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Why Do We Expect External Equilibrium? &
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e Recent Historical Experience is Imbalances
e Mix of Institutions and Equilibrium Theory

— Institution: Gold Standard
o [t really wasn’t: Cf: Arthur Bloomfield

— Theory: Price Specie Flow
* It really didn’t work by prices only: Cf: David Hume

* Output also adjusts: Keynes asymmetric adjustment




Why Should Imbalances to be Contained? [
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¢ New Institution to Replace Gold Standard
— Bretton Woods System
— Pegto $orGold
— Government (or IBRD)to control capital flows
e New Theory
— Absorption/Expenditure Switching

¢ Deficit balances Limited




The Bretton Woods Paradox

e Triffin: One country has no limit e

— Reserve Currency Currency provides Global Liquidity
e Must Run Deficits to Provide Global Liquidity
¢ To Allow Other Central Banks Intervention currency

— To Serve as Global Store of Value

e Balance of nth country is determined by policies of n-1
countries in global system

e The Paradox: When Foreign $ Claims Exceed Fort Knox




No-Limit on Balances Post-Smithsonian
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¢ The Triffin Paradox could not be Resolved i Colege 4
¢ New Institution: Flexible Exchange Rates
— Stabilising Speculation
¢ New Theory: Efficiency Global Allocation of Capital
— Return of Global Capital Flows
¢ Limits on Deficit balances is now foreign capital inflow
— Without Limit: as long as foreign investors have confidence
— They replace central banker’s confidence under BW




New Theory? Cumulative Causation?
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e Soros: Reflexivity
— Reagan deficits; Strong $ Reflexivity
e Also called Cumulative Causation: Advanced by:
e Pioneers of Development:
— Myrdal, Prebisch, Nurkse
e Macro-Finance economists:
— Kaldor, Keynes, Minsky




Role of Late Industrialising Developing Countries
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e Developing Countries
— Late Catch up — Export led Industrialisation
¢ Developing Countries Demand Liquidity
— To serve as insurance for financial crisis
— To avoid IMF conditionality
e Both Require External Surplus

e Both Support Imbalances




Alternative to New Paradox
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e Alternatives:
— Back to BW: Management of Capital Flows

— Export-led Surplus Developing countries must eventually graduate to
become Deficit domestic demand-led developed countries

— Global Imbalances would be lower if Japan and Germany stopped acting
like late industrialisers

e Conclusions
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