South-North Development Monitor (SUNS) 
#6509 Thursday 3 July 2008


UNREGULATED MARKETS CONTRIBUTING TO ECONOMIC INSECURITY
By Kanaga Raja, Geneva, 2 July 2008


Markets cannot be left to their own devices for delivering appropriate and desired levels of economic security, the United Nations said Tuesday, and called for a policy rethink to deal with economic insecurity.

 

This was one of the key messages of the flagship publication of the UN Department of Economic and Social Affairs (UN-DESA) titled "World Economic and Social Survey 2008".

 

The report advocated steps to narrow the pendulum swings of economic cycles, reduce dependence on debt and finance instruments for economic growth, tailor macroeconomic policies to development priorities, and inject new life into multilateralism.

 

"I don't think there is any doubt that we are living in a time of increased threats and vulnerabilities," said Richard Kozul-Wright of UN-DESA, at a media briefing Tuesday. He pointed to bank runs, rising commodity prices and energy costs, and mortgage defaults as being major factors in terms of perceptions of the troubles that people face in the global economy. These have been compounded by problems of climate change and conflict.

 

Kozul-Wright said that the central message from the UN-DESA report is that while these problems have multiple causes, the fixation over the course of the last two decades with the idea of a self-regulating market and the notion that States and State regulation are part of the problem, rather than part of the solution, have contributed to the growing sense of economic insecurity.

 

What is needed now is a shift in policy emphasis towards more integrated and active policy initiatives with a much stronger focus on productive investment as a key to assuring a degree of stability and security in peoples' lives, and much closer attention to rebuilding the social contract which has been frayed across the board in developed and developing countries alike, he said.

 

According to the UN-DESA official, the basic policy message in the report is the need for an alternative-type and more active economic policy agenda; an agenda that much more successfully integrates economic and social policies than has been the case over the course of the last couple of decades.

 

The question on many peoples' minds is "can we have a global New Deal in the 21th century to match the New Deal that was required to bring about a degree of security in the second half of the 20th century," Kozul-Wright asked.

 

According to the report, at the end of the cold war, the easing of long-standing political tensions coupled with a rapidly integrating world economy held out high hopes for a new era of peace, prosperity and stability. Armed with a ready set of explanations of how unfettered markets lift all boats, trigger converging incomes and put an end to stop-go cycles, conventional economists helped fashion a policy consensus for the new era.

 

Yet, perhaps more than any single issue, it is a growing sense of economic insecurity that has come back to haunt the advocates of unfettered markets. In 2008, rising food prices and a growing incidence of hunger have provided a deadly demonstration of the mismatch between market forces and socioeconomic well-being. For many of the countries facing severe food insecurity, the problem is often one of multiple threats from poverty, natural disasters and civil violence.

 

But the outbreak of food riots in rapidly urbanizing middle-income countries, some with a solid growth record, suggests more serious structural deficiencies within these markets. The problem has been compounded by energy insecurity as fuel prices hit new highs and future supplies become entangled in a complex web of geopolitical calculations. Increasingly flexible labour markets have also undermined employment security, said the report.

 

It underscored that heightened insecurity cannot be put down simply to the destructive impulses of markets. Rather, it has much to do with the eagerness with which policymakers have ceded economic responsibility to independent central bankers, footloose corporations and managers of unregulated hedge funds, on the promise that they would deliver a healthy investment climate and help secure large economic gains for all.

 

While the macroeconomic climate has become less volatile, productive investment has not picked up, the report observed. At the same time, more and more households, communities and countries are being exposed to adverse shocks and downside risks, while their ability to cope with and recover from the consequences is sharply diminished.

 

The report noted that the concept of a self-regulating market was not new to the late twentieth century. Economists had been tinkering with it since the late nineteenth century, and it had made a brief, albeit disastrous, appearance on the policy stage in the years immediately after the First World War. What was new was the belief that, thanks to a series of technological, organizational and political developments, this concept could now be given a truly global run. The political checks and balances that had previously determined how markets could best serve the objectives of growth and stability were rolled back.

 

The stop-go cycle associated with periodic balance-of-payments crises was a major constraint on long-term growth in many developing countries during the 1960s and 1970s. A radical change in policy advice in the late 1970s should have put an end to that cycle, by switching to a market-driven outward-oriented development strategy. This promised a return to macroeconomic stability along with a stronger, more inclusive and more secure economic growth path by removing State-induced distortions and unleashing the forces of global competition, said the report.

 

In recent years, there has been a clear improvement in the macroeconomic performance of most countries in terms of lower volatility of key variables and a moderation in price inflation. However, this has not led to the expected economic dynamism, nor has it had the expected impact in reducing the vulnerability of people to downside economic risks, whether income declines or employment losses.

 

Major regions of the world are still highly vulnerable to external shocks and in most countries, greater economic stability, narrowly defined, appears to have occurred at the cost of weaker growth of gross domestic product (GDP) and lower investment rates, at least when the situation is compared with that of the 1960s and 1970s. In the absence of effective countervailing measures, both national and multilateral, increasing instability in commodity prices and capital flows has, in particular, forced Governments to build excess international reserves at a further cost in terms of forgone investment and consumption.

 

By many macroeconomic measures, "we seem to be living in an economically more secure world." Macro-economic volatility has decreased worldwide over the past decades as compared with the 1970s and 1980s. Fluctuations in output growth and inflation rates have fallen across all regions, though volatility remains much higher in developing than in developed countries.

 

The report also noted that while investment growth has fallen somewhat in most regions, it remains highly volatile in all developing-country regions. During the present decade, there has been a significant fall in investment volatility in East and South Asia, but much of it is explained by the fast economic growth context in China and India.

 

Reduced macroeconomic volatility has, by and large, come at the cost of lower average growth rates. In developed countries, growth of GDP per capita has been on a declining trend since the 1970s. For developing countries, trend growth has been up since the 1990s, but this is largely explained by fast growth in China and India.

 

Lower growth performance of the past decade may further be explained by the strong deceleration of growth in public consumption and public investment in a majority of countries. Governments in many developing countries have cut back public spending as part of orthodox stabilization programmes and as pro-cyclical responses to economic downturns and external shocks. Slow growth of productive investment in recent decades is perhaps the clearest indication of the failure of the predominant approach to macroeconomic policies to stimulate creative innovation and growth. The narrow approach to macroeconomic policymaking based on low-inflation targeting and fiscal balance failed to sustain higher growth rates because it did not pay enough attention to the factors that determine capital formation, productivity and the full and efficient utilization of productive capacity, said the report.

 

Few dispute that increased international trade and capital mobility can be a means of achieving greater national wealth. However, they can also be a source of insecurity. Trade shocks are an even bigger challenge in countries reliant on more traditional export sectors. Most developing countries are producers and exporters of primary products or commodities and their economic activity heavily relies on these sectors. The recent increase in commodity prices associated with the strong demand from China and India has helped exporting countries, mainly in Africa and Latin America, to improve growth. High volatility of commodity prices, however, continues to be a source of instability.

 

At the same time, said the report, the weight and influence of financial markets, financial actors and financial institutions have grown dramatically in recent decades. This could have provided a stimulus to growth, but the volatile and pro-cyclical nature of capital flows has at the same time turned the financial growth into a source of economic insecurity.

 

Trade volumes and terms-of-trade fluctuations have historically played a major role in the business cycles in developing countries, particularly in commodity-dependent economies. This still may well be the case and with the widespread shift towards export-led strategies in the developing world, this role has likely been accentuated. Trade shocks (in terms of both prices and volumes) still pretty much dominate current-account adjustment and became more predominant again after much of the external debt overhang of developing countries, accumulated with commercial banks, had been restructured in the late 1980s, in particular in Latin America.

 

The vulnerability to trade shocks is closely associated with the nature and degree of export diversification, noted the report.

 

Global trade has grown consistently faster than output since 1945 and significantly so for the last 25 years. Over this same period, the share of developing countries has risen steadily, including in the export of manufactures. A more outward-oriented growth strategy can make for a more stable growth path, particularly where the domestic market is small. However, greater reliance on export markets may increase the vulnerability of countries to sudden changes in the volume of exports or the terms of trade when they are not able to diversify their structure of production and exports.

 

East Asian countries were very successful in achieving a rapid transformation of exporting sectors, away from primary products and resource-based and low-technology manufacturing towards more capital-intensive and high-technology goods. The share of the former type of goods in total exports of the region dropped from 76% in 1980 to 35% in 2005. In China, this share fell from 93% in 1985 to 44% in 2005. Other regions have been less successful in transforming their structure of production for exports. South and Central America still rely on primary products and simple manufactures (about 78% of exports in 2005, though down from about 90% in 1983). In Africa, the concentration of exports in low value added products is greater still (83% in 2005).

 

The degree of diversification of countries and their insertion into world markets constitute an important factor explaining growth and economic instability, said the report. The steady diversification of economic activity has been identified as a common feature of a modern growth path and closely associated with industrial development. The diversification of exports towards higher value added products increases the resilience of countries to trade shocks and provides a stronger foundation for improving growth and stability over longer periods of time.

 

Parallel to the large expansion of trade, the lifting of capital controls in most countries supported greater financial integration in industrialized and developing countries. Net financial transfers to developing countries had increased substantially starting from the early 1990s after a drought in the 1980s.

 

The growing influence of financial markets and institutions on economic growth and development has been described as a process of "financialization". Indeed, said the report, the global stock of financial assets has risen 12-fold since 1980, three times as fast as global GDP. The value of daily foreign-exchange transactions, which amounted to just $80 billion in 1980 now stands at close to $2,000 billion, a growth rate six times faster than that of foreign trade.

 

There have been massive two-way flows of funds dominated by short-term capital movements in the form of cross-border bank lending, equities and bonds. The market for corporate control through cross-border mergers and acquisitions has also mushroomed and a good deal of foreign investment has been in banking, insurance and other financial services.

 

These trends are closely associated with the rapid liberalization of domestic financial markets and the opening up of the external capital accounts, which, together with the increase in cross-border flows, were expected to bring large efficiency gains and faster growth. Moreover, financial innovation (closely associated with more competitive financial markets) and the greater depth of financial markets would greatly reduce risk as hedging and insurance options became more attractive, and the threat of shocks and crises diminished.

 

Indeed, the term "securitization", coined to describe the plethora of new financial instruments devised to pool and transfer risk, would suggest that the unshackling of finance brings about a safer and more stable world economy. However, in practice, these financial dynamics, with their introduction of heightened risks of strongly pro-cyclical volatility, have had far-reaching implications for the real economy, said the report.

 

"Debt, leverage, collateral value and expected asset prices have become the dominant drivers of the [economic] cycle," said the report, noting that elaborate mechanisms to manage risk by spreading it among financial players have served instead to spread the risk further, leading to crises in housing and credit markets in developed countries which have taken a global aspect.

 

The triumph of exotic, financial instruments over productive investment has been aided by the concept of the self-regulating market, an idee fixe of the late twentieth century. It is a tempting obsession, in terms of its promise of largely automatic economic growth. But careful observers realize that markets do not regulate themselves, the report pointed out, calling for renewed attention to the array of institutions, rules, regulations and norms on which effective markets depend.

 

Episodes of exceptionally rapid economic expansion driven by financial bubbles can bring periods of growing prosperity, but they can end very suddenly in recessions or longer periods of slow growth. Sharp swings in asset prices, exchange rates and aggregate demand cause a fundamental uncertainty regarding the return on capital, shorten planning horizons and promote defensive and speculative strategies in investment which can, in turn, exert a significant adverse influence on the pace and pattern of capital accumulation, economic growth and employment.

 

These problems are particularly serious in developing countries in view of the limited scope therein for pursuing effective counter-cyclical macroeconomic policies. The pro-cyclical nature of private capital flows limits the space available to Governments in developing countries for conducting counter-cyclical macroeconomic policies. The failure to contain the impact of surges in capital inflows can thus lead to large macroeconomic imbalances, which will call for sizeable downward adjustment of the economy when there is a sudden stop in the access to external financing. This reduced capacity to implement counter-cyclical policies implies that access to international financial flows also has an impact on the real economy, although not by smoothing the business cycle, as had been anticipated by economic theory, but rather by magnifying it.

 

Over the past decade, said the report, liquidity expansion and low interest rates have also resulted in a rapid growth of lending in property markets in developed countries, notably the United States, where high-risk sub-prime mortgages rapidly became a source of global instability. The impact has been felt beyond the mortgage market by third-party investors, as the rights to mortgage payments had been transferred by original lenders in packages of mortgage-backed securities and collateralized debt obligations.

 

Despite the intervention by central banks in industrialized countries, conditions in credit markets are tight as banks started to reveal major losses. There are strong signals that the exceptionally favourable cyclical conditions prevailing in the world economy since the early years of the decade are coming to an end, creating a growing concern that the financial excesses may not be undone through an orderly correction.

 

The report said that economic insecurity is further aggravated by the absence of a social contract that provides minimum protection to citizens against unanticipated income loss. The problem is particularly serious in many developing countries in view of their limited capacity to pursue effective counter-cyclical macroeconomic policies. Extreme poverty, defined as the lack of resources to meet the daily food intake requirement of individuals, is the most damaging expression of economic insecurity.

 

The report also noted that countries with less diversified production and export structures tend to show greater investment volatility and are more vulnerable to external shocks. With the lack of adequate social protection systems, such volatility directly translates into more insecure employment conditions in most developing-country contexts.

 

Adverse external shocks transmitted through the trade and capital accounts have direct impacts on economic security and the fight against poverty, whether through repressed investment, wasted resources or lost output. During the 1980s and
1990s, many developing countries had tried to mitigate the impacts of these shocks with measures that emphasized controlling inflation and restoring fiscal balance. This not only delayed the recovery, but has, in many cases, actually made countries weaker and more vulnerable to future shocks.

 

A different approach is required, the report stressed.

 

First of all, macroeconomic stabilization policies should be well coordinated with other areas of economic policies to ensure that the overall policy stance is conducive to preserving stability while promoting economic growth, diversification of production and employment-generation. Second, developing countries need to create more space within which to conduct counter-cyclical macroeconomic policies. This not only would involve avoiding pro-cyclical monetary and fiscal policy stances, but also might include - depending on country conditions - important roles for fiscal stabilization or savings funds and counter-cyclical prudential financial regulation and capital controls.

 

Third, such national policy efforts will need to be supported by regional and multilateral cooperative actions. International action mitigating the impact of private capital flow volatility and providing liquidity that can be quickly disbursed with low policy conditionality can enhance the necessary policy space.

 

Governments can enhance the scope for counter-cyclical policies by improving the institutional framework for macroeconomic policymaking. Setting fiscal targets that are independent of short-term fluctuations in economic growth (so-called structural budget rules) as well as commodity stabilization funds can be effective in forcing a counter-cyclical policy stance.

 

In developing countries with open capital accounts, where conducting counter-cyclical monetary policies has become increasingly difficult, there is a need to consider effective measures to control and regulate international capital flows as well as the operations of the domestic financial sector. The establishment of stabilization funds could also help smooth out fiscal revenues, especially in countries where commodity prices have a large impact on the economy and the fiscal balance.

 

The limited effectiveness of monetary policies, the pro-cyclical nature of capital flows and the intrinsic imperfections in financial markets justify the prudent use of capital-market interventions, said the report. Such interventions may help mitigate volatility in short-term capital flows, discourage long-term capital outflows, reduce the likelihood of financial crises, and stimulate growth by reducing the volatility in the availability and cost of domestic borrowing.

 

Prudential regulation and effective supervision of financial institutions should aim at ensuring the solvency of financial institutions by establishing adequate capital requirements, appropriate standards for risk assessment and diversification, sufficient provision for non-performing and questionable portfolios, and adequate levels of liquidity to address maturity mismatches between their assets and liabilities.

 

One step that many developing countries have taken to protect themselves from the volatility of financial flows and commodity markets is to set aside massive foreign reserves as a form of self-insurance. However, the fact that these savings are largely kept idle, costs these countries roughly $100 billion a year.

 

The report recommended continuing and extending the trend by which foreign reserves are placed in more productive sovereign wealth funds, and especially of using these funds to invest directly in development projects in other developing nations. Developing countries own over $4.5 trillion in official reserves and the estimated size of existing sovereign wealth funds assets is at least $3 trillion. An allocation of just 1% of those assets (or the equivalent from the asset returns) on an annual basis would amount to about $75 billion, which is triple the size of annual lending by the World Bank.

 

The report said that while domestic governments are seeking measures to overcome shocks and provide for security, international cooperation can be most effective in advancing the economic security agenda.

 

The report called for renewing the Bretton Woods system - more effective compensatory mechanisms to deal with external shocks; support for counter-cyclical macroeconomic measures and stronger global financial regulation; and inclusive policy coordination. It also called for revisiting the Marshall Plan: a more effective aid architecture that takes national ownership seriously and supports local priorities and capacities.

 

Lastly, the report called for recreating the New Deal on a global level: the World Bank has called for a new deal for agriculture, seeking trade liberalization for farm products as well as greater investment in agriculture. But like the policy response to the Great Depression of the 20 century, action is needed to curb abuses in market power, and to better share the burden of shocks, said the report. 
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