Dynamic and Incapsulating Processes
in the Generation of the World Demand*

1. Introduction

Forces acting on the generation of world income from the demand
side can be studied with reference to the determination of agents’ stock
and flow positions and to expenditure reactions to these positions.
Agents’ reactions interact continuously and result in the actual flow of
funds.

The flow of funds in the international economy is central to the
present article. By focusing on the flow patterns, I propose to identify
some of the macroeconomic forces underlying the satisfaction of
accounting identities and infer from them the sequence of adjustments
which can explain both the cyclical behaviour and the slackening of the
growth rate of wortld demand and production from the seventies on.*

In this paper, I argue that, since the seventies, the international
economy has oscillated between two kinds of flow structures, one
reflected in the upswing and the other in the downswing. In both cases,
the international economy suffered, although in different ways, from the
disappearance of some of the “safety valves” that had made it possible
during the fifties and sixties for ex ante incongruities to be resolved
without impeding the generation and transmission of output and
income growth.

I shall be dealing with stylized facts, and hence bring out
similarities in flow structures and in the corresponding adjustment

{*) The present work, together with the connected papers Biasco (1985, 1987}, forms part of
a research project financed by CNR and belonging to the overall Progette Finalizzato “Economia”.
I wish to thank G. Giovannetti, P.C. Padoan and V. Termini for helpful comments on an earlier
draft of this paper.

' Those ex post identities in the pattern of flows are a synthesis (no marter how stable) of
various factors, especially real and financial interactions, and intended or unintended adjustments,
which resalt from changes in prices and/or in quantities, and the dommance of stock over flow
reactions Or vice versa,
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problems recurring in the cycle. But similarities do not imply that either
the processes or the initial conditions have been reproduced in complete
successive cycles in a sufficiently identical form to justify the use of a
single model of standardized reactions, constraints and the formation of
expectations. The generation of income in a disequilibrium process has
no deterministic outcomes; in that process we can only identify what kind
of ex ante inconsistencies in operators’ plans and actions play a major
role, in which section of the economy the resolutions of incompatibilities
are absorbed, and what range of possible reactions they elicit. From the
first impact generated by the resolution of incongruities, it is analytically
illegitimate — as Lindahl (1939) warns us — to infer a complete
long-term dynamics,? and especially a dynamics determined by constant
parameters and patterns of behaviour.

This analytical approach leads to a “stage by stage” procedure of
analysing separately in various phases the specific source of disequilib-
rium and the ensuing processes.

The paper avoids the use of formal analysis®, but the procedure
does not prevent a presentation of a compact and homogeneous picture;
within it, we can describe a sort of financial business cycle, and follow

- different evolving features of the international system, paying attention
to a limited range of data.*

“The interest in the system (of flow of funds) is not in the
qualitative description of disequilibria and their financing; it is rather in
the presentation of the dynamic interrelationship between the changes
in various items”’ (Duesenberry, 1962, p. 85).°

* In a disequilibrium process, we do not know how unfulfilled expectations due to
unintended results change operators’ plans and reactions and what kind of further incompatibili-
ties these engender in the picture, “Only if anticipations turn out to be correct and if the
valnation-attitude is unaltered, will the original plan retain its relevance for the succeeding
periods” (p. 44). “Strictly speaking, it is only in the initial period that these theoretical madels [of
income. generation] are of particalar interest, for it is difficult to imagine that & model remains
unchanged for any period of time... We should come as close as possible to real conditions and
gradually modify, as necessary, the assumptions and hence the models” (LINDHAL, 1953, p. 27; my
translation from the Tralian). This position is commen to the Stockholm School; see MYRDAL
{1939) and LuNDBERG {1936). On the sequential method of analysis of the Swedish School, see
Hicks (1979), TEraunI (1981), Hansson (1982), and Cirio (1984).

* In the perspective adopted in this article a mathematical treatment would entail serious
complexities and problems which would make the essay unreadable, A number of simplifications
make the picture more workable but would distort the substance of the paper. In either case,
insights would not be improved.

* The interpretation of the events can be effected without specific reference te reliable
statistical values underpinning the aggregates selected. But here I am concerned with the direction
in which the aggregates have changed over time, and, on some occasions, with whether their
absolute values are positive or negative, This kind of information is fairly reliable.

* See also BosworTH and DUESENBERRY (1973).
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Here, T will focus on the different causal sequences which perme-
ate these “dynamic interrelationships” in the different phases, without
necessarily following the complete course of the individual links. These
links are characterized by the way in which autonomous and induced
changes interact: they can therefore proceed in different causal sequen-
ces, set out, for convenience of refererice, in Framework Table A.
1) Autonomous changes in the real variables can induce changes in the
tinancial variables and be accommodated by the latter. 2) The process
may go in the same direction, and may possibly not find accommodation
in the financial variables, thus causing the real sector to diverge from ex
ante values in a process of mutual feedback between financial and
income-generating systems. 3) Causation may go the other way round,
when the initial autonomous impulsé comes from the financial sector
and finds accommodating changes in the real sector. 4} It may happen,
however, that there is no accommodating response in the real sector, in
which case there will be a lengthening of the chain, which will be
prolonged by processes either of type 1 or of type 2. 5) Changes in real
variables can have tinancial determinants when decisions are influenced
by balance-sheet considerations or by other relevant financial variables.

FRAMEWORK TABLE A
CAUSAL SEQUENCES OF AUTONOMOUS-INDUCED CHANGES

1) real — financial with (financial) accommodation

2)  real —— financia without {financial) accommodation

3) financial — real wz'{h {teal) accommodation { transfer problem
4) financial —» real without (real) accommodation { transfer problem

portfolio adjustment
5) real decisions influenced by financial considerations

In international economics, sequences of type 3 and 4 have been
analysed as transfer problems. They must be kept separate from case 5
conditions, where the real sector remains the autonomous initiator of
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the processes, even if the strength of the impulses it generates is
influenced by endogenous financial features.*

The sequences which are predominant in any specific period define
the features of the dynamic process of that period. From within that
process, the predominance of some other sequence may eventually
emerge, thus changing the structure of ex ante and ex post flows and the
nature of their adjustment.

Since the way financial circuits intersect with real circuits from an
ex ante point of view has direct effects on demand, the emphasis in the
approach is necessarily on the demand side. In general, any tension in
the factors binding the world system together will make itselt felt
primarily on demand, which exerts a uniform impact on all the
countries in it.

Although leaving supply factors in the background, this approach
is sufficient by itself to account for the unfavourable bias in the growth
of income and for the cyclical path followed by that growth. It would
not in any case be possible to produce an equally self-sufficient
explanation by proceeding in the reverse order. When the long-term
factors acting (independently of demand) within individual economies
on the propensity to produce and to expand productive capacity are
seen as the autonomous driving force behind the events of recent years
(and the aggregate demand is left in the background simply as a
consequence of these factors), there is no obvious explanation of the
frequent radical changes of scenc we have been observing in the
international processes. In this perspective, all we can do is to work out
a list of influences on supply, which, however, do not by themselves
make it possible to indicate some connecting mechanism in the world
economy. Hence we end up by considering the international system as
the sum of total individual economies. But the extraordinary coinciden-
ces in ups and downs of production in different countries can certainly
not be attributed to uniformities in the strength and mode of operations
of autonomous supply factors.

The perspective adopted here, on the contrary, is to treat the
system as a whole, which can not merely be broken down into its

& Tt is worth noticing, in passing, that the financial business ¢ycle (of a closed economy) has
been studied mainly in the framework of sequence 5, although a process of type 2 appears in
Minsky (1957).
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component parts, and focus on the network of interconnections running
through it. That network may assume coordinated features which free
forces sustaining an uninterrupted expansion in the generation of
income and demand, but it may also assume anarchistic features which,
in a market with numerous (and independent) decision-makers, keep
those forces in check. In the latter case, I will talk of “bridling
phenomena” being at work.”

An international system can run into these phenomena because of
previously existing factors (originating in some real-financial interac-
tion), which give tise to perverse responses. These outcomes are not
resolved spontaneously, because they are blocked by the reciprocal
interdependence of the economic agents and because they are self-
reinforcing. When these “‘bridling phenomena” appear, they are bound
to have important consequences: the international cycle reappears, the
pace of investment slows down, growth decelerates, and the system
turns in on itself. Numerous determining factors affecting the actual and
the potential supply are thus negatively affected and give the impression
of being independent causes.

In this paper, I will concentrate on relationships which have
influenced the industrial part of the world, and will examine them in a
systemic approach covering the entire network of world connections.

The plan of the paper is as follows. In Section 2, T will discuss what
is relevant to the articulation of the problems of the seventies and
eighties in the pioneering work carried out in the thirties and forties on
the “network of world trade and finance”. In the same Section, I shall
present the facts in schematic form. In Section 3, | will discuss the
“safety valves” which operated during the two-and-a-half decades
following the Second World War and which prevented the ex anre
inconsistencies from producing deflation. This discussion will help, in
Sections 4 to 6, to explain “what has failed to function” in more recent
years.

7 I will -also call them “incapsulating phenomena” in honour of the terminology introduced
by Frisca {1934). Frisch referred to processes possessing an inherent deflationary bias because of
certain specific features analysed by him. The term here refers to those adverse consequences of
unaccommodated circuits in Framework Table A that prevent a process of demand growth from
gathering momentum.
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2. Some preliminary remarks

Economic literature provides fascinating examples of how the ex
post properties of the multilateral system can be explored to deduce
both processes at work in the international economy and the conditions
for their stability. Some studies produced by the League of Nations
during the thirties and forties are of particular interest in that connec-
tion.® These studies showed the kind of cohesive forces governing the
multilateral mechanism of trade and finance before World War I and
used that mechanism as a point of reference for explaining the crisis of
the interwar period in terms of destructuralization of the cohesion.

Their analysis focuses on the ex post multilateral regulation of
bilateral trade imbalances. When the latter cannot be cleared complete-
ly through the multilateral system, trade circuits do not close complete-
ly. We can then “order the countries of the group in such a way that all
bilateral surpluses run through the system in a one-direction flow, in
other words, in such a way that each country has import surpluses only
from the countries preceding it in the sequence, and export surpluses
only on the following countries” (Ekker, 1950, p. 208).

In the present study, I am mainly interested in two conceptual
consequences of this point: (i) the importance of the purely intermedia-
tory role which, on a consolidated basis, some regions (or countries)
play in trade chains as well as finance sequences; (i) the implication that
a compensating financial circuit of transfers must have matched the
trade circuit in reverse unidirectional order. Ex post it must necessarily
occur, but it need not occur ex aste.”

Fven if, in this kind of literature, the international system was
examined from an angle which emphasized causal sequences of types 1
and 3 (in Framework Table A}, relationships of types 2 and 4 were
always an implied (and often actual) possibility.

B See especially LEAGUE OF NatIons (1942). The same line of thought is to be found in
HILGERDT (1944) — himself a League of Nations economist — and Exgxer (19350). All of these
writers were strongly influenced by R. Frisch, who at that time was working for the League.

5 This group of economists was aware of the point: “Lhe injection of any new force into the
complex mechanism, if that force is not of a compensatory nature, must render the mechanism
more unstable” (LEAGUE oF NATIONS, ¢, p. 80). The same class of reasoning also contains the
concept of “skewness” of the trade-balance matrix put forward by Friscr (1947). He is expliciz on
this point: “The skewness is an expression of liquid transfers of the international lending that is
needed. If the trade skewness is not compensated within a reasonable time by a movement in the
opposite direction, the tension is, through the credit system, allowed to accurmulate, thus
‘intensifying the difficulties” (p. 543).
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Frisch (1934) approached the instability of the international system
from an angle which emphasized relations of type 5. Focusing on the
behaviour of expenditure stemming from endogenously determined
stocks of assets and debts, he concluded: “Under the present system
the blind ‘economic laws” will, under certain circumstances, create 21
situation where groups are forced mutually to undermine each other’s
position. Each group is forced to curtail the use of the goods produced
and services rendered by the other groups, which, in turn, will cause a
still further contraction of the demand for its own products, and so on.
T"his meaningless vicious circle is what T understand by the incapsula-
ting phenomenon” (italics in the text, p. 259).

Though it was originally based on a rather mechanistic view of
economic behaviour, the concept of incapsulation of the world economy
can be referred to phenomena arising from a lack of ex ante market
coordination, I shall take the term “incapsulation” in the extended
meaning that I have given it in the Introduction.'®

~ Tables 1 and 2 show two basic flow structures that I will take as a
point of reference for the examination of fluctuations transmitted
through the financial system to the growth of world output and income.
The first of these structures is derived from a schematization of ex post
flows, which occutred repeatedly over the period from the beginning of
the fifties up to the late sixties. Obviously what is shown is the typical
flow pattern and not a year-by-year description.!' Afterwards, flow
structures for the periods of faster growth, in 1970-73, 1976 1/2 - 1979
1/2 and 1983 1/2 to the present, resemble those in Table 1 in many
respects.’? Those differences in the flow structure appearing during
these periods will be noted, but for the sake of simplicity, the relevant
tables are omitted, thus mantaining the emphasis on Table 1.

Table 2 refers to the period 1974-1976 1/2, which is one of slower
growth or indeed of stagnation. A table for the period 1979 1/2 - 1982
would resemble Table 2. {Again, such a table does not appear in the text. )

"% After examining the merits of a typical Frisch problem of ex ante coordination in the
adjustment of existing trade balances, GOODWIN (1983} concludes: “In many ways the present
mternatlonall situation is analogous to pre-Keynesian 1930s... Each government tries to solve its
problem”whllst taking the rest of the wotld as given, which quite simply results in the wrong
answers” {p. 43). However true, this it is only part of the story. This kind of behaviour by
governments was no less pronounced in the fifties and sixties than in the seventies; nevertheless, the
result was not the same; ’ ,

' The period has not been further divided because an aralysis of the subperiods is not relevant
to the topics of the paper,

' It must be kept in mind that here the notion **1/2” stands for events beginning or ending at
any point during the vear, and not specifically around mid-year.
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TABLE 1
FLOW OF PAYMENTS 1950-1969
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The main features of these tables will be discussed at a later stage.
For the sake of simplicity, I have divided the world into only three
regions: the United States, Other Industrial Countries (O.1.C.),** and
the Rest of the World (R.0.W.). When the dynamics of the system
cannot be grasped without reference to the operation of the process
within one of these regions, a distinction will be made among single
countries or groups of countries belonging to that region.

There is a rather free use of zeros in the Tables to indicate wealk
tlows or flows of no explanatory importance. In the first approximation,
a zero flow also indicates that an intermediatory role has been played by
the area concerned, inflows being equal to outflows or receipts equal to
payments.

The division of current account between rows 1 and 2 goes back to
Machlup (1968).** This division is meant to distinguish between
problems concerning the output and the real transfer of goods and
services from one country to another, and problems of a financial

© nhature.

Row 1 aggregates the balances of the domestic sector (public and
private) for each area, showing the counterpart in the area’s foreign
financial transactions. I will refer to the outcomes in row 1 as if they
depended solely on the behaviour of the economic authorities. This
implies that private expenditure has conformed to economic policy
aims, or that the economic authorities are in any case responsible for
these balances because they dispose of economic policy instruments to
correct them. The reactions implied by row 1 thus refer only to policy
responses.

" This restriction does not hold for the financial sector, and so we
must distinguish between public and private positions. No' further
distinctions have been made between holdings of different types of
assets and liabilities. :

As speculations about adjustments and reactions aim to give
explanations of ups and downs in the rate of growth of world demand,
the subjects tackled always come — even if only implicitly — within the
context of Goodwin’s “World Matrix Multiplier” (1983)." My aim

12 This cotresponds to OECD countries, except for the U.S. and member countries of
Southern Europe.

“ For the items included in the two aggregates, see notes to the Tables.

% Goodwin uses this analytical tool in a formal static context. Howevet, on pp. 38-9, he gives
an idea of how the “world trade multiplier” can be used to explore some dynamic (though
deterministic) relationships, linkirg changes in autonomous expenditure to surpluses or deficits in
trade accounts.
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here is to draw inferences regarding the qualitative features of dynamic
relations; this means that the multiplier process, to which all the aspects
examined in this article lead back, must be thought of as a continuous
process with initial injections of demand endogenously determined in
reaction to changes in the variables occurring as the process develops.
These changes concern real as well as financial balances and other
variables influenced by the process of adjustment (rates of interest,
prices, and exchange rates).

As a first approximation, we can refer to a simplified mechanism
such as the internal-external demand circle in the figure in Framework
Table B, a sort of multiplier-accelerator process which was decisive in
unleashing supply factors, removing uncertainty about the future, and
making market economies investment-prone, in a self fulfilling process.
Here I am mainly interested in the ex ante aspects of this figure. In it,
the permissive factors are central. Those factors that kept that circle
going and later developments that “bridled” it will be examined against
the background of the flow of funds in the international economy
referred to above.'® '

3. The golden age of the fifties and sixties

A stylized account of the flow of funds in the fifties and sixties is
given in Table 1.

From an ex ante point of view, there is no doubt that the U.S. and
the Other Industrialized Countries as a whole were aiming to achieve
higher surpluses in row 1 (goods and services) than those actually
recorded. .

For the US., in column 1, higher net receipts from goods and
services would have made it possible to compensate for the net outflow
of financial and other transfers from the country to the rest of the world
(square 4) during those years. The external situation of the USA can be
interpreted in terms of a transfer gap (as analysed by Machlup, 1968).

i The figure of Framework Table B does not refer fo developing countries {and, for opposite
reasons, does not refer to the U.S.A, either). The role of the R.o.W. as generators of demand is
obviously secondary, but the place assuned by this area collectively in the trade network and
“organization” (in the sense of HILGERDT, 1944; and the LEAGUE OF NATIONS, 1942) is by no
means secondary.
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FRAMEWORK TABLE B
INTERNAL-INTERNATIONAL DEMAND CIRCUIT

Expansive

! ) High level
economic policy:

of imports

t

High level of exports

Permissive factors

High imports level
of partner countries

)

Expansive economic High level
policy of ) — of exports
paltper countties of patther countties

The financial transfers shown in square 4 are perhaps the best
starting point for interpreting the overall framework. Net outflows
were, in a sense, structural, reflecting the economic, political and
military hegemony of the U.S. and its need to consolidate and defend
this role.!”

Part of the payments flow was towards the industrialized countries
(square 5). These countries, however, played only the part of interme-
diaries, essentially balancing outflows (above all in the form of trade
credits and tied aids) with inflows (mainly direct investments). On a
consolidated basis, flows shown in square 4 all ended up in the Rest of
the World (square 6).

For the U.S,, the full compensation of structural financial transter
would have entailed payments of the same amount in the form of net
exports of goods and services: which would in practice have meant a
higher income in relation to internal absorption, or lower absorption

= . . L
On this issue there is an extensive literature; references can be found in YEAGER (1976).
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in relation to the income (or both). However, there were not only
‘aternal obstacles to this result, but also external ones — the objectives
of the Other Industrialized Countries acted in this sense. For these
countries, the ex ante surplus almed at (square 2) corresponded to
criteria dictated by the internal logic of these countries’ development.

Tt was the growth of exports in the latter countries which ensured
the continual growth of the potential output, both because the exports
themselves were in sectors with high productivity growth rates, and,
above all, because the easing of foreign constraints enabled economic
policy to avoid frequent restrictions on growth and created the
expectation, and thus led to the attainment, of a high rate of growth of
demand, and hence a favourable climate for investment.’® Within this
process, productivity grew rapidly and, as long as this happened, it was
possible to absorb rapid wage increases without inflation and —
completing the circle for any one country — to reinforce export
capacity.'® It was a consistent mechanism, because the increase in
productivity itself created the premises for a full esploitation of a
greater supply potential thanks to additional exports and to domestic
demand reactions resulting from exports. Such a process, when it
occurred, was clearly a virtuous one.”

The pursuit of a mode] of this kind and the protection accorded to
it did not mean that there were not temporary difficulties as regards
external payments and competitiveness. What was decisive, however,
was the fact that obstacles encountered by the process should be
short-lived and promptly overcome by an increase in exports. The real
requisite for maintaining a country’s virtuous circle was that there
should be no recurrent external constraints on payments and that there
should be no repeated recourse to deflationary policies. Otherwise, the

18 T; is assumed that readers are familiar with the literacure on export-led growth, which is
summarized in BECKERMAN (1965). The main articles on the topics are by BECKERMAN (1962},
LAMEALUSSY (1963}, and GrazIaNi (1969).

15 Sypply aspects were also present in the background of the circle, and played an important
part. But, LF the mechanism shown in the figure of Framework Table B had failed to maintain its
consistency and continuity, their effect alone could not produce the impressive and prolonged
phase of grawth enjoyed by the world.

2¢ The response of productive capacity to demand pressure is vitally dependent on the
continuity of that pressure and on. the expectations of its future continuance; demand pressure
coming from another type of composition of globa) demand could not ensure the same result in
terms of the expansion of productive capacity, because of the external constraints that the
economic policy would have encountered. A great part of the export-led literature does not specify
the link through which the increase in expotts affects potential and effective supply. The
intermediate role played on the one hand by the scope for accommodating economic policy to the
expansion of domestic production and on the other by the ensuing validation of expectations on
demand is explicit in KaLDpOR (1966, 1971).
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country’s virtuous circle would be turned into a vicious one. The logic
of this type of growth explains the ex ante objectives in square 2.

The ex ante objectives in line 1 of the U.S.A. together with those of
the Other Industrialized Countries as a whole could only have been
reconciled by deficits in square 3 of the same overall size. However
these deficits were relatively not very high, since they could be sustained
by the purchasing power provided by the net inflow of capital alone (the
size of the flows in square 6 limited and conditioned the flow in square
3). Ex ante, the countries of the Rest of the World would ¢ertainly have
welcomed financial (and real) transfers larger than those that were
actually received in square 6 (and 3). If this did not happen, the
explanation is to be found both in the attitudes of the transferor
countries and — the other side of the medal — in the increasing
cl_ifficulties encountered by receiving countries in transforming gross
financial receipts into goods and services rather than into financial
transfers in the opposite sense (debt servicing, profit remittances and
illegal outflow of private capital).

* Sumiming up, the limited total of deficits in square 3 meant that the
U.S.A. and/or the industrialized countries as a whole (and hence some
qf those included in this group) failed to achieve theit economic policy
aims.

There were not many practicable ways of easing the rigidity of the
framework.

_Greater compensation of U.S. structural transfers by higher net
receipts on gopds and services would not in any case have succeeded
without the cooperation of the industrialized countries, which (as a
whole) would have had to accept a reduction in their own trade surplus.
It is anyway unlikely that, to this end, they would have agreed to strain
their own labour market.

The financial path to the rebalancing of U.S. payments — a
reduction of net financial transfers — would, on the other hand, have
created problems for the international economy, and was from the
outset unacceptable to the U.S., since it would have compromised its
economic, political and military objectives. Abstracting from this, it is
uplikely that real transfers would have remained unaltered in these
circurnstances.?!

el ;‘ MfA(:]IfUP‘ (19()}]8) shows that thtzl ups and downs of financial transfers were parallelled by
eal transfers leaving the uncompensate transfers almost unaltered. This be attrib
expenditure reactions of the rest of the world. may be ateributed o the
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If, for the U.S., rebalancing depended essentially on aggregate
changes in the real sector, for the O.1.C., the simultaneous achievement
of their ex ante objectives depended either on greater financial transfers
(whatever their source) or on larger U.S. deficits in square 7. The fact
that higher financial transfers by these countries would have led o a rise
in the (net) export level of the area is only an aggregate result, and one
that could not, for them, represent a criterion for action; from the
individual perspective of any of the transferor countries there was no
guarantee of additional exports unless financial transfer were implemen-
ted on a bilateral basis. :

The expansion that took place, notwithstanding the rigidity of the
flow framework, was not at all a matter of course, and can be more
satisfactorily explained by starting from the very threats to the gencra-
tion and spread of rapid growth, threats which existed potentially in the
conditions in this framework.

One danger would certainly have been constituted by a possible
limnitation of the U.S.’s freedom of action if that country had been led to
balance financial and real transfers by a deflationary condition imposed
on the economy, or — a seemingly remote possibility at the time —
through a devaluation of the dollar.

Another danger lay in the mutual incompatibility between the
O.1.C.’s models of growth and also between their economic policies.
There was, in fact, a potential contradiction in the spread of export-led
growth processes. If a single process is kept going by a certain
continuity in the expansion of overall demand, and that continuity is
guaranteed by freedom from the external constraint, that freedom
cannot be simultaneously maintained in all the industrial economies,
even if the rest of the world is running a deficit.?* An overall curbing
effect may occur when a fair number of industrial economies is led to
apply deflationary policies at the same time with the aim of correcting a
trade deficit or of protecting a surplus. This is all the more likely, the
smaller the joint ex post surplus which these countries can dispose of,
and the more it is regarded as difficult to overcome a negative balance
which each country may incur. The result is also the more likely, the
more difficult it is for countries in deficit to attract capital. )

2 Cayes (1570) is, to my knowledge, the only author to perceive the possibility of potential
inconsistencies in simultaneously pursued export-led processes.
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A third kind of danger was independent of the other two; it was
due to a further possible incompatibility between the policies pursued
by each of the O.I.C.. It was possible for growth to develop bottlenecks,
and to take an inflationary turn; especially if the labour market became
strained. Under a stop-go economic policy, aimed at correcting unwan-
ted (and recurrent) developments in the foreign sector, investment
growth declines, and this, in its turn, helps to weaken competitiveness
and reduce exports. The economy caught up in these processes ends up
by being cut out of the external-internal demand circle.®

This risk has been widely recognized by economic authorities since
the end of the nineteen-fifties. The policy response was almost solely
directed at keeping down internal demand and forcing each economy to
turn more and more to the external market.** The policy was self-
perpetuating; by accentuating each economy’s dependence on the
foreign market, it increased its sensitivity to changes in costs, and
increasingly necessitated a subordination of internal expansion to
external expansion.

The mutual incompatibilities of these policies were inherent in the
tact that export aitns of the countries in the area could only, for the most
part, be achieved by the creation of foreign demand by these countries
via the imports generated by the expansion of their internal market.**

The dangers inherent in the situation did not materialize owing to
the operation of a number of safety valves, which were the permissive
factors allowing an expansive circuit of internal-international demand to
keep functioning. Let us briefly review these safety valves.

(a) Residual financial accommodation. The net receipts on goods
and services account that the U.S.A. did not succeed in obtaining in
sufficient quantities to cover its financial expenditure (see negative bal-
ance in square 7) were financed in dollars (square 10}, which ended up as
reserves in the O.1.C. central banks (square 11). The way the interna-

#* This possibility is what Bavassa (1963} saw as an intrinsic limit on any single export-led
growth process.

24 This was done in order to subject collective bargaining processes to external constraints,
maintain a high rate of productivity growth, prevent changes in the distribution of income, and
keep inflation under control.

25 As the source of demand for exports, these countries were important to eacn ather
Outside the area of the Q.I.C., the U.S, was growing less rapidly, and at the same time the
absorption of foreign goods by the Rest of the World was guantitatively limited whilst export
capacity was improving, '
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tional monetary system operated was thus an important element in the
framework. It is well known how it worked. It enabled the U.S. to be a
“tesidual country” in terms of the objectives of all the other economies.

(b) Limited extent of the U.S. transfer gap. The fact that the
transfer gap never reached a critical flow level that would have
compelled the U.S. to take external constraints into account also forms
part of the safety mechanism. Consequently, it was possible for the
injections of demand leaking from the U.S. into the world economy to
be dictated by internal developments alone. This amounts to saying that
an important country was free from external determinants in its policy
reaction functions.

(¢) Ease in rotating imbalances. All industrialized countries had
access to the overall ex post surplus of the group in square 2, though not
simultaneously. There was a rapid rotation within the group. Those
countries in the area left with a negative imbalance could shift it to other
countries (the overall value in square 2 being equal). The relative rapid
succession of such shifts were taking place in a favourable context
which made possible for the cutting back of domestic demand in deficit
countries not to have repercussions on the pace of expansion of world
demand; indeed, precisely because this pace remained steady, those
countries were enabled to rely on exports to eliminate the deficit and
remove such restraints at a later date.?® In no situation did external
difficulties crystallize and become chronic for any single country (with
the possible exception of Great Britain).

The mechanism was a delicate one, kept going by the very fact of
being in operation. World demand was growing because — among
other things — the expectation of its growth influenced the economic
authorities’ behaviour, since they could allow for a certain ease in
correcting any unfavourable foreign balance; hence, surplus countries
did not take vigorous measures in defence of that surplus, and deficit
countries were allowed to implement moderate policies to correct
deficits. This would not have happened on either side if imbalances had
tended to crystallize and thus given rise to a cyclical growth of world
demand.

26 Fach industrialized country found itself in turn in this situation. When one country
recovered, the resultant increase in world demand offset restraint on the part of another, World
demand showed, not a cycle, but a relatively steady growth, even for individual countries. Hence,
in any single country changes in current accounts did in fact reflect the fluctuation of imports.
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' (d) Swmoothness in capital recycling. The relative ease with which
_Capltal movements within the area of the Other Industrial Countries (or
%nduced from the U.S.) contributed to the financial recycling of
international funds between deficit and surplus countries is an integral
part of the favourable circumstances which kept deflationary measures
within bounds. In a world of fixed - or rather, quasi-rigid — exchange
rates, of low inflation and essentially static expectations, small differen-
tials in nominal interest rates engendered by a restrictive economic
Policy (related to situations examined under (c)) were sufficient to
induce the inflow of capital necessary to cover the (brief) period of time
required for the adjustment.

N (e} Widening of the world market as a result of specialization.
Pphcn:s of any one country aimed at promoting exports from the supply
side were parallelled by similar policies in others. However, all these
countries were successful simultaneously; thus, instead of the potential
incongruity referred to on p. 17, there was a real increase in the share of
imports per unit of output in any country concerned, in parallel with an
increase in the share of its output going into exports. World demand for
eXpOrts did not suffer. Changes in relative prices may have facilitated
this mechanism, but the reason for it was precisely the wide margin

avax'lable fqr deepening the process of productive specialization within
the industrial area.

4. The disappearance of permissive factors: the residual country

The switch to a new situation can be represented as a progressive
tljanslformation of circuits of types 1 and 3 (in Framework Table A) into
circuits of types 2 and 4, and, through a worsening of the financial
situation of many of the market participants, a development which has
had an impact on real decisions. In the subsequent cyclical conditions, a
ﬂgw-oﬂfunds framework resembling the one just discussed, and 0;’16
still associated with the upswing, proved to be unstable. The alternative
framework which then appeared can be associated with the downswing.
"The causes of the rupture of the virtuous circle in Table B — a process
involving a sort of world accelerator {determined, however, by the
public authorities) and.world multiplier {2 iz Goodwin) — must be
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sought in the loss of the role played by the factors which had up till then
absorbed the incongruities in the picture. Factors (a) and (b) on pp.
193-4 disappeared in the flow structure appearing in the upswing, and
gave it a transitory character. Conditions (c) and (d} disappeared in the
alternative flow structure. Condition (¢) changed its significance
throughout. -

The adjustment problems connected with the two flow structures
will be examined against the background of the changes taking place in
the meantime in the institutional and socio-political sphete.?” Because of
these changes, ex post flow structures were due much more to price
adjustment than to quantity adjustment.

The flow structure most closely resembling the one shown in Table
1 appears in the years 1970-73 and 1976 1/2 - 1979 1/2,*® i.e. the years
after the crisis of the Bretton Woods system, during which growth on an
international scale was still widespread, although slower than in the "50s
and ’60s. The main departure from Table 1 is the reversal of sign in
square 1, reflecting the negative U.S. goods and services account.
Because of this difference, I will now talk of “Table 1 (modified)”.
There is still an overall similarity in the picture, but this no longer
implies an identical adjustment process.

The incongruities in row 1 are greatly attenuated, since, owing to
the U.S. deficit in the expansion phases, the collective ex anfe aims of
the O.1.C. do not come up against serious obstacles.”* And the
movements of capital in square 6, by and large, can be regarded as
accommodating.*

** Tn a sense, these changes are taken as exogenous. They concern fuctuating exchange rates
in place of fixed ones; a strong inflationary tendency in any single industrial economy; a qualitative
leap in the process of intermediation, especially through the operations of offshore markets in
dollars and other currencies. (In the early seventies, the exchange rates were formally fixed, but
keep changing pegs.)

Of course, these changes were not accidental, but endogenous consequences of the way in
which potential disharmonies inherent in Table 1 were resolved. The events represented in rows 3
to 5 of Table 1 were the major factors in the rise of the European and offshore dollar markets. The
latter were the main vehicle for an increasing international mebility of capital, to which we can
trace the fall in the pegged exchange rate systemn, Flows in square 4 had the long-run effect of
spreading U.S. technology abroad, thus contributing to the decline in American competitiveness
which emerged at the beginning of the *70s. This is reflected in the negative sign that now appears
in square 1, and is again being treated as an exogencus feature for the period under examination.

8 This framework also appears at the present time, starting from approximatively 1983 1/2.
This topic will be discussed separately in section 6.

#* Consequently, the upward cycle in O.1.C. countries became more fully synchronized.

30 This refers to the overall situation, although many countries of the R.o.W. were limited in
their spending by the extent of their access to credit and capital inflows.
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In the new context of a monetary system with fluctuating rates of
exchange, the U.S. no longer has a role as a residual supplier of finance
(through its involuntary debt, which, in Table 1, closed the ex ante
real-financial circuit). A kind of “residual” role shifts to row 1 (real
markets), but there is no financial closure by quantity changes, and the
very fact that there is no closure increases the ex ante capital outtlow
from the U.S. (hence it clashes with real developments). The reconcilia-
tion through prices (especially of currencies) involves instability.

The analytical focus on the circulation of dollars is no longer
sufficient for the interpretation of the flows in Table 1. In rows 2 and 3,
the analytical emphasis shifts from a problem of transfer to one of the
adjustment of international portfolios; which means that the corre-
sponding flows should be interpreted on the basis of the stock
determinants. With an amount of gross outside dollar assets®! reaching
critical levels, it becomes increasingly difficult to absorb additional
dollars from the U.S. (or created in the process) in international
portfolios by quantity adjusiment alone, while leaving unchanged the
value of the dollar, But, even abstracting from such an addition to the
existing outside stock of dollars, an ex ante flow of dollars to be absorbed
in the exchange market is created because of the move against dollar
assets in portfolios. The emergence of conditions for unchecked
speculation were part of the story in the move away from the dollar, since
these conditions were regarded by agents as factors in the situation, and
were indeed to become an element in actual developments.

Desired portfolios had to be reconciled, rather than in interaction
with real markets, within row 3 itself, thus giving rise, starting from that
row, to the dynamic adjustment.

The ex ante divergences between desired portfolios, reflected in
row 3, cannot be grasped from a table of realized net flows, in which any
capital outflow from the U.S. must necessarily be matched by an equal
capital inflow. Net flows are nil, if we temporarily ignore transactions
deriving from trade, as though these balanced out, and rule out official

* By “outside dollars” (or “international dollars”), T mean assets held by non-residents in the
United States and dollars held outside the United States by residents and non-residents. I refer
here to the “gross” stock (that is, one including assets matched by private debt) because that is the
relevant aggregate for the arguments which follow,

32 The net transaction in foreign exchange between real and financial operators which are

registered ex post in the event of an unbalanced current account, is not of fundamental importance

for an understanding of the way in which rates of exchange on the financial markets are
determined. What counts are the gross transacéfons within which those for financial investment are
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exchange rate interventions in the exchange market. The “dollar
outflow” is only an ex ante concept. And the existing ex ante imbalance
can be inferred only from the pressure brought to bear on the markets
in which owners of financial wealth try to protect themselves against an
anticipated fall in the value of their dollar assets reckoned in the
national {or other) currency. This pressure is stronger (for any given ex
ante rate of exchange and of interest), the higher the existing stock of
gross outside dollar assets and the greater the possible increase in the
stock in the process.

Let us follow the circulation of the dollars. When non-residents try
to shift their portfolios away from their dollar holdings, none of the
existing international dollar assets in their hands can ever be de-
stroyed.®® Dollar assets may change their form as they shift from one
non-resident to another, but they always end up in some non-resident’s
portfolio. Outside dollar assets increase if portfolio changes tend to
swell the amount of liquid deposits in offshore markets, and if at the
same time bank increase their lending: both eventualities which are
likely to occur in periods of intense speculation against the dollar. In
exchange markets, the dollar tends to fall — and intetest rates on dollar
assets possibly to rise — in order to stabilize holdings of dollars.™
Through these transactions, new international assets in non-dollar
currencies will also be created.*

When U.S. residents, too, are diversifying their portfolios and
making a net substitution of their holding of domestic debt for foreign
debts, they are making a net addition to the world stock of gross
international dollar assets. In other words, new dollar assets must be
absorbed in non-resident portfolios, while non-residents are trying
(unsuccesstully) to get tid of the old ones.*

markedly predominant. It may be noted incidentally that, even if the ner interchange of amounts
equal to the balance on current account is the fundamental identity round which the whole
dynamic of adjustment revolves in the exchange rate models explicitly considering the current
acconant, this point should not mislead us. These models — for example, BRanson (1977), Kourt
(1976), Dornpuscit and FisiEr {1980) — remain stock models, even if, because of their
construction, they cannot account for any transaction on the exchange markets, except for the net
transactions in question. On these and other subjects dealt with in this Section, see Basco (1985).
3 Tt is implicitly assumed that there is no net liquidation of U.S. residents’ previous holdings

of foreign exchange.

4 This is a process over time if divergences between existing and optimal portfolios are

eliminated gradually, and the stock of outside dollars keeps increasing.

35 These assefs may be pre-existing ones, or newly created ones, when operators, on a
consolidated basis, absorb dollars by issuing debts in their home currencies.

3 Again, the matching non-dollar assets may be pre-existing assets previcusly held by U.S.
non-residents or newly sapplied assets. U.S. residents, of course, can simply move dollars to the
Eurodollar market, but the expansion of dollar assets in non-resident portfolios is also likely to
occur through lending by offshore banks,
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All this happens whatever the sign of the current account imbalan-
ce. When the U.S. current account is negative, as in Table 1 {modified)
new flows of dollars affecting row 3 are adding to those stemming from
the stocks. Additional outside dollar assets are created and must find a
holder at any time. Again, additional dollars received by non-residents
fnay, or may not, be held as stable assets; nevertheless, they must be
absorbed in non-resident balance sheets. Moreover, in dollar banking
an excess of liquidity may be created and a borrower market cari
Ffevelop, fostering adverse speculation and hampering the adjustment of
interest-rate differentials vis-2-vis other currencies. A great deal of the
adjustment is then borne by the exchange rate, but a disequilibrium in
the exchange market is likely to persist if divergences between optimal
and desired portfolios are eliminated not instantaneously, but only
gradually in a learning process. ,

In this situation, the financial and exchange markets must rely on a
number of marginal adjustments effected through commercial banks
taking open positions, or through central banks acting as residual
buyers in the exchange markets. Official reserves are then accumulated
in order to avoid a disruptive appreciation of strong currencies. In a
sense, these developments are involuntary. A series of upward (or
downward) adjustments in exchange rates and interest rate changes may
be required before the excess supply of dollars is eliminated. In the
meantime, a number of causal links, involving policy responses and
flows in the real sector, may be set in motion, which will substantially
change the situation.®

Three kinds of response, arising endogenously from the flow
structure in Table 1 (modified) and the related difficulties in closing the
ex ante real-financial circle, converge to modify both the flow structure
and ?he adjustment processes. These reactions involve (i} changes in the
relative prices of commodities; (ii} changes in the policy response of the
U.S.; and (iii) changes in the U.S, trade performance.

(i) The weakness of the dollar, combined with inflationary
expectations tuelled by a synchronized ascending cycle, lead to waves of
specplation in commodity markets. The availability and increased
mobility of international funds are drawn into the process because they
fost.er the financing of speculation in raw matetials and foodstuffs. The
main explanation of the spectacular price boom which eventually takes
place lies in the quasi-monetary function, gu#a store of value, which

3" The way medium-term cycles can develop in the exch al f i
with in Brasen | gy merm cycles can develo p xchange values of a key currency is dealt
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these goods perform in similar periods.* Both in 1973 and 1979, oil was
the last of the raw materials to explode, but — as in a fireworks display
— the last explosion was also the most important one.*

(i) In a world of fluctuating exchange rates, the threat to the
domestic and external stability of the “residual” country becomes
enormous; hence, neither the U.S. nor any other country can for long
perform the function of “nth country” — i.e. the nation whose “benign
neglect” makes it possible for the other n-minus-one countries to
reconcile their objectives.*® In present conditions, the international
monetary system no longer makes smooth residual accommodation
possible via the key country’s external accounts. Nor, by keeping within
limnits that country’s overall balance which has to be covered ex ante,
does it allow that country’s economic policy to maintain a relative
degree of freedom (see conditions (a) and (b) referred to on pp. 193-4).
If the other countries’ aims call for a trade deficit and a liberal financial
attitude in the key country, there are no immediate solutions for
harmonizing the situation.

The U.S. happened to be the “residual country” because that role
did not seriously impair its freedom of economic policy, and the market
did not (at least for long periods) dispose of the necessary arms to
challenge the value of the dollar by speculation. Later, however, the
U.S. discovered that it was vulnerable in this aspect.

During the phases in which the framework of flows resembles that of
the 50s and 60s, the U.S. sees the role of the dollar in international finance
curtailed, since the private and official use of other currencies is enhan-
ced (and dollar assets hedged in raw materials markets). The dollar
undergoes cumulative depreciations, and the country is exposed to in-
tense inflationary pressures (which spread to the rest of the world).
Domestic and external pressute builds up to correct the imbalance in
squares 1 and 7 and finally becomes irresistible. In the present internatio-
nal system, the role of “residual country” cannot be stable, and can only
be resumed temporarily by the U.S. (or any other country for that
matter).*!

38 The point has been dealt with in Brasco (1979), Chapter 5. Other studies come to similar
conclusions; see BoswoRTH-LAWRENCE (1982) and SvLos Lapm (1982).

3 Eyen if the manipulation of the market is an exogenous cvent, as in the case of oil, “the
analytical focus must, in my view, be on the state of the matlkets, expectations, and inflation; that
is, on an international economic environment that tends to push prices up and thereby becomes
receptive to manipulation” (Biasco, 1979, pag. 100).

4 On the comprehensive tole of the “nth country™, sce CooPER (1968) and WHITMAN
(1974), The first writer to point out the residual role of the “nth country” was MUNDELL (1969).

4 hen Germany played this role in 1979, she suffered from the same problems and had to

give it up immediately.,
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(i) The destruction of the “residual” function of a country is
endogenous, not only because of the pressure exerted by that role on
the economic policy of the country that performs it, but also because of
the spontaneous (though delayed) consequences of the depreciation of
the currency. The expansionary impact of the growth of domestic
demand in that country on the rest of the world is reduced; devaluation
cannot but eventually affect trade in manufactures. In the casc of U.S
trade, external accounts also benefit from the reversal of the trend in the;
terms of trade, which is eventually bound to occur in favour of raw
materials and foodstuffs.

Combipations of flows similar to those in Table 1, though they still
favour the maintenance of the expansive circle in the figure in
Framework Table B, must now come to terms with nonpermissive
tactors in the financial system, and with changes in policy functions. By
now, that is only one of the possible outcomes, since it contains.the
seeds of its own destruction. That outcome is destined to be replaced by
others ‘and to return only after these have exhausted their deflationary
potential. But, when that outcome is operative, it does not have
propellent effects comparable with those previously implicit in the
picture ghown in Table 1, because there is only a transitory possibility of
rec:‘oncﬂlng the various aims. This implies in some markets price
adjustments which have repercussions on all the other markets and on
the flows themselves.

A framework favourable to expansive impulses and reactions now
lacks (;onditions (a) and (b) referred to on pp. 193-4. But the framework
to which it gives place lacks conditions {¢) and (d} (ease of rotation of
imbalances and smoothness in financial recycling), as will be seen in the
next Section. *?

5. The disappearance of other permissive factors

.The frarpework qf flows which appears as an alternative to the
previous one is shown in Table 2. It covers the periods 1974-76 1/2, and

“2 The change in condition (e} (widening of th iali
ar e matket th : i
whole of the critical period and will be considerged later in Sec(;ion ;C'mgh specialiation) affects the
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1979 1,2-1983 1/2.%* The U.S. avoids a deficit in trade and services in
square 1, thanks to the curbing of internal expenditure and to the earlier
devaluation of the dollar;* a surplus of a number of raw material-
producing countries (which I refer to as Opec, for short) appears in
square 6. These are by and large contemporaneous events, as both are
consequences of developments in the preceding petiod. The surplus on
0O.L.Cs goods and services accounts in square 2 is transformed into a
deficit. Capital inflows into the Rest of the World (in square 8) again
impose limits on net expenditure flows (in square 4).

The picture does not meet conditions (c) and (d) of pp. 194-5
because, with fluctuating rates of exchange and in situations of
pronounced trade imbalances, we tend to see, in the countries in which
they appear, a crystallization of both trade deficits (and the related
inflationary difficulties) and trade surpluses (and the tendencies for the
rise in domestic prices to be kept in check). In the O.L.C. area, this is
even more the case when the overall sign in square 2, which refers to the
area’s aggregate balance on goods and services account, is no longer
positive, but negative, and the burden is not uniformly distributed.”® In
the context relevant to row 1 (which refers to real components),
conditions hampering growth therefore develop which will be examined
later on.

The financial components of the flows {in rows 2-3) also have a
deflationary impact. With an unfavourable change in terms of trade, the
ex ante rate of income growth for the whole industrial area can be
maintained only by the growth of expenditure above the ex ante levels;*
moreover, the external deficit which this should imply must be accepted
and financed. This means a complex network of intermediation.

The way in which the Opec countries tend to invest ex ante net ex
ante receipts in square 16 enables only a few countries to finance the
deficit, thanks to the net inflow of these funds. Those placements

3 The flows in Table 2 are those corresponding only to the first peried in question. Flows for
the second periad show a positive cutrent account and imply an ex ante capital inflow for the U.S.
As my purpose is not to provide a histotical description, but to make a logical survey of “what has
gone wrong” since the 70s, I shall not attempt to link the frameworks over a continuous peried of
time. We are dealing, of course, with consequences of the way in which incongruities in the
previous framework were resolved.

44 The value of the dollar rises above the levels to which it sank in eatlier periads.

45 The trade situation can also crystallize as between the O.LC. as a whole en the one hand
and the United States on the othet.

% An unchanged real expenditure or volume of production entails a diminished income by
the amount corresponding 1o the Opec surplus.
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cannot but concern the U.S. and those industrial countries showing
healthy balances ‘in goods and services (balances strengthened even
turther, for a time, by the consequences of these placements). As a
result, only a capital outflow conferring on those countries a role as
centres of intermediation can generate the capital movements needed if
the other countries are to be able to finance their imbalances and
become final recipients of Opec placements.

For the latter countries, the acceptance and financing of the ex ante
deticit are both difficult to achieve in times of markedly unbalanced
trade, as the implied indebtedness is in many cases both unsustainable
and unattainable.

Insofar as indebtedness is unsustainable, sequences of type 5 {in
Framework Table A) are set in motion and have the effect of reducing
spending. Tnsofar as the indebtedness s unattainable,*” relationships of
type 2 or 4 appear,

If the transfer linked to oil payment (ex ante) is not compensated ex
ante by loans or net exports, the uncompensated part leads to substan-
tial negative price effects in the transferor countries;*® because, in
particular, and with few exceptions, rates of exchange depreciate
vis-g-vis the dollar, which is the currency used for oil-related payments,
and also, because interest rates, both domestic and those for foreign
borrowing, tend to increase.

The overall ex ante uncompensated transfers by non-Opec coun-
tries also lead to quantity effects. Given the goals and the achievements
of the U.S. in square 1 and the constraint on deficit spending for the
Rest of the World (square 8), the only real chance for the O.1.C. as a
whole to limit their collective deficit in square 2 is by curtailing the ex
ante surplus of the oil-producing countries (by deflation) or by ac-
cepting the burden and the risk of capital movements towards the Rest
of the World. ,

For these countries, this new picture changes policy reaction
functions; and hence, it negatively affects their ability to generate a
persistently expansive world demand on which to rely for the correction

7 On a consolidated basis, the largest part of the re-allocation of financial loans to deficit
countries comes from those financial investments from the cil surpluses placed in the U.S., but
indirectly via the reserves of the banks operating on the dollar offshore markets. But this
re-a]locatipn happens in accordance with banking criteria of prudence and profit.

* Oil translers can be interpreted as relationships of type 4 {in Framework Table A) if we
arguc in terms of constant (pre-increase) oil prices, and of type 2, if in terms of current prices.
Here, the former case is implied.
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of individual imbalances. Since they cannot confide’:ntly rely on these
conditions, a set of virtuous circumstances in the ?Os and‘ 6Qs _30“1
operates viciously, because the difficulties of rotating the 11}11chv1 ulad
negative imbalances, in their turn, slow down the growth of the wor

demand.

The picture can to some extent be further disaggr'egated and the
crystallization of imbalances reviewed in relation o capltgl movements.
When the oil burden is not evenly shared and the industrial area shoxgrf:
surpluses and (far larger) deficits, a (fl'l.vlslon between strong an(il we
currency areas appears. What is decisive for the' extent of reva uaftl(})ln
and devaluation is, to a considerable extent, the financial choices ot t ©
Opec countries which are creditors of the whqle area thanks to ltlhen‘
surpluses on current account.*” Eventuauy‘, their placements oug }j'tﬁ
give rise in the receiving countries to a deﬁ'crc on current account (whic 1
will completely meet the area’s deficit wlth.Opec) to match fmancmf
inflows, and bring the exchange markeF into balance; the' ralte }()3
exchange appreciates to levels ensuring t_hls outcome. Alt‘ernatwe y, by
intervening on the exchange market in o'rd‘er 1o l}m1t' the ext{ant
of revaluation, the receiving countries give rise to capgal mﬂows else-
where. The deficit which they would otherwise have incurred is, as a
result, redistributed. ' .

All this holds good in a contextﬁof comparative Statics, :
long-term outcome; but the fact that it does not oceur in thle short
period either sets in motion a dynamics of thf:proce‘ss v{h{ch evolves ina
direction markedly different from the situation which it is legltnnate 10
postulate in this context. The result is a complex allocation of the
overall unbalance, which leads to deflation and to chzfmges of scene. N

In the short run, revaluation does not necessarily lc-_:ad to a deficit,
and vice versa for devaluation. Moreover, the movement 1n the ethangfe
cate itself alters the internal conditions of the economy, since it
accelerates the pace of inflation in the devaluing countries, and helgs to
restrain it in the revaluing countries. This leads to patterns of behavloklir
which persists in time and tends to darpp down in no sm:}alll degreiﬂt €
impact on competitiveness of change in the‘rate of exchange, unless

0 as a

# "They will obviously choose the currencies of the countries which have the greatesti éﬂ;ﬁ;ﬂ
stability, a sound economic structure, and a most promising short-term cycle; 6. currenc

may well be revalued. _ _ . -
T In this context, DUNN (1979) raises some interesting points o the topic. See also GoOLUP

(1983) and KRUGMAN (1983).
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such movements are substantial. If deficits and surpluses in row 1 tend
to show no significant corrections, capital movements sense the direc-
tion of future changes in exchange rates, just as they did with fixed
rates. These movements aggravate the short-run effects of devaluation
and revaluation, just as they reinforce their perverse short-run impact
on surpluses and deficits and on inflation differentials.**

The dynamic is guided by the difficulties of correcting the
imbalances, and, in situations of this kind, fluctuating exchange rates
embody a certain deflationary tendency. In countries with strong
currencies, potential effects on export competitiveness render it impera-
tive that inflation be cut back: a task which appreciation helps to
perform by the mere fact of its operation. The economic authorities are
under pressure to keep the labour market and internal productive
activity in check, especially by curbing the latter. If their policy is
successful, there will be further pressure on exchange rates, generating a
self-reproducing bias towards deflation.? While this process perpet-
uates the positive balance in these countries,*® it also prevents the
countries with a negative balance from offloading their deficit else-
where.** The latter countries are thus forced by further pressure on the
exchange rate to incorporate still higher inflation, and, eventually, to cut
back domestic economic activity drastically because they are otherwise
unsuccessful in linking their devaluations to an improvement in their

-payments situation.

*! The literarure on rational expectations would tend to deny the existence of vicious circles
of exchange rates which that literature ascribes rather to the accommodating behaviour of the
authorities; the case is the opposite for the virtuous circle. This is a result of the models of general
equilibrium in which the supply of money is exogenous and, if kept constant, would be able to
produce a Pigou effect and curb the race between prices and the rate of exchange. It is an cpen

uestion to what extent, in the real world, the money supply is exogenous, inflation is demand-
gerermined, and the behaviowr of the authorities is a matter completely within their discretion,
instead of being conditioned by the various features in the situation, On the vicious circle, see
Bisown (1979) and WaLnich and Gray (1980).

* The only alternative open to the authorities in order to avoid Jong-term disadvantages for
the industrial sector as a result of that behaviour is to limit both the appreciation of the exchange
rate and the fall in profits by expanding domestic demancd. This was the course taken by the U.S.
after 1982, with the disadvantages and consequences set out in the following Section.

3 A process of perpetuation of a positive surplus balance on lines similar to those sketched
out in the text is studied in McKinnoN (1978) and STERHERR (1981).

* VANDENRROUCHE (1985} shows how surpluses and deficits can be perpetuated through the
dynamic interaction of the policy objective functions of the economic authorities.

% This subject leads o another issue — the LAURSEN-METZIER effect (1950) and SOHMEN
(1974) —— regarding the difficulty of insulating 2 country from the foreign business cycle in a system
of flexible exchange rates, According to the Laursen-Metzler effect, the impulses arising in the
transmittor country are contrary to those affecting the receiving country. In the specific case dealt
with here, however, if trade accounts are not balanced, and consideration is given to the policy
reactions to inflation, the impulses proceed in the same direction.
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If capital movements are destabilizing, there is no painless mecha-
nism for rotating surpluses and deficits within square 2: security valve
(¢) — relating precisely to that rotation — does not operate.

Given certain extrapolative and non-rational elements in expecta-
tions, countries in difficulty, in order to attract capital flows, have to
generate very high nominal interest rate differentials in their favour to
compensate operators for the very conservatively estimated risk of
devaluation.’ Even security valve (d) — smooth recycling — cannot
operate without drastic monetary restraints.>

The set of external limits encountered by the virtuous circle of
internal-international demand, which I have being examining so far, is
reinforced by internal limits, which I have not dealt with here except as
regards condition {e), which deals with the reconciliation of mutually
incompatible economic policies through the widening of the world
market through trade specialization.

In the context described in Sections 4 and 5, those policies aimed
at keeping in check domestic absorption and at steering the economy
towards the external market have now become more obligatory than
before, because of exchange rate spirals in which economies moving
against the tide risk being involved. But the reciprocal incompatibility
of these policies now has less leeway than before to overcome the

5 The risk premium on weak currencics has behaved in such a way as to justify the hypothesis
of non-efficient markets. See FRANKEL and FrooT, 1986a and 1986h. In a rational world, there
would be no room for unexplofted profits in forward operations — whether by arbitrage or
speculation — which, instead, are found in literature (see, for instance, ALBER, 1578; BOOTIE,
1983; Cumsy, 1984). For another opinien, see LEvicH (1983).

57 The processes at work lead eventually to a fall in the relative price of raw materials and
open the way for a change of flow patterns: this may be facilitated by an expansion originating in
the United States, now freed, at least initially, from inflationary preoccupations,

1In the second oil crisis, the picture (which affects conditicns (c) and (d)) does not so much
concern the difficulty of rotating surpluses and deficits within square 2 as that of expelling the
deficit from square 2. The crystallization of deficits and surpluses concerns essentially the O.1.C. as
a whole, which now form, with few exceptions, the weal cutrency area vis-g-##s the U.S., which is
the strong currency area, In each of the items of the U.S. balance of payments in column 1, the sign
is positive. The O.L.C. currencies this time devalue almost uniformly against the dollar, but this
simply perpetuates their problems, both as regards the balance of trade for non-manufactured
goods and the prolongation of anti-inflationary policies, since it causes the price of oil (and ather
raw materials) to rise in domestic currency, even when it begins to fall in dollars.

The pictute cmerging from Table 2 (medified on these accounts) is made worse by the
inversion of the sign in the ex ense transfers concerning the Rest of the World in square 8 (outflows
mainly caused by interest payments), The capital movements towards these countries (in line 3) no
longer represent a net addition to expenditure capacity, since they now have to finance the
transfers in the opposite direction (in line 2). Hence, solvency problems arise in. those countries in
column 4 which are heavily indebted, problems which become even more serious when the
situation changes and relative prices of raw materials fall. They force down a no lenger marginal
component of world demand.
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implied overall negative effects on world demand. The deepening of
trade specialization no longer performs this function in the aggregate
(and the continuation of the trend for the share of exports in production
to grow in the various countries has in reality only a function of
recovering the income lost through the rise in import prices of raw
materials).®® In the specialization process, macroeconomic effects lose
most of their importance, and the process must in fact only be
considered in relation to individual country perspective and the specific
importance of the process for each of them. For specialization becomes
the weapon with which each industrial economy tackles a situation in
which the overall demand for exports is no longer the vehicle for an
expansion spreading worldwide, and the success of some industrial
economies means the failure of others.

The inevitable modifications of exchange rates leading to correc-
tions of these unequal potentials are not without its costs, since they
occur with huge medium-run fluctuations in exchange rates which
increase uncertainty, stimulate frequent changes in the allocation of
productive capacity, and hence may deter the growth of investment and
demand (besides having a negative side effect on supply).

6. A new swing of the pendulum

In recent years, the pendulum has swung once again towards
structures and adjustment problems.akin to those examined in Section
4; thus, Table 1 {modified) again becomes the point of reference.

I am not implying that we are back in a situation of that kind, but
that the adjustment problems, which, in this phase, threaten the
continuity and strength of the link-ups between internal and internatio-
nal demand, can be better understood against the background of a
potential re-establishment of, and gradual advance towards, that situa-
tion. This re-establishment comes after an important transitory period
which cannot but be a unique and unrepeatable parenthesis in interna-
tional monetary relations, but which, because of its legacy, confers on

s8 . e , ) .
) Besides, the specialization process in the industrial part of the world has now taken on
different features, since it mainly concerns interindustry trade,
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some of the functional relationships of the period under consideration
certain characteristics not found in other similar periods.

I have no intention of going over all the familiar events of recent
time, but will confine myself to outlining those features of this phase
which link up with the subjects dealt with above.

This expansive phase, too, reveals, from anocher angle, the difficul-
ties encountered by the United States in acting as “residual country”
and the transitory nature of that role. This function is chiefly re-
established through the benign neglect as regards the balance of trade
which the United States is led to practise because of the advantage
obtained in trading off the residual function against a higher rate of
domestic growth than would otherwise have been possible. The spec-
tacular creation of dollar reserves which would have occurred in cases
of the kind in periods of fixed exchange rates, or, coupled with that
outcome, the devaluation which would have taken place in earlier
circumstances with flexible exchange rates, was, however, avoided by
restrictive monetary policies which drew dollars back to New York and
caused the dollar to appreciate. In this way, they aggravated the trade
situation, despite the considerable benefit derived from an improve-
ment in the terms of trade. :

Hence, in the trapsitory flow framework leading to some new
version of Table 1, the ex ante capital flows (in line 2) are towards,
rather than away from, the dollar. In the type of case shown in
Framework Table A, circuits of type 3 prevail, in the sense that ex ante
(positive) net capital flows are partly accommodated by the (negative]
goods and services account and partly by the exchange rate apprecia-
tion. This flow pattern does not imply that, in the world economy, the
“residual” country function can be recovered, after having been lost in
previous developments; that framework is the outcome of the strait-
jacket imposed on policy by the need to mantain an ex anze consistency
for that role. As a result of the consequences which would otherwise
flow from the course adopted, the U.S. is forced to follow preventive
rather than reactive policies.

In this way, a seceming of re-establishment {at a modest pace) of the
domestic-internatjonal demand circle ends up by being in reality based
on precarious factors. In particular, this situation enormously increases
the stock of outside dollars in circulation, the stability of which in

9 When the ex ante fow of dollars is towards the 1.8, the gross stock of dollar assets heid
internationally increases by the amount for which foreigners obrain dollars from U.S. residents
engaged in financial activities; this adds to the flow corresponding to the current account and
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international portfolios is linked to the maintenance of the attractiveness
of this currency (Ze. the prospect of revaluation and of a high yield).
The greater this attractiveness, the more any subsequent revaluation
increases the deficit on current account, thus hastening the arrival of the
time when the situation is reversed. This occurs when the size and
persistence over time of the deficit tend, at some a priors indefinite but
existing thresholds, to arrive at the intrinsic limit to the self-sustaining
process.®

At that point, the direction of causality going from capital account
to the balance on goods and services is reversed, in the sense that
operators with an open dollar position foresee the risk of capital losses
as deficits become the main anchor for expectations on which financial
decisions are based.®! Sequences of type 3 in the cases in Framework
Table A give way to sequences of type 4 (which offer no accommoda-
tion). And, for the U.S., a vicious circle of devaluation sets in.

The full re-establishment of the flows in Table 1 {modified) still
renders somewhat precarious the expansive circle of internal-external
demand described in the figure of Framework Table B. The way in
which that re-establishment takes place entails certain differences from
the course followed by the processes in 1970-3 and 1976 1/2-1979 1/2.
As regards comparable phases, the legacy of the transitory period gives
rise to two aggravating conditions and to one which eases the situation.

(i) The picture is rendered more difficult by the huge borrowi
nee_d§ of the U.S., which graft a flow problem, 3Jielan:'mggto the trzigi
deficit, onto the stock problem of maintaining a certain stability in the
stock of dollar holdings in portfolios. This is not a new situation, but its
scale is unusual. The inconsistencies in real aims in row 1 of Table 1
(modified) become explosive as the U.S. is impelled to adjust the
balance of trade, while the most deeply indebted countries are forced
(by the negative sign of financial transfers in square 6) to maintain and
increase a surplus on goods and services account; all this is happening
while the O.LC. are trying to avoid and sutrender part of their surplus.

the new dollars created by the financial intermediation chain, which, however, can become shorter
when the dollar is strong. If there is a net repatriation of U.S. residents’ foreign exchange holdings
the international dollar stock of assets s reduced. B

® A crucial factor is the way in which expectations are shaped by the assessment of the
sustainability 0{ the revaluation of the dollar at various levels over time. There is no doubt that a
growg.}'] process in the U:S. which swells the deficit in square 1 brings this limit nearer.

The role of the current account in the determination of exchange rates is discussed in
_CODPER (1982). For the dollar specifically, that role is examined by Marris (1985). In other
interpretations, the current account is not importan: as such, but for stock reasons, which
influence the risk premium. ’ e
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The incompatibilities give rise to the difficulties experienced by the U.S.
in correcting its trade deficit (which should be considered as pastly
involuntary) and in the accumulation of reserves by the O.LC. This
outcome, too, is involuntary, since central banks are impelled to accept
the role of residual buyers in order to make up for the reluctance of
private finance to absorb dollars, thereby avoiding huge undesired
revaluations vis-a-vis that currency. The situation is self-propelling, and
prevents a significant fall in the high real rates of interest in the whole
industrial area.

(it} The phase in which the dollar was revalued and rates of
interest were high because of the U.8.s restrictive monetary policy
{coupled with the difficulty of reducing them and the weak expansion in
the subsequent period) affects the world picture by creating a series of
difficulties for the developing countries in servicing their accurnulated
debt. As compared with the interpretation of Table 1 (modified) for the
earlier phasis, the dollar outflow is absorbed without providing accom-
modating finance for the Rest of the World, for which the ex post sign in
square 6 is negative and the ex ante one still more so.

Thus, the new framework incorporates other circuits of type 4 (in
addition to those already implied in the outflow of dollars) in the ex ante
transfer to be accomplished by the Rest of the World, to meet the
scheduled payments of interest and principal on debts. Real compensa-
tion can only come through a surplus in the trade of goods and services
(in square 3). But, the part of this transfer actually effected is due to the
U.S. deficit; and hence, if these countries are enabled to avoid
bankruptcy, this is at the cost of an excessive accumulation of debts
incurred by the richest country. The {much greater) part of the transfer
which is unaffected works through price movements (z.e. terms of trade)
operating against to the transferor®® or through financial rationing.

This fragile situation entails real repercussions in the form of a cut
in the demand for imports by the R.0.W., which is now reflected in the
industrial area itself. It has also financial repercussions in the vulnera-
bility of the private banks, which have accumulated most of the
non-performing loans. Since most of these banks are American ones, the
United States is led to meet the more immediate demands of compensa-
tory finance, with, as a result, a further strain on the dollar. Although
directly exposed, however, the U.S. has only an intermediatory role; on

42 Tt works, although for different reasons, like the “classical” transfer problem mechanism.
In this paticular transfer problem, the transfer is in the curreney of the receiver.
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a consolidated basis, asset credits originate in the O.1.C., which are in
the reassuring position of being direct creditors of the U.S., and hence
less interested in providing compensatory finance.

(iif) The high interest rates stage leaves, as its only legacy “with
shock-absorber” effects on tensions present in the system, a weak
situation on the raw material markets. This outcome is anomalous in the
context of the devaluing of the dollar. This kind of legacy makes it
possible to keep the threat of inflation in check, without thereby
restoring a margin of freedom to economic policies, or causing sponta-
neous expansive etfects as strong as were the depressive effects caused
by the price boom on these markets.5* The reason for this is that the
other negative legacies of the transitory phase weigh heavily on the
world economy and that the fall in raw material prices may even
aggravate the situation by increasing the difficulties of those sectors of
the world economy harmed by this fall and inducing them to react more
rapidly than those which benefit.

For the moment, the expansive picture has involved the avoidance
of the conditions eroding it from within, but at the same time has not
developed any momentum. A change in the phase will also have peculiar
characteristics which are still affected by the anomalous conditions
arising from the transitional phase. The persistence of conditions (i)-(iii)
which offer no immediate prospects of solution has led to peculiar
internal repercussions {like the crash in the stock exchanges) and is
creating the preconditions for deflation in the U.S.

7. Final remarks

The oscillation of the world economy round (to some degree)
recurrent adjustment problems denotes a basic instability in the proces-
ses of income formation on the demand side. Simplifying drastically, we
can define the situation in which the world economy is caught up as one
in which the world trade multiplier does not succeed in obtaining a
continuous and virtuous link-up from a kind of world accelerator
(involving in this .case the authorities) owing to the very fact of not

* Indeed, the price of oif collapses without all that has been said about its tise being valid in
the opposite sense for its fall.
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being able to generate that link-up. For that is hampered by the
difficulty of reconciling the different ex ante objectives inherent in the
process and by the reactions to the circamstances emerging from that
process. And again, by the ex anfe incongruities between financial and
real flows and by endogenous financial conditions affecting expendi-
ture.

All this set of aspects of the world economy has been summed up
in this article under the term “bridling phenomena™. ‘

The instability of world processes and the presence of bridling
phenomena calls for the adoption of stabilizing and interventionist
policies, as the chances of reactivating an expansive and coherent
demand circle cannot be left to spontaneous developments.

The perception of these needs is blurred by both the prevailing
analytical and interpretative perspectives.

The analytical perspective in question flows from the concept
which sees the economy as pivoting on the idea of a self-regulating
capacity of the market, and entails the existence of gravitational
equilibrium centres towards which the processes tend automatically 1o
move. Within this paradigmatic perspective, even when used as an
analytical device, we cannot possibly account for the relevant features of
the real world, which is dominated by unbalanced positions, instability
of responses, threshold factors, uncertainty, lags, contrasting signals,
financial feverishness, and incompatibility of individual plans. Within
this paradigm we can only come to the conclusion that convergent
processes can be disturbed only by the operations of the public
authorities and by institutional obstacles to the functioning of the
market {which however imply a new equilibrium).

A context dominated by instability calls for a paradigm of instabili-
ty; that is, of the way in which instability is generated endogenously. Ina
methodological approach which studies economic processes in condi-
tions of permanent disequilibrium and of irreversible decisions, it
would be easier to grasp the fact that processes, once begun, do not
necessarily imply any particular point of artival. Indeed, an initial
disequilibrium is most likely to lead to a further but ditferent kind of
disequilibrium, and thus it makes for institutional and behavioural
changes as it proceeds. Hence, expectations cannot be firmly anchored
to some point of convergence, and nothing can be inferred about the
“long-term” features. The anchor can be found only in a cooperatively
operated context of rules of the game and of market organization.
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The interpretative perspective which blurs the perception of the
systfam’s needs concerns the role of the supply factors. The view that the
difficulties experienced in recent years flow in the main from factors
which have exerted a direct negative influence on the propensity to
produce (independently of demand) and to widen the productive
capacity leads to the conclusion that what we are faced with is a number
of problems concerning the individual national situations, but it would
be quite incorrect to talk of difficulties in a genuine international
mechanism. Inherent in this approach is the conviction that supply
policies are in themselves sufficient to.determine conditions for (future)
growth, and, in addition, that these policies ought to take as their point
of departure resolute restraint exercised specifically on aggregate
demand.

This approach has given rise to an unfortunate “line” (which still
has a certain appeal), and which lays it down that, for the restoration of
order in the international system, all that was needed was for each
country to restore order within its economy, and that the system had no
need of any other rules.

The reference to incapsulating factors as the major ones in the
wortld economy in recent years leads, on the contrary, to the conclusion
that the world suffers from external, much more than internal, limits to
the growth of its member countries. And it points at the same time to
the conclusion that a series of plans and rules of behaviour would make
the world economy more “organized” (in the sense given to this term by
economists in the early “forties”), and hence more inclined to grow.
Ex{en if it is not the intention of this paper to engage in the discussion of
this topic, it should be stressed that in many fields of international
money, debts, finance, trade, transfers and terms of trade, there is ample
scope for plans which would go far to relieving the market of the task of
resolving ex amte inconsistencies, impinging on the stability of the
external-internal circle of demand generation. What is called for is a
series of collective solutions, and not “case by case” solutions.

Roma

SALVATORE Biasco
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