decline in saving acco u n t s

for abo ut 25 percent of tod ay ’s prof i t s .

Th ere are other indicati ons of the growi n g

depen den ce of overa ll mac roecon omic perform-

a n ce on stock market flu ctu a ti on s . The con su m er

con f i den ce index has been movi n g, on a very short -

term basis, in tandem with stock market indices in

an unpreceden ted manner. Si m i l a rly, recent data

on retail sales (excluding autom obiles) show that

ch a n ges in retail sales are cl o s ely correl a ted wi t h

ch a n ges in stock market indice s . Ap a rt from its

po s i tive ef fects on pers onal con su m pti on ex pen d i-

tu re s , the stock market boom seems to have con-

tri buted su b s t a n ti a lly to inve s tm ent ex pen d i tu re by

boo s ting purchases of n ew hom e s .

E s ti m a tes from an econ om etric model also

su ggest the import a n ce of the wealth ef fect . Th e

m odel took into account com m on trends in con-

su m pti on , we a l t h , and incom e , and sep a ra ted the

s h ort - run from the lon g - run ef fect s . Th ree findings

em er ge from the model . F i rs t , s tock market we a l t h

ef fect is mu ch larger in the 1990s than in any other

peri od in recent history. Secon d , the ef fect of s tock

m a rket wealth on pers onal saving opera tes with a

mu ch shorter lag (four qu a rters) than is com m on ly

bel i eved . F i n a lly, the wealth ef fect is asym m etri c ;

that is, the nega tive impact from a decline in stock

m a rket wealth is gre a ter than the po s i tive impact

f rom an incre a s e . One re a s on for the stron ger

wealth ef fect in the 1990s may be that the du ra ti on

of the current stock market boom has en co u ra ged

a bel i ef that the gain in stock market wealth is per-

m a n en t . An o t h er may be , d i rect ly or indirect ly, t h e

h i gh er own ership of s tock s .



34

T h e  J e r o m e  L e v y  E c o n o m i c s  I n s t i tu t e  o f B a r d  C o l l e g e

Other aspects of the stock market boom need

consideration in terms of its impact on economic

performance. In a plethora of cases, firms have not

reported their earnings honestly in order to main-

tain unjustifiable values for their stocks. The com-

mon practice of granting stock options to employees

can also inflate earnings, because these do not count

as employee compensation. The explosion of the

U.S. trade deficit during the last few years, if viewed

in the con text of profits iden ti ty, repre s ents an

exporting of profits to the rest of the world. While

reliable figures for the rest of the world’s profits are

not available, rough estimates suggest that the U.S.

trade deficit may currently account for roughly 10

percent.

FRANK A. J. VENEROSO 

AND ROBERT W. PARENTEAU

The High-Tech Stock Market Bubble

The current U.S. equity market is one of the most

highly overvalued in the history of advanced indus-

trialized economies. An explanation of how such a

market emerged can be developed by extending

Hyman Minsky’s idea that financial markets gener-

ate instability endogenously, even in the absence of

policy mistakes or exogenous shocks. The equity

market may be thought of as consisting of three

types of investors, all investing on the basis of adap-

tive expectations (that the future will be the same as

the immediate past). Individual investors are trend

followers, whose goal is to merely keep up with the

market. Hedge funds have an absolute performance

c ri teri on because they are ex pected to del iver

higher-than-average returns to their clients, and

t h erefore exert a de s t a bilizing influ en ce on the 

market. The final type is the institutional investor,

whose performance goal is to beat a benchmark

portfolio such as the S&P 500.

The three groups of investors interact dynami-

cally to generate persistent movements in the mar-

ket s . Su ppose there is good news abo ut the

economic fundamentals of a stock or group of

stocks and this drives prices higher. The destabiliz-

ing hedge fund is going to bid the stock price higher

than is justified by the fundamentals, because it

knows that the trend-following individual investors,

upon seeing rising prices, will enter the market and

bid it even higher. The rise in prices will increase the

weight of these stocks in a typical benchmark port-

folio, thus forcing institutional investors to increase

their holdings. In sum, the behavior of each type of

investor reinforces the behavior of the others, thus

eventually generating an asset market bubble.

Some analysts have argued that the current

equity market is not overvalued because current val-

uations are justified for new businesses, especially

Internet firms, that have arisen in response to the

“new economy.” It is argued that Internet firms face

increasing returns to scale and network effects, and

that markets for their products are characterized by

significant first-mover advantages. As a result of

these characteristics, the successful firm, although it

may not earn profits now, will eventually be in a

position to amass monopoly rents.

This argument has several weaknesses. There

are no Ricardian rents in cyberspace, because Inter-

net firms’ products, such as software,can, once built,

be reproduced easily—unlike agricultural products

that will have to use increasingly scarce land. Inter-

net service providers such as America Online are

assumed to enjoy network externalities, but in fact,

are similar to a public utility that faces declining

marginal costs. Their revenue prospects are dim

because market for Internet service has begun to sat-

urate, thus encouraging price competition on an

extended scale. The fact that Internet companies’

losses tripled while their sales revenue doubled dur-

ing the last year casts doubt on whether there are any

increasing returns to scale. In sum,the current valu-

ation of Internet stocks cannot be justified on the
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grounds that these companies will reap massive

profits in the future. This assessment gains more

strength once it is recognized that this sector is

characterized by rapid technological change. As a

result,a majority of today’s companies will have very

short lifespans.

Previous speakers have discussed the intimate

connection between the stock market and macro-

economic performance in the present conjecture.

However, it is also useful to view the current situa-

tion historically. Institutional changes in the econ-

omy subsequent to the Great Depression have given

rise to safeguards aimed at preventing a protracted

financial market collapse and economic breakdown.

These changes gradually altered the behavior of

financial mar ket par ticipants and have led to more

fragile financial structures. This increasing fragility,

in turn, demands earlier and greater intervention by

authorities, thus creating even greater moral haz-

a rd s . It is do u btful that su ch a dynamic of ever-

i n c reasing financial fra gi l i ty can con ti nue indef i n i tely

i n to the futu re .



36

T h e  J e r o m e  L e v y  E c o n o m i c s  I n s ti tu t e  o f B a r d  C o l l e g e

M O D E R ATO R : JAMEE K. MOUDUD

Resident Scholar, Levy Institute

MARTIN MAYER

Guest Scholar, Brookings Institution

RONNIE J. PHILLIPS

Professor of Economics, Colorado State

University

L. RANDALL WRAY

Visiting Senior Scholar, Levy Institute; Professor

of Economics, University of Missouri–Kansas City

MARTIN MAYER

The Fed in Our Future

The central insights that Minsky had seem more

relevant every year, even as we move into a finan-

cial structure that is very unlike anything he knew,

and for which, in fact, we have no theoretical

framework, always a difficulty for a theoretical

economist. Minsky’s particular strength was that

he saw the need to understand how things happen,

and by working out the process came to know a

great deal more.

Last fall, Congress passed legislation that led

to broad changes in the banking system. Very little

thought has been given to the consequences of this

legislation. An example of the kind of change made

is that the Glass-Steagall Act, and all legislation

since, contains a provision that allows banks to

operate in the securities markets without supervi-

sion by the Securities and Exchange Commission.

They have no obligation to register with the SEC,

no obligation to report to the SEC. This was done

away with in the new legislation. Now a bank must

do 11 things in order to avoid having to register.

But no bank can do all 11 and stay in business.

Most of this legislation went into effect this

spring and now there are people at the Fed—and

outside it—who are absolutely scrambling to fig-

ure out what the legislation means. It is typical

Am erican legi s l a ti on ; n obody knows what it

means. It is another case where there was agree-

ment on language but not on substance. It is yet

another lawyer’s work relief act.

The one thing that is clear is that at a time

wh en the rest of the world is sep a ra ting the

S E S S I O N  2

What Would Minsky Think?
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obvious fra u d , ra t h er than an inqu i ry into the eco-

n omic vi a bi l i ty and the ex po su res to risk of b a n k-

ing or ga n i z a ti on s .” In fairn e s s , t h ey ’ve been tryi n g

to rem edy that. But he felt that a major factor in the

Fed ’s abi l i ty to move , and in its inform a ti on , w a s

the opera ti on of the discount wi n dow, wh i ch per-

m i t ted reg u l a tors a running acqu a i n t a n ce with the

qu a l i ty of the paper the banks had to of fer for 

re - d i s co u n t . Pri or to the Depre s s i on , up to 40 percen t

of the re s erves of the banking sys tem were bor-

rowed at the discount wi n dow. So the Fed was re a lly

in the underd rawers of the banks all the ti m e , a n d

k n ew what was going on in a way that mere annu a l

ex a m i n a ti on does not. Th i s , of co u rs e , d i s a ppe a red

with the excess re s erves of the 1930s, and then the

hu ge acc u mu l a ti on of Tre a su ry paper at the banks

in the war, wh i ch perm i t ted them to run on thei r

own oil in the 1950s, and wh i ch made Bi ll Ma rti n’s

j ob a more intere s ting on e .

Today the discount window is dead. It is a vic-

tim of the information revolution, of the perfec-

tion of the repo market and the Fed funds market,

and of the fear that banks feel that if it is known

that they are borrowing from the central bank, it

will mean to observers that they cannot borrow

anywhere else, and they are going to have a very

tough time living.

Minsky’s insight after Keynes is that interest

rate manipulation works by changing asset prices.

This is an insight that has come and gone with the

passage of time. Marx had it in the 1860s when he

quoted economists as saying of the panic of 1842:

“We see here how rapidly and strikingly the raising

of the rate of interest exerted its effect, together

with the subsequent money pack in correcting an

unfavorable rate of change and turning the tide of

gold so that it flowed once more into England.”

Marx’s comment on what the economists wrote

was: “This effect was produced quite independ-

ently of the balance of payment. A higher rate of

interest produced a lower price of securities of

English as well as foreign ones, and caused large

functions of banking supervision and monetary

policy, the United States has gone the other way.

The Fed has merged them together in legislation

probably for as long as any of us will live. Minsky,

incidentally, would have been pleased. To the usual

arguments that the central bank cannot conduct

monetary policy properly unless it knows in detail

what has been going on in the banks, Minsky

added a significant addition: that monetary policy

cannot be safely made unless the policymaker

understands in detail the effect of that policy on

the stability of the banking system.I think the cen-

tral banks are the home of moral hazard. I think

that we have had great losses historically, first on

the price inflation front,now on the asset inflation

front, because of what was talked about in the pre-

vious session , the cert a i n ty that there is a

Greenspan, or whatever, or that the market is too

big to fail.

The thesis that underlies my latest book is

that the banking sys tem has decl i n ed as an eco-

n omic force . Tod ay on ly 20 percent of f i n a n c i a l

i n term ed i a ti on is done thro u gh banks, down from

a bo ut 60 percent after World War II. It does not

m a t ter mu ch any more what the banks do. It used

to be that the prime ra te mattered . Banks set inter-

est ra te s , and because of the opera ti on of the par-

tial re s erve requ i rem en t , the cen tral bank co u l d

tell the banks what interest ra te to set . In theory,

ch a n ges in interest ra te s , and a little later in the

ava i l a bi l i ty of l oa n s , a f fected the beh avi or of bu s i-

n e s s , and the worl d ’s ju d gm ent of what was hap-

pening to business affected the equ i ty and the

com m od i ties market s .

The cen tral bank was a cre a tor or, at the very

l e a s t , a major fac i l i t a tor of i n f l ecti on poi n t s . Th ei r

a bi l i ty to do that well , Mi n s ky fel t , was to a degree a

f u n cti on of the inform a ti on they ga i n ed , not by

bank ex a m i n a ti on s , for wh i ch he had limited

re s pect . Mi n s ky said that “bank ex a m i n a ti on is

l a r gely perf u n ctory, the domain of acco u n t a n t s

who look for proper procedu re s , doc u m en t s , a n d
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It was noted earlier that people are borrowing

a gainst their do t - com stocks to su pport thei r

lifestyles. Dot-com stocks are restricted and cannot

be sold. Owners can,however, do total return equity

derivatives, which allow them to get the benefit of

having sold without selling, without violating the

letter if not the spirit of the law. The question of who

is doing equity derivatives with the dot-com stock-

holders is one the Fed should know a lot about. It

should know whether the banks are doing it and

whether the guys in the banks who are making

startup investments and providing venture capital

are also the ones engaged in equity derivatives.

We live in an extraordinary time. The fact that

things looked great in Japan in 1990, yet were not,

ought not to convince us that they are not truly great

in America today. They really are. The demand for

investment capital is enormous. One could even

argue that what is driving the current account deficit

is the capital account surplus, the world’s desire to

invest here rather than the propensity to consume

imports here.

As of n ow, the Fed has a very small tool kit wi t h

wh i ch to con trol an area that wi ll not con trol itsel f .

What new tools it should have , what new tools it

should ask for, wh i ch among its ex i s ting tools it

should use are some things worth ex a m i n i n g.

RONNIE J. PHILLIPS

Dealing with Financial Crises: 

Lessons from Minsky

The Asian, Mexican, and Russian crises have gener-

ated enormous literature, but it is doubtful that such

research will prevent the next crisis. Minsky’s main

point is that capitalism tends tow a rd financial

fragility. So the policy problem is to create an insti-

tutional structure that will reduce the economic

cost, the debt inflation boom and bust. Creating

p u rchases of t h em for forei gn acco u n t s .” In other

word s , as far as Ma rx was con cern ed , the mainte-

n a n ce of the gold standard by the Bank of E n gl a n d

was a matter of m a n i p u l a ting asset pri ces thro u gh

ch a n ges in the bank ra te . An ef fect that was also

ach i eved , a l t h o u gh Ma rx did not know it, was that

withholding credit from the note bro kers com pell ed

t h em to sell paper to fund their activi ti e s .

Now, h ow mu ch atten ti on cen tral banks should

p ay to asset market s ,e s pec i a lly the most liquid mar-

kets for paper, and the least liquid for real estate ,

wh i ch is wh ere crises ori gi n a te , has been a matter of

d i s p ute for as long as the words “cen tral bank” h ave

been in com m on curren c y. For Mi n s ky the tra n s-

m i s s i on from bu bble to bi gger bu bble is thro u gh

the ava i l a bi l i ty of ad d i ti onal high er- pri ced co ll a t-

eral to fuel more borrowi n g. Th ere is also a larger

ob s erva ti on in Mi n s ky that all classical econ om i c

a n a lysis rests on the propo s i ti on that dem a n d

c u rves are nega tively sloped . In other word s , t h e

h i gh er the pri ce , the less the dem a n d ; the lower the

pri ce , the more the dem a n d . This is not nece s s a ri ly

true in the market for paper, wh ere one can get a

po s i tively sloped demand curve . It is now fashion-

a ble to call this “m om en tum inve s ti n g.” Mom en tu m

i nve s ting rests on a bastard vers i on of ra ti on a l

ex pect a ti ons and ef f i c i ent market s . If a ll inform a-

ti on is in the pri ce , and the pri ce is high er than yo u

think it ought to be , that must mean that peop l e

who know bet ter than you are buyi n g : people buy

because the pri ce is going to go up.

The probl em for the Fed is the weakness of

i n terest ra te manipulati on as a way to ch a n ge som e-

thing as basic as how markets discount the futu re in

a world wh ere the demand curve can be po s i tively

s l oped . Worrying abo ut financial fra gi l i ty is qu i te

ri gh t , and it is sti ll the cen tral el em ent of the Mi n-

s ky legac y. The Fed should cert a i n ly be devo ti n g

m ore of its re s e a rch bu d get to disti n g u i s h i n g

bet ween stabilizing instru m en t s . In fact , the Fed

should be put ting more mon ey into trying to keep

on top of the instru m ents that are being de s i gn ed .



39

1 0 t h  A n n u a l  H y m a n  P . M i n s k y  C o n f e r e n c e  o n  F i n a n c i a l  S t r u c t u r e

some sort of market discipline will not put an end to

these financial crises.

In looking at the Asian crisis it is important to

ask whether this was a contagious crisis—one in

wh i ch som ething that happens in one co u n try

impacts others—or whether it was a situation of

debt deflation as described by Minsky and others,in

which there are real economic costs. A recent study

by the International Monetary Fund defined conta-

gion as a statistically significant increase in correla-

tion between the exchange rates, stock markets,

interest rates, and sovereign spreads of countries.

Using this definition,the IMF asked if Asia displayed

this increase in correlation.

In some instances one could argue there was

con t a gi on , but the facts are not re a lly cl e a r- c ut . How-

ever, making a case for con t a gi on provi des a ra ti on a l e

for wanting to have a len der of last re s ort and invo lv-

ing ei t h er a cen tral bank or the IMF. The IMF

a pproach is to examine the past and use it as a guide

to make ch a n ges that prevent it from happen i n g

a ga i n . But Mi n s ky ’s point was that looking at the past

wi ll not nece s s a ri ly solve futu re probl em s .

The IMF, in its search for the causes of the As i a n

c ri s i s , l oo ked at its usual indicators for vu l n era bi l-

i ty—and found that in many cases, these did not

a pp ly. None of these co u n tries had , for ex a m p l e ,f i s c a l

deficit gre a ter than 2 percent of gross dom e s tic prod-

u ct , and yet there was sti ll a cri s i s . This does not give

one mu ch con f i den ce in the IMF’s re s e a rch , or its

a bi l i ty to devel op policies to prevent the next cri s i s .

What are the lessons that Mi n s ky would draw in

terms of policies for a financial crisis? One of the basic

points abo ut a debt def l a ti on is that it wi ll have sig-

nificant econ omic co s t . A con t a gi on or liqu i d i ty cri s i s

can be handl ed by the cen tral bank. But debt def l a-

ti ons are differen t . In a debt def l a ti on there must firs t

be some sort of a s s et ref l a ti on . An d , as Mi n s ky noted ,

a s s et ref l a ti on does not mean just the use of m on et a ry

po l i c y. Fiscal policy is also import a n t .

In Southeast Asia, domestic financial institu-

tions, fueled by external funding , suffered financial

asset inflation as returns on investment became his-

tori c a lly high . Wh en funding slowed and older

lenders were replaced by newer ones, the bubble

burst. The short-term nature of the foreign borrow-

ing made it appear a crisis of liquidity, but the short-

term natu re of the ex ternal financing was

maintained for a very long period. Thus, it can be

concluded that the situation was more one of funda-

m ental underlying insolvency—a debt def l a ti on ,

whose recognition was triggered by liquidity prob-

lems associated with exchange rate devaluation.

Another policy issue often discussed by Minsky

was transparency. Twenty-five years ago he laid out

very specifically a way to change bank examination

forms in order to give the Federal Reserve informa-

tion to help it deal with financial fragility. He also

discussed the role of the Reconstruction Finance

Corporation, which in the United States in the 1930s

took ownership of capital in the banking system, at

one time, one third of the total amount. During the

savings and loan crisis in the United States the Res-

olution Trust Corporation sold the assets of failed

corporations in a controlled way that prevented

exacerbation of the problem of asset deflation. Both

corporations acted in the spirit of Minsky. The IMF

and others, however, recommend more market dis-

cipline, reform, prudential regulation, and so on.

Minsky’s point was that market discipline is not

going to work: instead, institutions must be created

that are able to deal with that financial fragility.

In con clu s i on , a liqu i d i ty form of financial cri s i s

that invo lves con t a gi on can of ten be solved thro u gh

a len der of last re s ort po l i c y. For lon ger- term prob-

l ems assoc i a ted with debt def l a ti on s ,m ore stru ctu ra l

ch a n ges must be incorpora ted into mac roecon om i c

policies de s i gn ed to ref l a te financial asset s . O n e

i m portant note is that as failed financial insti tuti on s

a re re s o lved , s ome su b s ti tute for the ex i s ting insti tu-

ti ons must be made ava i l a bl e . It is not en o u gh merely

to close insolvent insti tuti on s : t h eir assets and liabi l-

i ties must som eh ow be retu rn ed to the marketp l ace .

This can be accom p l i s h ed thro u gh capitalizing the
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i n s ti tuti ons or cre a ting new on e s . Rec a p i t a l i z a ti on

can come from govern m ent or ex ternal source s ,a n d

it may or may not invo lve govern m ent assu m pti on of

the insti tuti on s . It is of p a ramount import a n ce that

a ny rec a p i t a l i z a ti on be accom p a n i ed by appropri a te

corpora te govern a n ce re s tru ctu ring and reg u l a ti on .

L. RANDALL WRAY

Implications of Domestic Financial 

Market Liberalization

When I was a student of Minsky’s in the early 1980s,

he introduced us to Kalecki’s equation, which he and

we later found out was very similar to Jerome Levy’s

profits equation. In the Kalecki version, aggregate

profits are equal to the sum of the private sector’s

investment, plus the government deficit, plus the

trade surplus (or minus the trade deficit), plus con-

sumption out of profits or, in short, capitalist con-

sumption, and less saving out of wages, or, again, in

short, worker savings. In his exposition, Minsky

jumped to what is called the classical case, in which

capitalists do not consume and workers do not save.

Thus, aggregate profits would be equal to invest-

ment plus the government deficit minus the trade

deficit. The early 1980s were interesting because the

United States was struggling to break free from the

Reagan recession with almost no private investment

and a growing trade deficit. The only source of profit

was the burgeoning federal budget deficit.

Minsky noted that the deep recession of the

early 1970s was the first in which personal income

n ever fell because the govern m en t’s tra n s fers ,

although resulting in deficits, rose sufficiently to

maintain private income. The Reagan recession was

similar because the Reagan deficits maintained per-

sonal income, which then continued to grow in spite

of the recession. Essentially, the government pro-

vided a floor to aggregate demand by maintaining

personal income. Minsky argued that this was one of

two key stabilizing features of the postwar big gov-

ernment economy. The other was central bank inter-

vention as lender of last resort.

As the Re a gan deficit con ti nu ed to cl i m b

through the 1980s, the economy recovered and,

indeed, profits boomed, even though investment

remained sluggish for a very long time. This pro-

vided a new wrinkle on the Keynesian model, in

which investment is supposed to be the driving force

of the cycle. In fact, neither the Reagan expansion

nor the Clinton expansion can be attributed to

investment.

Minsky had emphasized the role of government

transfers in fueling consumption, but what if con-

sumers borrow simply to keep consumption up?

Kalecki’s equation subtracted worker saving from

aggregate profits, but what if worker saving is nega-

tive, if workers spend more than their income? In

such a case, even with a trade deficit and sluggish

investment,aggregate profits could be positive with-

out requiring government deficit spending. Theoret-

ically this is possible, but Minsky was skeptical that

it was sufficiently likely to warrant investigation.

Initially, research into this question was difficult

because it proved to be too hard to allocate personal

savings between profits and wages. But using Wynne

Godley’s approach,it is possible to address the issue.

Godley’s approach is to consolidate all levels of gov-

ernment into a public sector and, likewise, consoli-

date households and firms into a domestic-private

sector. He then adds the foreign sector to get the

whole picture. It can then be argued that if the pub-

lic sector is spending more than its income, that

must imply that at least one other sector is spending

less than its income.

The United States runs a trade deficit that has

generally been rising. When the U.S. government

sector is in deficit it tends to generate a private sec-

tor surplus, some of which is drained off through a

trade deficit. Using Godley’s approach, there is no

n eed to sep a ra te workers from capitalists; t h e



41

1 0 t h  A n n u a l  H y m a n  P . M i n s k y  C o n f e r e n c e  o n  F i n a n c i a l  S t r u c t u r e

rel evant bre a k down is bet ween households and

firms, and data is readily available.

What we face tod ay are unpreceden ted priva te

s ector def i c i t s . This raises two qu e s ti on s : How can the

U. S . econ omy boom in the pre s en ce of l a r ge and

growing govern m ent su rp lu s e s , and how can we

explain the app a rent wi ll i n gness of the priva te sector

to spend in excess of its income to the tune of 5 per-

cent of GDP and rising? For most analys t s , the curren t

s i tu a ti on is not difficult to ex p l a i n . The govern m en t

su rp lus is adding to the nati on’s savi n g, f u eling inve s t-

m ent in produ ctivi ty - enhancing tech n o l ogi e s . Wa ll

S treet is capitalizing futu re income stre a m s , gen era t-

ing unpreceden ted priva te sector we a l t h , a type of s av-

ing that is not captu red in the income and produ ct

account figure s . Ho u s eholds are devo ting a porti on of

capital gains to con su m pti on , but wealth is growi n g

f a s ter than con su m pti on . Ho u s ehold debt - to - i n com e

ra tios are high , but this is not the rel evant measu re ,

because wealth is growing faster than debt . In ad d i-

ti on , govern m ent saving is keeping interest ra tes low

so that the bu rden of s ervicing debt is not exce s s ive .

Thu s , m a ny analysts argue, t h ere are on ly two prob-

l ems with the Goldilocks econ omy: the nega tive

h o u s ehold savi n gs ra te and the growing trade def i c i t .

Most analysts are con f i dent that Ch a i rman Green s p a n

wi ll be able to keep the econ omy on track in spite of

these depre s s i on a ry influ en ce s .

How would Minsky explain the processes that

brought us to this point,and what would he think of

the pro s pects for the Goldilocks econ omy? He

would argue that consumers became ready, willing,

and able to borrow to a degree not seen since the

1920s. Credit cards became much more available,

lenders extended credit to sub-prime borrowers,bad

publicity about redlining provided incentive, and

the Com mu n i ty Rei nve s tm ent Act provi ded the

credit to expand the supply of loans to lower-income

households. Deregulation of financial institutions

enhanced competition. All these factors made it eas-

ier for consumers to borrow—something they were

all too willing to do.

As Minsky used to say, as memories of the Great

Depression fade, people become more willing to

commit future income streams to debt service. The

last general debt deflation is beyond the experience

of almost the whole population. It is not hard to

believe that since the United States has had only one

real recession in nearly a generation, downside risks

are small. Add to this the stock market’s irrational

exuberance and the wealth effect, and it is easy to

explain consumer willingness to borrow. Even over

the co u rse of the Cl i n ton ex p a n s i on , real wage

growth has been very low. And Americans are not

used to living through a whole generation without

an improvement in living standards. The first reac-

tion was to increase the number of earners per fam-

ily, but even that provided only a small increase in

real income for the average household.

It is not surprising that consumers borrowed as

soon as they became reasonably confident that the

expansion would last. The result has been consistent

growth of consumer credit. As Godley has pointed

out, in the private sector the economy is now run-

ning deficits equal to well over 5 percent of GDP.

Because the business sector is running only small

deficits, almost all of the deficit is a result of house-

hold spending in excess of income. Nothing like this

has happened before, at least in the postwar period.

Looking to the public sector, the consolidated

government balance is over 2 percent of GDP. The

federal budget surplus was 1.4 percent of GDP in

1999, a figure the Congressional Budget Office proj-

ects will double to 2.8 percent by 2010. By then gov-

ernment spending will equal only 16.9 percent of

GDP, while tax revenue will still be equal to almost

20 percent of GDP. The federal debt held by the pub-

lic will continue to decline, from 40 percent of GDP,

to a little over 6 percent. It is important to note that

the surplus is projected to increase as economic

growth actually slows down, which indicates again

that fiscal policy will be tightening, slowing the

economy from a 4 percent growth rate to an average

of 2.7 percent. The budget bias will be toward
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surpluses, even when the economy performs far

below its long-run average, which is about a 3.5 per-

cent growth rate.

What would Mi n s ky think of this bias tow a rd

su rp lus ra t h er than deficit? He would rej ect the

n o ti on of reti ring the outstanding debt stock as a

wort hy goa l . Rem oving the most liquid asset from

the econ omy as the govern m ent de s troys almost $3

tri ll i on do ll a rs worth of priva te sector wealth cannot

be a good thing. He would also argue that the bu d get

is far too bi a s ed tow a rd a su rp lu s . Should a rece s s i on

occ u r, the bu d get prob a bly could not be moved

tow a rd a su b s t a n tial deficit until the co u n try is deep

in a rece s s i on , and at that point it wi ll be too late to

perform a stabilizing functi on .

Mi n s ky would be skeptical of a ny claim that the

Fed can prevent a down tu rn . For him, the pri m a ry

role of the Fed in down times is to prevent an asset

pri ce def l a ti on thro u gh interven ti on as len der of l a s t

re s ort . Nowh ere in Mi n s ky ’s wri ti n gs is there any

su gge s ti on that lower interest ra tes alone do any

good wh en spending tu rns down . Al t h o u gh he

em ph a s i zed that rising interest ra tes can be a bad

t h i n g, because they can cause pre s ent va lue revers a l s ,

he never accepted the noti on of a simple downw a rd -

s l oping credit demand sch edu l e .

Minsky would point to danger signs in today’s

economy, two of which are rising interest rates and

increasing private sector debt ratios that are well

above any previous record level. Higher interest rates

will eventually increase debt burdens sufficiently

that households will begin to default. It is somewhat

ironic that the law is just now being reformed in a

way that will make bankruptcy more difficult. While

this will make it easier to collect on the debt, it also

means that indebted consumers will have to cut back

spending elsewhere, which would make it more dif-

ficult to climb out of a recession. The stock market

has probably already started on its way down, yet

that does not seem to be controversial. If it is true

that the wealth effect has been driving consumption,

then a stock market crash will kill the expansion.

Si n ce the middle of 1 9 9 7 , profits have con s i s-

ten t ly lagged behind GDP growth and capital

s pending by firm s . Th ere is a financing ga p, the dif-

feren ce bet ween capital spending and ava i l a bl e

i n ternal funds, wh i ch re ach ed 19 percent in the

t h i rd qu a rter of last year [1999], the highest since

the mid-1980s. Business net interest ex pense is

a l re ady ri s i n g, and wi ll increase sharp ly as the Fed

i n c reases interest ra te s . A cutb ack in con su m er

s pen d i n g, com bi n ed with rising interest ra te s , wi ll

wi den the financing gap even furt h er, wh i ch wi ll

prob a bly lead firms to start reducing their own

s pen d i n g.

The expansion may not stall out in the coming

months, but continued expansion in the face of a

trade deficit and a budget surplus requires that the

private sector deficit and debt load continue to rise.

Minsky cautioned that government deficits cannot

continue to rise relative to GDP without limit. He

would probably argue far more forcefully against the

belief that private sector deficits can rise without

limit. While many economists would agree with

Minsky’s statements about government deficits, sur-

pri s i n gly, t h ey do not recogn i ze the danger of

deficits in the private sector. There is no economic

theory that suggests that private sector debts are

safer than those in the government sector.
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ERNEST PATRIKIS

The Financial Safety Net in the Post–Gramm

Act Era

Pa trikis was disappoi n ted that Gra m m - Le ach - Bl i l ey

did not go far en o u gh tow a rd dereg u l a ti on and that,

being devo ted to del ega ting reg u l a tory aut h ori ty

a m ong agen c i e s , it could re sult in more reg u l a ti on

ra t h er than less. The del ega ti on of a ut h ori ty heavi ly

f avors the Fed . The legi s l a ti on passed at this ti m e

because the Fed re a l i zed that the best time to get

what it wanted out of a dereg u l a ti on bi ll was after a

l ong peri od of econ omic growt h , before a down-

tu rn , and wh en the Fed is high ly re s pected in the

financial com mu n i ty and on Ca p i tol Hi ll .

Gra m m - Le ach - Bl i l ey may be liberalizing legi s-

l a ti on for banking or ga n i z a ti on s , but the bi ll was

prob a bly en acted 10 ye a rs too late . Al t h o u gh the

econ omy is heading tow a rd a down tu rn , reg u l a tors

a re giving banking or ga n i z a ti ons more power to

i nve s t . All that is requ i red is that banks be well -

m a n a ged , well - c a p i t a l i zed , and meet CRA cri teri a ,

s t a n d a rds that are not too difficult to meet du ring a

business cycle pe a k . If a bank needs bet ter manage-

m en t , it can be bo u gh t , but if its holding com p a ny

runs into financial probl em s , it wi ll prob a bly have

to divest itsel f of s ome key asset s . The legi s l a ti on

t h erefore holds a danger for many companies of

c re a ting high en try costs that wi ll limit the nu m ber

of m a j or financial or ga n i z a ti on s .

Al t h o u gh the Fed is the best bank su pervi s or in

the worl d , it is not the best reg u l a tor. While su per-

vi s i on is qu a l i t a tive and ju d gm en t a l , reg u l a ti on

requ i res laying down rules that of ten are arbi tra ry

and inflex i bl e . Reg u l a ti on forces an ex a m i n er to

S E S S I O N  3

The Financial Architecture in the Post–Gramm-Leach-Bliley Era
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wh en they need it. Th ey wi ll need access to the

Fed—and if t h ey accept the Fed ’s credit they wi ll

also have to accept its su pervi s i on . The Fed could do

a good job su pervising inve s tm ent banks, e s pec i a lly

i f t h ey leave reg u l a ti on to another agen c y.

Broker-dealers already have a safety net in the

Capital Planning and Investment Control, and state

guarantee funds are meant to provide a safety net for

insurance. These safeguards work well for small

everyday needs, but it may not be able to handle a

large crisis as effectively as can the Fed. The Fed can

provide liquidity and is talented at bank supervision,

but it does not have the expertise at this time to

supervise investment banking and insurance. There

is concern about how to regulate a conglomerate in

the insurance, banking, and investment banking

industries when its functions are covered by three

different agencies:the Fed,the SEC,and the relevant

insurance commissions. The Fed will have to adapt

and to develop expertise in these areas.

The safety net is open to abuse by banks, wh i ch

could divi de their assets into “good ” and “b ad ”

banks and spin of f the bad . Similar tactics could be

a t tem pted in the insu ra n ce indu s try. This po s s i bi l-

i ty forces reg u l a tors to assess the en ti re indu s try for

funds to bail out the bad firm while pro tecting the

s h a reh o l ders of the firm that spun it of f . Un der the

Federal Deposit In su ra n ce Act , a holding com p a ny

has a re s pon s i bi l i ty to be a source of s trength for its

b a n k , but not for its insu ra n ce com p a ny. Federa l

l egi s l a ti on is needed to add this requ i rem en t : a

holding com p a ny should not be able to take out

d ivi den d s , reap tax ben ef i t s , and then walk aw ay if

t h ere is tro u bl e .

m a ke ju d gm ents wh en revi ewing a bank’s portfo l i o

and its activi ties and risk con trol measu re s , a n d

t h erefore of ten puts sand in the ge a rs of an other-

wise well - working market .

This legi s l a ti on also may spawn some major

acqu i s i ti on s . U. S . bank holding companies wi ll be

a ll owed to buy and hold shares of n onbanking insti-

tuti on s . The forei gn banking com mu n i ty and the

i nve s tm ent banking com mu n i ty, h owever, a re not

en a m ored of the way the legi s l a ti on was wri t ten

or is being implem en ted . Di s s a ti s f acti on is directed

at the provi s i ons on merchant banking and the

nu m ber of s h a res in nonfinancial or ga n i z a ti on s

that financial holding companies can own . Som e

forei gn banks may be con tem p l a ting deb a n k i n g

because they can alre ady parti c i p a te in nearly all the

same activi ties as a bank (other than being a part of

the paym ent sys tem and having an account with the

Fed—not terri bly important for a forei gn bank)

wi t h o ut having a bra n ch in the Un i ted State s .

The role of the govern m ent is to provi de a

s a fety net for banks in tro u bl e . But if this does not

work properly, it is not the reg u l a tors who wi ll be

hu rt , but the reg u l a ted . The discount wi n dow is

a n o t h er safety net , but provi s i ons now in legi s l a ti on

n a rrow the Fed ’s abi l i ty to be a lon g - term em er-

gency len der. Banks are not su ppo s ed to be too bi g

to fail and they are not in the long term wh en on ly

t h eir shareh o l ders are at ri s k ; h owever, a su d den

f a i lu re can reverbera te though the econ omy even if

banks are too big to fail overn i gh t . If the Fed sees a

very large financial or ga n i z a ti on in tro u bl e , it wi ll

l en d ; wh et h er it even tu a lly stops lending can be

dec i ded later.

In su ra n ce companies and inve s tm ent banks

should have access to the Fed for overn i ght liqu i d-

i ty. The form er usu a lly do not need overn i gh t

c red i t , t h ey su pp ly it. Usu a lly it is inve s tm ent banks

that need cred i t , and they acqu i re it from the major

banking or ga n i z a ti on s . But if banks and inve s tm en t

banks are com peti tors it may be more difficult for

the latter to get overn i ght credit from priva te banks
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percent that actually received such ratings. In other

words, twice as many banks should have failed.

By the mid 1990s, CRA had been revised to

include a new examination system that grouped

evaluation criteria according to whether an institu-

tion was large, small, or a bank with special charac-

teristics. The new, more quantitative system includes

four specific tests:the loan-to-deposit ratio, percent-

age of local loans, percentage of loans to people with

low and moderate incomes (LMI),and percentage of

loans in LMI areas. In a second study of the ratings

of 1,407 small banks, Thomas and his team of

researchers looked at each of these tests and the

b a n k s’ final ra ting to see wh et h er grades were

inflated. Three separate panels evaluated banks on

e ach cri teri on as “a bove avera ge ,” “avera ge ,” or

“below average.” Evaluation of each bank required

10 to 15 hours to complete, with the entire study

taking two years. The results, similar to those of

Th om a s’ 1992 stu dy, reve a l ed wi de s pre ad grade

inflation.

Ex a m i n ers are of ten caught bet ween bankers

who complain that they are overreg u l a ted and com-

mu n i ty groups who complain that there is not

en o u gh su pervi s i on of bank com p l i a n ce with CRA .

Both they and the banks, h owever, must improve job

perform a n ce . One rem edy for the probl em of grade

i n f l a ti on would be bet ter discl o su re of ex a m i n a ti on

procedu re s .

NANCY A. WENTZLER

Strategic Challenges for the Banking 

Industry in the Changing Environment

The con cept of a new econ omy has ga i n ed awe-

s ome power; it is used to ju s tify con su m pti on well

a bove incom e . Th ere may be re a s on to pause

because the last time that “n ew econ omy ” was so

wi dely invo ked was in the late 1920s. Si gn i f i c a n t

KENNETH H.THOMAS

CRA Grade Inflation

The Com mu n i ty Rei nve s tm ent Act (CRA) is legi s l a-

ti on en acted in 1977 that requ i res banks, u n der cer-

tain circ u m s t a n ce s , to make loans to businesses and

i n d ivi duals within their own com mu n i ty. C RA was

little affected by Gra m m - Le ach - Bl i l ey.

Un der CRA , reg u l a tors are ex pected to be impar-

tial referees bet ween the banking indu s try and the

com mu n i ty. In 1989, C RA bank ra ti n gs were made

p u blic for the first ti m e . Th ere are four CRA ra ti n gs :

“o ut s t a n d i n g,” “s a ti s f actory,” “n eeds to improve ,” a n d

“su b s t a n tial non com p l i a n ce .” Tod ay approx i m a tely

98 percent of banks receive one of the two top ra t-

i n gs . Banks therefore have a 98 percent ch a n ce of

passing CRA ex a m i n a ti on s , wh i ch tem pts som e

ob s ervers to su s pect that grades may be inflated .

Th omas did his own reeva lu a ti on of banks and fo u n d

that there was cl e a rly some grade inflati on .

C RA grade inflati on can be ex p l a i n ed by the

“f ri en dly reg u l a tor hypo t h e s i s ,” according to wh i ch

reg u l a tors , who must work cl o s ely with banks to

com p l ete their ex a m s , devel op a ra pport with bank

em p l oyee s , and find it more difficult to give the bank

a failing grade . Reg u l a tors may also see it in thei r

l on g - term career interest to be fri en dly; most of

tod ay ’s CRA con sultants and top of f i cers are form er

reg u l a tors . Fu rt h erm ore , for reg u l a tors to give a low

ra ti n g — one received by on ly 2 percent of b a n k s —

t h ey must amass significant doc u m en t a ti on to back

it up, as a bank in that po s i ti on would likely file an

a ppe a l .

In 1992,10 percent of banks received a rating of

“outstanding,” 79 percent “satisfactory,” 10 percent

“needs to improve,” and 1 percent “substantial non-

compliance.” When Thomas reevaluated these rat-

ings by making various assumptions to remove the

effects of grade inflation,he found that 23 percent of

banks should have been rated “needs to improve” or

“substantial noncompliance” as compared to the 11
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s tra tegic ch a ll en ges and ri s k s , to both the banking

i n du s try and its reg u l a tors ,a re immed i a te and re a l .

These ch a ll en ges stem pri m a ri ly from ex p l o s ive

ch a n ges in the broad array of tech n o l ogies that can

be app l i ed to the produ cti on and distri buti on of

financial produ ct s .

The sharp decline in the pri ces of n ew tech-

n o l ogies co u p l ed with the en h a n ced power and

s cope of t h eir opera ti on wi ll thre a ten insti tuti on s

l ocked in the old econ omy. The overa ll pen etra ti on

ra te for the In tern et is proj ected to grow from 24

percent in 1998 to over 50 percent by 2001, by

wh i ch time the pen etra ti on ra te among em p l oyee s

is ex pected to be well over 75 percen t . Cu rren t ly

on ly 10 percent of s m a ll businesses have an active

web s i te ; this is ex pected to increase to 60 percent by

2 0 0 1 .

In financial market s , the revo luti on in tel ecom-

mu n i c a ti ons and com p uter sys tems has alre ady dra-

m a ti c a lly improved con su m ers’ a bi l i ty to find the

best pri ce , and has corre s pon d i n gly en h a n ced com-

peti ti on ac ross a broad spectrum of m a rket s . Th i s

revo luti on has redu ced the cost of d i s tri buti on of

i n form a ti on and produ cts along with their assoc i-

a ted tra n s acti on costs and, most import a n t ly, h a s

f l a t ten ed profit margins in trad i ti onal market s . Per-

haps even more than Gra m m - Le ach - Bl i l ey, tech n o l-

ogy has eroded the disti n cti on bet ween differen t

s egm ents of the financial market . G iven the dra-

m a tic differen ce in the full cost of tra n s acti ons to

buyers versus sell ers , it is difficult to envi s i on a

world in wh i ch the el ectronic exch a n ge mech a n i s m

wi ll not become the dominant marketp l ace . How-

ever, the nece s s a ry inve s tm ent and risks requ i red by

this new marketp l ace are high . Dem ogra ph i c

ch a n ge s , su ch as the aging pop u l a ti on , wi ll also

prom pt revamping of the produ cts and servi ce s

provi ded by financial or ga n i z a ti on s , and legi s l a ti on

wi ll ch a n ge the financial marketp l ace . If banks are

to su rvive these ch a n ges they must levera ge thei r

com p a ra tive adva n t a ge s , con ti nu a lly redefine thei r

m a rket nich e , and discard those produ cts or s ervi ce s

that curren t ly appear to be su cce s s f u l , but are likely

to be outm oded in the futu re . Banks may win big or

lose bi g.

The ch a n ges under way in banking might have

an ef fect on bank prof i t a bi l i ty. One key fe a tu re of

the tech n o l ogical revo luti on is the en h a n ced oppor-

tu n i ty for pri ce discovery. Online servi ces match

buyers and sell ers at very low marginal cost for the

best trade at any given mom en t ; the re sult is a dra-

m a tic redu cti on in the full cost of a ny tra n s acti on

i n clu d i n g, most import a n t ly, the cost of s e a rch

ti m e . Cu s tom ers wi ll be able to obtain mu l tiple loa n

of fers within hours or minutes wi t h o ut so mu ch as

vi s i ting a bank’s web s i te . Banks wi ll face a probl em

of trying to sell mu l tiple produ cts to a custom er

who ra rely comes in or visits their home page . E l ec-

tronic servi ces wi ll thre a ten trad i ti onal pri c i n g

s ch emes and diminish inform a ti on ava i l a ble to

b a n k s . Hi gh er pri ces usu a lly have a gre a ter likel i-

h ood of s ti cking wh en custom ers are ign orant of

a l tern a tives or the cost of d i s covering altern a tives is

rel a tively high . In form a ti on abo ut con su m ers wi ll

be obt a i n ed by the com p a ny that matches borrow-

ers and banks ra t h er than by the banks them s elve s .

Banks could refuse to parti c i p a te in these el ectron i c

s ervi ce s , but would then run the risk of losing bu s i-

ness to those who do.

A pri ce squ ee ze in banking could lead to an

e a rn i n gs squ ee ze ; i n deed , this is alre ady app a ren t

in the banking indu s try. Net interest income in

banking has been flat at be s t , and banks have

begun to recogn i ze the import a n ce of n on i n tere s t

i n come su ch as trad i n g, fee - b a s ed activi ti e s , a n d

f i du c i a ry opera ti on s . For a peri od of ti m e , b a n k s

wi ll also need to maintain high - qu a l i ty del ivery in

both the trad i ti onal storef ront and on the In tern et .

Thu s , as revenues diminish for some banks, t h e

cost of s t aying close to the tech n o l ogical fron ti er

i n c reases for them all . Sm a ll banks have felt the

profit squ ee ze most heavi ly as their net intere s t

m a r gins have been falling ste ad i ly over the last sev-

eral ye a rs ; t h eir abi l i ty to recoup this leakage from
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n on i n terest income sources is limited , and the

retu rn on assets for small banks is now at its low-

est since the rece s s i on peri od of 1 9 9 1 . L a r ge banks

a re facing significant pre s su re from non b a n k

financial firms that of fer custom ers com p l ete , per-

s on a l i zed financial pack a ges that are updated

i n s t a n t a n eo u s ly and provi de access to accounts at

va rious banks and other financial insti tuti on s .

Ba n k s , t h en , m ay become warehouses that main-

tain acco u n t s , while other financial firms maintain

business wh ere significant fee income is likely to

ex i s t .

Recent and anti c i p a ted ch a n ges in tech n o l ogy

raise do u bts abo ut in-house own ership of hu m a n

capital and other asset s ; is it sti ll the most logi c a l

s tru ctu ral model or wi ll out s o u rcing become a

prof i t a ble opti on? Stra tegi c a lly, a large mu l ti prod-

u ct bank cannot afford custom ers who seek low

bids on every financial produ ct , so it may attem pt

f u rt h er integra ti on of produ cts to maintain its cus-

tom er base. A bank could provi de lifel ong full -

s ervi ce financial managem ent to indivi duals or

s m a ll bu s i n e s s e s . It could also provi de guara n tee s

or com p l ete insu ra n ce on certain attri butes of c u s-

tom ers’ portfo l i o s . Su ch stra tegies would requ i re

su b s t a n tial inve s tm ent and thus are likely to be the

domain of l a r ger banks. Sm a ll er banks could serve

a cri tical role as vi rtual fra n chises for larger sys tem

m a n a gers , with produ cts and servi ces feeding into

the net work provi ded by the larger insti tuti on s .

Sm a ll er banks could also su cceed by establ i s h i n g

local or niche products in which they can dominate.

An important outcome of these tech n o l ogi c a l

devel opm ents is a dra m a tic ch a n ge of l oc a ti on and

risk level in the sys tem . The ad ded zest at this ti m e

is that tech n o l ogies are not ch a n ging slowly and

del i bera tely with gradual diffusion and adopti on ,

but in large clumps with sign i f i c a n t , m e a n i n gf u l

jumps in the types of tech n o l ogies of fered . G iven

the speed and ease with wh i ch con su m ers can acce s s

d i f ferent fe a tu res as they are made ava i l a bl e , t h e s e

jumps take hold and lose favor in the marketp l ace

m ore ra p i dly than in the past. In normal ti m e s

ch a n ges might all ow for careful del i bera ti on and

s el ecti on , but these are nei t h er normal times nor

n ormal ri s k s .
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ROBERT Z.ALIBER

Financial Market Liberalization and the IMF

and World Bank

Some analysts have argued that premature financial

market liberalization that encouraged volatile short-

term capital flows was the source of the Asian crisis.

This argument mistakes the trigger of the crisis for

its source: weaknesses in the banking system that

accumulated over several years as a result of banks’

engagement in Ponzi finance. The currency situa-

tion that triggered the crisis put a halt to the process

by which banks continually rolled over their liabili-

ties, which led to large declines in net asset values.

A crucial sys temic flaw ex i s ted in the financial

s ys tems of Asian co u n tries hit with the cri s i s : ad m i n-

i s tra tive con trol over bank lending ra te . In ef fect , by

p ut ting in place a ceiling on bank lending ra te , t h e

govern m ents of these co u n tries were su b s i d i z i n g

i n feri or borrowers who could not have borrowed at

the high er, m a rket - cl e a ring ra te . By gra n ting these

l oa n s , the govern m ents en co u ra ged waste and inef f i-

c i encies in produ cti on . The ad m i n i s tra tive ceiling on

the lending ra te also crowded out the rel a tively su pe-

ri or borrowers who even tu a lly tu rn ed to intern a-

ti onal banks for cred i t . Thu s , the paradox i c a l

s i tu a ti on em er ged in wh i ch co u n tries with high sav-

ing ra tes borrowed from others with low ra tes (su ch

as the Un i ted State s ) . Ad m i n i s tra tive guidance on

l ending ra tes—a lack of financial libera l i z a ti on ,

ra t h er than too mu ch of it—was re s pon s i ble for the

u n de s i ra ble perform a n ce of the financial sys tem .

The unava i l a bi l i ty of su f f i c i ent credit to su peri or

borrowers en gen dered by the lack of financial liber-

a l i z a ti on led to depen den ce on forei gn capital
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i n f l ows . In a sys tem of f l oa ting exch a n ge ra te ,c a p i t a l

f l ows determine exch a n ge ra te movem en t s . A

dec rease in the ra te of i n f l ow leads to a deprec i a ti on

of the curren c y, and an increase leads to an apprec i-

a ti on . In the Asian econ om i e s , the increase in capital

i n f l ows led initi a lly to an apprec i a ti on of the cur-

ren c y. However, on ce the banking crisis bro ke out

and began to spre ad , the ra te of capital inflow bega n

to decline ra p i dly, t h ereby leading to sharp deprec i a-

ti on . The forei gn exch a n ge crisis thus acted as a tri g-

ger for the Asian cri s i s , wh i ch had its sources in the

s ys temic flaws in the financial sys tem .

PHILIP F. BARTHOLOMEW

International Financial Institution Reform

In tern a ti onal financial arch i tectu re and the reform of

i n tern a ti onal financial insti tuti ons are topical issu e s

in policy deb a te s . In Ma rch 2000, the In tern a ti on a l

Financial In s ti tuti ons Advi s ory Com m i s s i on — m ade

up pri m a ri ly of m on et a rist econ om i s t s — i s su ed its

report , wh i ch was su bj ected to a nu m ber of ob s erva-

ti ons and cri ticisms by the Dem oc ra tic Staff of t h e

Banking Com m i t tee of the U. S . Con gress in its own

report . The U. S . Tre a su ry Sec ret a ry had ,e a rl i er in the

ye a r, of fered recom m en d a ti ons similar to the on e s

m ade by the Advi s ory Com m i s s i on . The differen ce s

bet ween them ,h owever, lie in their ton e s , det a i l s ,a n d

po l i tical con s equ en ce s .

The Advi s ory Com m i s s i on’s tone is high ly cri ti-

cal and its det a i l ed proposals impracti c a l . Mo s t

i m port a n t , its em phasis on rad i c a lly trimming ex i s t-

ing insti tuti ons and on increasing futu re forei gn

a s s i s t a n ce assu m e s ,u n re a l i s ti c a lly, that a con s en sus is

going to devel op in the Con gre s s . However, both the

Com m i s s i on and the Tre a su ry Sec ret a ry agreed that

the In tern a ti onal Mon et a ry Fund has lost its ori gi n a l

m i s s i on of ad d ressing short - term financial cri s i s ;

i n s te ad , it has been incre a s i n gly focusing on lon g -

term devel opm en t . Both also agree that, in the latter

t a s k , the perform a n ce of the IMF is hardly com-

m en d a bl e .

However, one of the fundamental flaws of the

Commission’s report was that it did not provide any

rationale for its main assertion about the need for an

i n tern a ti onal cen tral bank. It is intere s ting to

observe that at the time the Bretton Woods negotia-

tions were taking place, both monetarists and Lord

Keynes agreed on the need for an international cen-

tral bank;the U.S. Treasury, however, took a position

f avoring an intern a ti onal coopera tive of cen tra l

banks.A related issue is the allocation of votes in the

international financial institutions. Under the cur-

rent system, voting weights are tied to contributions,

and therefore richer countries have a far greater say

in the functioning of these institutions than do

poorer, more populous countries. Critics of the IMF

often overlook the fact that it is not just the United

States that would have to be involved in any major

reform initi a tive s ; o t h er ri ch co u n tri e s , su ch as

Japan and Germany, will also have to approve them.

The report by the Democratic Staff of the Bank-

ing Committee of the U.S. Congress concurs with

most observers that the international financial insti-

tutions do need reform. In addition to being off the

mark at times in their policies, these institutions

seem to be highly inefficient bureaucracies whose

effectiveness is often questionable. The report also

argues that the IMF should return to its core mission

of short-term lending and that the World Bank

should concentrate on poverty reduction and long-

term development. However, it is important to rec-

ognize that some of the long-term lending programs

that the IMF promulgates are not funded by the

United States; therefore,the Congress does not have

any significant influence. As for the World Bank,

contrary to the Commission’s argument that U.S.

funding for developmental assistance should be in

the form of grants, the report suggests that such

funding be obtained as loans. The advantage of

loans is that, unlike grants, they do not have to go
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through the appropriation process and hence can be

quickly disbursed.

The Democratic Staff report also recognizes the

urgency of debt relief for highly indebted poor

countries, the need for well-functioning banking

sectors in emerging economies, and greater trans-

parency and better reporting of financial conditions

by international financial institutions and sovereign

governments. The process by which such reform can

be implemented is a gigantic lacuna within the

entire discussion of international financial institu-

tion reform, both political and in the reports of var-

ious agencies. As a result, it is left to the institutions

to reform themselves,based upon what they perceive

as the preferences of influential actors in the inter-

national financial arena.

DANIELA KLINGEBIEL

Globalization, E-Finance, and Changes in

Financial Services Markets: 

Implications for Developing Countries

G l ob a l i z a ti on , dereg u l a ti on , and adva n ces in infor-

m a ti on tech n o l ogy and the In tern et are ch a n gi n g

financial servi ces in a profound manner. Redu cti on s

in trade barri ers , declining tra n s port a ti on co s t s , a n d

adva n ces in com mu n i c a ti on tech n o l ogies are lead i n g

to increasing econ omic integra ti on . Dereg u l a ti on

ac ross markets and geogra phic areas is ch a n ging the

financial sector landscape and increasing com peti-

ti on . The produ cti on process for financial servi ces is

also ch a n gi n g, t h o u gh at different speeds in differen t

a re a s , as a re sult of adva n ces in inform a ti on tech n o l-

ogy. For ex a m p l e , a typical over- t h e - co u n ter or ph on e

bank tra n s acti on costs abo ut $1.50, while the same

tra n s acti on over the In tern et costs on ly 2 cen t s .

The provi s i on of financial servi ces in an In tern et

world can be ch a racteri zed along four dimen s i on s :

econ omies of s c a l e , com m od i ti z a ti on , u p - f ront co s t s ,

and net work ex tern a l i ti e s . The po ten tial for co s t

redu cti ons thro u gh increasing scale has decl i n ed in

recent ye a rs as a re sult of l ower costs of tech n o l ogy.

“Com m od i ti z a ti on” refers to the ex tent to wh i ch serv-

i ce s , su ch as lending and discount bro kera ge , can be

e a s i ly unbu n dl ed and standard i zed . While up-fron t

costs have fall en as a re sult of technical progre s s ,t h ere

a re significant barri ers in the form of f i rs t - m over

adva n t a ge and rep ut a ti on bu i l d i n g. Both make it dif-

ficult for a new servi ce provi der of a small er size to

en ter the market and com pete ef fectively. F i n a lly,

“n et work ex tern a l i ti e s” c a ptu res the fact that a ser-

vi ce’s usefulness increases with the nu m ber of u s ers .

The factors discussed above are tra n s forming the

s tru ctu re of the financial servi ces indu s try. The nu m-

ber of online com peti tors is likely to incre a s e ,t h o u gh

the incumbents may con s o l i d a te around a recogn i zed

brand name and try to capitalize on their sunk co s t s

and rep ut a ti on . Mi xed con gl om era tes with intere s t s

in tel ecom mu n i c a ti on s , com p uters , and financial

s ervi ces are also em er gi n g.

Ch a n ges in the natu re and stru ctu re of the finan-

cial servi ces indu s try have important implicati ons for

p u blic po l i c y. F i rs t , with re s pect to safety and sound-

n e s s , trad i ti onal noti ons of assessing risk ex po su re

and safety net opera ti ons wi ll have to be revi s ed . For

ex a m p l e , i f a mixed con gl om era te were to get into

s erious financial tro u bl e , what type of s a fety net oper-

a ti ons should be con du cted? Secon d , com peti ti on

policy wi ll face more ch a ll en ges in defining and tack-

ling new forms of m a rket power. Tech n o l ogi c a l

ch a n ges are blu rring disti n cti ons along produ ct lines,

making it difficult for reg u l a tors to implem ent com-

peti ti on po l i c y, as exem p l i f i ed recen t ly in the U. S .c a s e

a gainst Mi c ro s of t . Th i rd , con su m er pro tecti on issu e s

wi ll become more import a n t . In ten s ive ef forts aimed

at con su m er edu c a ti on and devel opm ent of s t a n d a rd s

in retail paym ent servi ce s , i n form a ti on shari n g, a n d

f ra gm en t a ti on need to be undert a ken .F i n a lly, h ei gh t-

en ed e-finance and other ch a n ges in the financial

s ervi ces indu s try wi ll increase the risks of h erding and

con t a gi on in financial market s , posing significant dif-

f i c u l ties for policies aimed at reducing financial

f ra gi l i ty.
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E m er gen ce of the eu ro as a major currency in the

gl obal capital markets has as its coro ll a ry incre a s ed

com peti ti on bet ween U. S . and Eu ropean banks. How-

ever, the ra te of retu rn on equ i ty for Eu ropean banks

is curren t ly lower than for their U. S . co u n terp a rt s .

One re a s on behind this is the rel a tively large depen d-

en ce of banks on lending to bu s i n e s s e s ; su ch len d i n g

su bj ects a large proporti on of bank assets to full cap-

ital requ i rem ent wei gh ti n g. An o t h er re a s on is that

Eu ropeans have been slow to ach i eve cost redu cti on s

t h ro u gh con s o l i d a ti on of t h eir retail banking opera-

ti ons and tra n s form a ti on of com m ercial banks into

i nve s tm ent banks.

The com peti tiveness of Eu ropean banks is also

h a m pered by the less devel oped state of a s s et sec u ri ti-

z a ti on . In the Un i ted State s , banks have been able to

redu ce their requ i red reg u l a tory capital by rem ovi n g

100 percent wei gh ted loans from the balance sheet by

s elling them thro u gh special purpose veh i cles to cap-

ital market inve s tors as co ll a tera l i zed loan obl i ga ti on s .

Devel opm ent of su ch a market for the eu ro zon e

would requ i re harm on i z a ti on of financial market reg-

u l a ti ons within the EMU. In deed , i f Eu ropean banks

cannot en ga ge in the same financial en gi n eering in

the eu ro within the EMU as they can in do llar mar-

ket s , the eu ro wi ll never improve its po s i ti on vi s - à - vi s

the do llar as an intern a ti onal curren c y.

While several analysts have drawn para ll el s

bet ween the mon et a ry unificati on of the Un i ted

S t a tes and the path fo ll owed by the EMU, t h ere are

su b s t a n tial differen ce s . F i rs t , in the Un i ted State s ,

con trol over the issue of c u rrency is ve s ted in the fed-

eral govern m en t ; by con tra s t , in the EMU, this con tro l

has been handed over to a mon et a ry aut h ori ty that

l acks any po l i tical legi ti m acy and is lega lly beyon d

po l i tical con tro l . Secon d , the EMU’s principle of

“su b s i d i a ri ty ” is in stark oppo s i ti on to that of t h e

Un i ted State s , wh ere a federal agency en forces com-

m on reg u l a ti ons on all inters t a te com m ercial and

financial tra n s acti on s . The su ccess of the eu ro and the

pro s pects of Eu ropean banks in the gl obal market wi ll

t hus depend on the ex tent to wh i ch financial market

con d i ti ons can be harm on i zed within the EMU.

E - f i n a n ce can be a hu ge opportu n i ty for em er g-

ing market s , in wh i ch it has the po ten tial to improve

the qu a l i ty, ex ten t , and scope of financial servi ce s . It

also of fers more co s t - ef fective del ivery. At the same

ti m e , e - f i n a n ce wi ll requ i re co u n tries to reassess thei r

a pproach to financial reg u l a ti on . A new approach ,

cognizant of the fact that these co u n tries gen era lly

h ave we a ker govern m ents and insti tuti onal fra m e-

work s , a less-skill ed work force , and con cen tra ted

own ership stru ctu re s , n eeds to be devel oped and

i m p l em en ted .

JAN A. KREGEL

Can Eu ropean Banks Su rvive a Un i f i ed Cu rren c y

in a Na ti o n a lly Segm en ted Capital Ma rket ?

The ex pect a ti on of m a ny analysts that the eu ro wi ll

become a major ch a ll en ge for the U. S . do llar as an

i n tern a ti onal currency is misplaced . The basic diffi-

c u l ty is nati onal divers i ty within the Eu ropean Eco-

n omic and Mon et a ry Un i on (EMU) in rega rd to

trad i ti on s , practi ce s , and reg u l a ti on of financial insti-

tuti on s . This both prevents the cre a ti on of a unified

capital market and places EMU financial insti tuti on s ,

e s pec i a lly banks, at a com peti tive disadva n t a ge vi s - à -

vis U. S . banks in gl obal capital market s .

Behind nati onal divers i ty in financial market

i n s ti tuti ons lies accept a n ce of the principle of “su b-

s i d i a ri ty ” within the EMU. According to this pri n c i-

p l e , i n s ofar as a mem ber nati on recogn i zes the

s t a n d a rds fo ll owed in other mem ber co u n tries as

va l i d , it is free to devel op and implem ent its own . Th e

preva l ent heterogen ei ty hinders Eu ropean capital

m a rket s’ devel opm ent of s tren g t h , ef f i c i en c y, a n d

dept h , as well as limits the ra n ge of ava i l a ble financial

i n s tru m en t s . In spite of e a rly evi den ce that the eu ro is

becoming an altern a tive to the do llar in gl obal capital

m a rket s , the mainten a n ce and en h a n cem ent of i t s

po s i ti on wi ll depend on gre a ter capital market unifi-

c a ti on within the EMU.
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