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Are financial markets efficient? 

Mainstream economic theories still suggest that financial markets, including the markets 

for currencies, smoothly and automatically solve the most complex and enduring 

economic problem, namely the transformation of today’s savings into tomorrow’s 

investment or the savings of one country into the investment of another country. It 

assumes that with efficient financial markets the decision of some people or countries 

not to spend their revenues but to put part of them aside does not create a major 

problem. This view faces two major objections. The first one concerns the mechanism of 

interregional allocation of savings, the second one the functioning of capital markets in 

general. 

 

Why is capital flowing uphill? 

In the late 1990s the current account of developed countries as a group moved from a 

surplus to a deficit and developing economies as a group moved from a deficit to a large 

surplus. The magnitude of this new phenomenon of "capital flowing uphill" has caused 

some observers to conclude that big developing countries like China have been creating 

a global “savings glut”, a view in sharp contrast with expectations derived from standard 

development theories, which had predicted the absorption of surplus savings of rich 
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countries by the poorer ones. Consequently, with open capital markets and capital 

flowing the “wrong way” mainstream theory has to admit that poor countries cannot fill 

their “savings gap” and have to fall behind instead of catching-up.  

 

However, empirical evidence shows that the countries with net outflows of capital have 

been the countries with very high growth in Asia, where investment (in annual growth 

rates as well as in percent of GDP) was much more dynamic than in most developed 

countries and in other developing regions. The conclusion from this observation is 

simple: The savings approach, although widely shared in the development community 

for a long time, has to be taken with a considerable dose of caution. The assumptions of 

this model are heroic and its predictions have been repeatedly refuted by empirical 

evidence. Many developing countries, particularly in Latin America, failed to achieve 

higher productive investment despite monetary and financial policies that attracted 

waves of capital inflows. On the other hand, Asia is the most important global investor 

with an unprecedented catching-up performance and it is a capital exporter at the same 

time.  

 

A view that better reflects the complexity and imperfections of the real world 

emphasises that strong domestic demand and stable enterprise profits simultaneously 

create the capacity of firms to invest and the capacity of private households to save, 

whereas new investment is financed by new money in systems of fiat money. Thus, 

opposite to the traditional orthodox view, a fall in the savings ratio does not lead to a fall 

in investment. Falling savings induce an increase in consumer demand that increases 

companies’ profits (company savings) and normally stimulates investment instead of 

depressing it.  
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In the same vein, an increase in exports and an improvement of the current account – for 

example as a result of rising competitiveness of domestic producers due to a currency 

devaluation - does not represent a reduction of inflows of foreign savings causing a fall 

in investment. On the contrary, in this case falling foreign net capital inflows as reflected 

in a falling current account deficit or a rising surplus are stimulating aggregate demand 

by raising profits of domestic producers and inducing the creation of jobs. Falling 

foreign savings induce higher domestic investment.  

 

Neither a fall in consumption nor a fall of exports or rising imports is a prerequisite for 

higher investment. Rather, the causality works in the opposite direction: lower savings 

of private households or lower deficits in the current account tend to stimulate 

investment in fixed capital. The “savings” that are needed from an ex post point of view 

to equal investment are generated by fiat money in the first round and higher income of 

households or higher profits of entrepreneurs in the second.  

 

Can herding be efficient? 

The second objection that has to be brought forward against the view that financial 

markets are efficient directly addresses the assumptions of the efficient market 

hypothesis. Obviously, investment in fixed capital can be profitable for the individual 

investor and for society at large if it increases the availability of goods and services. 

Replacing an old machine by a new and more productive one, or replacing an old 

product by a new one with higher quality or additional features is risky because the 

investor cannot be sure that the new machine or the new product will meet the needs of 
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the potential clients. If it does, the entrepreneur gains a temporary monopoly rent until 

others are in a position to copy his invention. Even if an innovation finds imitators very 

quickly, this doesn’t create a systemic problem: It may deprive the original innovator 

more rapidly of parts of his entrepreneurial rent, but for the economy as a whole the 

quick diffusion of an innovation is always positive as it increases overall welfare and 

income. The more efficient the market is regarding the diffusion of knowledge, the 

higher is the increase in productivity and the permanent rise in the standard of living - 

at least if the institutions allow for an equitable distribution of the income gains and the 

overall demand that is needed to smoothly market the rising supply of products.  

 

The accrual of rents through “innovation” in financial markets has a fundamentally 

different character. Financial markets, on the one hand, are about the effective use of 

existing information concerning existing assets and not about technological advances 

into hitherto unknown territory. The temporary monopoly over certain information or 

the better guess of a certain outcome in the market of a certain asset class allows gaining 

a monopoly rent based on simple arbitrage. The more agents sense the arbitrage 

possibility and the quicker they are to make their disposals, the quicker the potential 

gain disappears. In this case, society is also better off, but in a one-off, static sense. 

Financial efficiency may have maximized the gains of the existing combination of factors 

of production and of its resources, but it has not reached into the future through an 

innovation that shifts the productivity curve upwards and that produces a new stream 

of income. 

 

However, the fatal flaw in financial innovation that frequently leads to crises and 

collapse of the whole system occurs in a different way. Whenever herds of agents on the 
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financial markets “discover” rather stable price trends in different markets (which are 

originally driven by events and developments in the real sector) allow for “dynamic 

arbitrage”, they will start investing in the probability of a continuation of the existing 

trend. That is where the drama begins. If many agents (“investors”) disposing of large 

amounts of (frequently borrowed) money bet on the same “plausible” outcome (such as 

rising prices of real estate, commodities, stocks or currencies) they acquire the market 

power to move these prices in the direction that they favour. This is the process that 

drives prices in financialized markets far beyond sustainable levels; indeed it produces 

false prices in a systematic manner. The instrument to achieve this is the generation of 

apparently convincing information, such as “rising Chinese and Indian demand for oil 

and food” in the commodity markets or “the confidence in emerging market economies 

to prosper”. If this kind of information is factored into the decisions of many market 

participants and is confirmed by analysts, researchers, the media and politicians, betting 

on ever-rising prices becomes for some time riskless and seems to allow profits in the 

bubble that are totally disconnected from the real economy.  

 

Other than the mainstream view in economics holds, speculation or “investment” of this 

kind is not stabilizing but destabilizing the prices on the effected markets. As the 

equilibrium price or the “true” price simply cannot be known in an environment 

characterized by objective uncertainty, the crucial condition for stabilizing speculation, 

the knowledge of the equilibrium price, is not given. Hence, the majority of the market 

participants just extrapolate the actual price trend as long as the “convincing” 

arguments are presented to justify the hike. This happens despite the fact that everyone 

should know that in economies growing at single-digit rates the expectations of herds of 

financial market participants are misguided from the beginning. However, human beings 
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tend to believe that in their generation things may happen that never happened before, 

ignoring, at least temporarily, the lessons of the past. 

 

The bandwagon created by uniform, but wrong, expectations about the long term price 

trends inevitably hits the wall of the real economy because funds have not been invested 

in the productive base of the real economy where they could have generated higher real 

income. Rather, it has only created the illusion of high returns and ”money for nothing-

mentality” in a zero sum game that was stretched over time. Sooner or later the 

consumers, producers or governments and central banks will face limits to perform at 

the level of exaggerated expectations because hiking oil and food prices cut deeply into 

the budgets of consumers, appreciating currencies send current account balances into 

unsustainable deficit, or stock prices lose touch with any reasonable profit expectations. 

Whatever the specific reasons or shocks that trigger the turnaround, at a certain point of 

time more and more market participants begin to understand that “if something cannot 

go on forever, it will stop”, as it was once put by United States presidential advisor 

Herbert Stein. At this point it comes to the fore that financial markets, and the currency 

market in particular, have created the tail risk that has been the focus of so many critical 

studies on the behaviour of financial markets.  

 

Are Currency markets efficient? 

Capital flow volatility is one of the most pressing financial problems facing developing 

and emerging economies. These countries expect steady and reliable inflows to promote 

investment in fixed capital and to help to finance temporary shortcomings in physical or 

fiscal resources. Flows that are volatile, unreliable or damaging can harm the prospects 
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of development and hamper the ability of developing and emerging economies to catch-

up with the most advanced economies.  

 

Capital flow volatility, floods of capital inflows at one point of time and a full reversal at 

others, may hit countries in totally different circumstances. In principle, monetary policy 

should be able to mitigate the floods as well as to compensate for sudden droughts. 

Central banks can sterilize part of the inflow by buying foreign currency in the market 

and they can decelerate the pace of outflows by selling foreign currency or by raising 

interest rates. Either way, direct intervention has become the most amenable 

instrument to dampen the negative effects of capital flow volatility. The IMF concedes 

that “the reserves build up of recent years seems to be a by-product of policies aimed at 

‘leaning against the appreciation wind,’ rather than at strengthening precautionary 

buffers” (International Monetary Fund, Regional Economic Outlook: Western 

Hemisphere, Washington DC, 2010, p. 22).  

 

Indeed, the huge stocks of foreign reserves that developing countries have been piling 

up since the end of the Asian crisis are clear testimony that outside crisis periods the 

currencies of major emerging countries are under permanent pressure to appreciate 

and in this way to overshoot their justified value by a wide margin. This endangers the 

competitiveness of the countries affected on the world market and distorts the 

perceived welfare effects of trade.  

 

The “Appreciation Wind” 

Which forces are behind the “appreciation wind” that is now a common threat to many 

emerging economies? Is it mainly pull factors, which means attractive rates of return in 
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emerging economies or are there also push factors, such as general distractions in 

advanced economies. Do the latter include low return expectations or extremely low 

interest rates due to expansionary monetary policies such as “Quantitative Easing” in 

the United States and Europe and the zero interest rate policy in the last two decades in 

Japan? Indeed, there is clear evidence that for many years now a huge gap in short-term 

nominal interest rates between some emerging economies and advanced economies has 

built up. 

 

The size and the stability of the gap between Japan and most emerging markets for the 

last fifteen years is particularly remarkable. Developing Asia reduced its interest rates 

significantly after its financial crisis and was able to remain thereafter in a range below 

five percent and very close to the big developed economies. By contrast, Latin America 

and the Caribbean countries, clearly dominated by Brazil, achieved a certain reduction 

but, with rates between 5 and 10 percent, remain consistently above the Asian rates.  

 

The sharp reduction of the interest rates in the US and in Europe during the “great 

recession” has put them at the level of Japan and has fundamentally changed their 

relation to the developing and emerging markets compared to the years before the 

crisis. However, the quantitative and qualitative importance of this switch of the US 

dollar and the euro from high yielding to low yielding currencies has to be carefully 

interpreted. The bulk of the currency carry trades, which systematically exploit the 

differences in short-term interest rates, always used the low-yielding currencies of 

Japan (or, for targets in Eastern Europe the Swiss Franc) as funding currencies. A hedge 

fund located in the United States or on a Caribbean Island would have borrowed money 
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in Japan and deposit it in Brazil, in Turkey, in South Africa or in Iceland before 2008, 

today it would do the same directly with funds from the US or from Europe.    

 

Hence, as to whether the bulk of the flows are pushed from advanced economies or 

pulled from emerging markets, should not be in the focus of interest. For global players 

with access to the most important financial centres only the absolute size of the interest 

rate difference between potential funding countries and target countries is the decisive 

factor. In this regard, the widening gap in interest rates between the United States, 

Europe and the emerging regions, which is mainly due to aggressive monetary 

expansion after 2008, has indeed induced a switch in the funding currencies from Japan 

to the US and Europe but “quantitative easing” has played a minor role in the calculation 

of carry-trade returns as they are based on short term interest rates and do not change if 

more funding currencies with low interest rates are available. There is no evidence that 

quantitative easing has changed the perception of the overall relationship between 

advanced and emerging markets. 

 

The crucial political point is the failure of the financial markets on both sides of this 

trade to deliver the expected balancing out of these flows. The remarkable stability of 

the interest rate differentials points to the lack of an endogenous mechanism to even the 

“interest rate-mountains” between national money markets.  Huge inflows of short-term 

money do not bring down the domestic interest rate in the target country and do not 

raise it in the funding country. This stickiness of short-term rates on both sides is the 

result of the central banks willingness to set and to hold the short-term interest rate at a 

level conducive to reach the national economic targets and nothing else. Consequently, 

central banks sterilize inflows and compensate outflows by applying all the instruments 
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available including the use of reserves and domestic open market operations to achieve 

this target.  

 

The power of central banks to determine national interest rates provides the crucial link 

to the global monetary system. For monetary policies to be successful nationally and on 

a global scale an effective external adjustment mechanism is needed to help them to 

cope with external shocks and the diminution of their policy space.  

 

In theory such a mechanism is simple and straightforward: As interest rate differentials 

are closely associated with inflation differentials, the text book expectation for market 

determined exchange rates is a rule called “uncovered interest rate parity” (UIP, where 

high interest rates are compensated by the expectation of a depreciation) or the one 

called “purchasing power parity” (PPP, where high inflation rates are compensated by 

the expectation of a depreciation).  

 

However, there is no evidence that currency markets would bring about such an 

effective result – at least not in the short- and medium run. For both UIP and PPP rules 

to work, exchange rate changes have to compensate interest or inflation differences. 

Appreciation of currencies with low inflation and low interest rates would result in 

stabilizing capital flows. Arbitrage with differences in interest rates would be no longer 

profitable, and stable trade equilibriums would ensue, as the real exchange rate, the rate 

that determines competitiveness of nations, would be rather stable.  

 

In fact, flexible or market determined exchange rates have failed on both accounts. Net 

portfolio investment inflows have appreciated the currencies with high-interest and 
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high inflation rates over extended periods of time. Moreover, appreciation itself has 

increased the returns of interest rate arbitrage, which has fuelled further inflows. In this 

way, the system was not only unstable but it was destabilizing and monetary policy 

autonomy has been reduced dramatically.  Brazil is the most striking example. Huge 

inflows dominated the picture before and immediately after the crisis of 2008 bringing 

about a huge and unwarranted real appreciation of the real.  

 

Against these destabilizing inflows the central banks of the countries concerned have 

used direct intervention time and again and in significant quantities. In the second 

quarter 2007, for example, the central bank of Brazil sterilized nearly the whole inflow 

of portfolio investments and other investments by buying US dollars and increasing its 

reserves. South Africa acted accordingly when the Rand started to appreciate sharply 

after the 2008 crisis.  

 

However, with their intervention central banks face an uphill struggle as capital flows of 

the carry trade type are resilient and the central banks are normally not willing to use 

their interest rate instrument aggressively to fight off these inflows. The markets easily 

use the stickiness of central bank determined national interest rates and the interest 

rate differential acts like a huge magnet that after each shock attracts the flows back to 

the target currencies.  

 

Highly leveraged financial institutions like hedge funds and globally active banks (but 

also the archetypical “Japanese housewives”) run carry trade – before and after the 

crisis – as one of their main businesses. Hence, the amounts of funds involved are huge 

and dominate most of the other single determinants of overall capital flows. Even if 
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there are statistical limits to establishing the full amount of such movements in all 

countries and at all times, the logic to prove their existence and dominance for the 

determination of exchange rates is straightforward. Nothing else but a financial flow like 

carry trade can explain the fact that exchange rates are driven against the fundamentals 

time and again and only interrupted by financial crises.  

 

As carry trade is a classical example of herding behaviour the investment strategy of a 

single investor is enhanced if many others follow his example. A large movement of 

flows into a target country like Iceland (before the crisis of 2008), Brazil, Turkey or 

South Africa will drive the exchange rate of the target country down (appreciate the 

currency) and will sometimes even depreciate the exchange rate of the funding 

countries, although their financial markets are much bigger and deeper.  

 

Increasing and self-perpetuating profit margins of financial investors come at a high 

price for the real economy in the target countries. The investors receive the interest rate 

differential plus, by exchanging the target currency back into the funding currency at a 

more favourable rate, they receive a premium if the high-inflation, high-interest 

currency has appreciated. But overshooting exchange rates as experienced during the 

last decade in many emerging markets destabilize investment in fixed capital required 

for sustained development and have distorted trade much more than any protectionist 

measures taken in this era. 

 

The cost of leaning against the appreciation wind 

With large, unstable flows in the short and medium term pointing to unsustainable 

outcomes in the long term the occurrence of major shocks is just a matter of time - “what 
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cannot go on will stop” as once stated by US Presidential advisor Herbert Stein. And stop 

they did. There were at least five big shocks during the last twenty years with clearly 

traceable results on capital flows. The first was the Mexican crisis in 1994, the second 

the Asian crisis of 1997 including the Brazilian crisis of 1999. Argentina stands for crisis 

number four in 2001 and 2002 while number five was a minor shock due to rumours in 

the markets that Japan would increase its interest rate. Finally, the last crisis now called 

the “great recession”, brought about the biggest drop ever in capital flows to emerging 

markets.  

  

The outcome of these shocks in terms of capital flow volatility is straightforward: In an 

environment where the exchange rate is moving against the fundamentals (the inflation 

rate or the interest rate) market participants are always on the go as they are aware of 

the tail risk of their strategy. In such an environment different events may provide the 

spark to ignite sudden reversals of flows while herding again intensifies the strength of 

the move. That is why carry trade or investment in currencies is considered to be as 

risky as investment in other asset classes like stocks or commodity derivates. Whenever 

the evidence mounts that the bubble could soon burst, a small event suffices to start the 

stampede. 

 

The cost of the destabilizing capital flows can be devastating. During the build-up period 

the appreciation of currencies poses an enormous burden on the trade flows of 

developing and emerging economies. For example, between August 2005 and August 

2008 the Brazilian Real appreciated most of time in nominal terms. Accumulated over 

the three years this resulted in an appreciation in nominal terms of more than 45 

percent. Taking into account the fact that Brazil had higher inflation rates during the 
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whole period than the United States the real exchange rate between Brazil and the US, 

which is the sum of the inflation differential and the nominal appreciation of the Real 

even appreciated by more than 50 percent. 

 

Once the crisis hits and the flows reverse, the central banks try to defend their currency 

from undershooting by applying restrictive monetary and fiscal policies. Such tightening 

– reminiscent of the pro-cyclical policy response to the Asian crisis – jeopardizes their 

economic recovery. For example, during the Asian crisis the Asian as well as the Latin 

American countries experienced dramatic interest rate hikes while the United States 

immediately after the beginning of the “dot-com recession” in 2001 and after the 

outbreak of the “big recession” in 2008 cut interest rates to close to zero to stimulate the 

domestic economy. 

 

IMF assistance – at times combined with swap agreements or direct financial assistance 

from the EU or the United States – has helped to ease the immediate pressure on the 

currencies and banking systems of the troubled countries. But as the origin of the 

problem in many cases was speculation of the carry trade type the traditional IMF 

approach for tackling such a crisis was inadequate. Raising interest rates to avoid 

further devaluation is like the tail wagging the dog and traditional assistance packages 

combined with restrictive policy prescriptions – or at least an expectation by donors 

that the spirit of such belt-tightening exercises will be applied by beneficiary countries – 

are unnecessary and can be counter-productive.  

 

Indeed, countries that have been exposed to carry trade speculation need a real 

devaluation in order to restore their international competitiveness. They also need 
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assistance to avoid an undershooting of the exchange rate, which would both hamper 

their ability to check inflation, increase debt denominated in foreign currency and 

unnecessarily distort international trade. However, belt-tightening through rising 

interest rates and falling government expenditure will only worsen matters in the real 

economy. In such a situation, developing and emerging countries need expansionary 

fiscal and monetary policies to avoid a recession, at least as long as the expansionary 

effects of the “orderly” devaluation of the currency have failed to materialize.  

 

To try to stop an overshooting devaluation – which is the rule and not the exception – is 

very costly if tried unilaterally, but much less so if countries under pressure to devalue 

join forces with countries facing revaluation. Countries that are struggling to stem the 

tide of devaluation are in a weak position, as they have to intervene with foreign 

currency, which is available only in limited amounts even if the stock of reserves is large. 

If the countries with appreciating currencies engage in a symmetrical intervention to 

stop the “undershooting”, international speculation would not even attempt to challenge 

the intervention, because the appreciating currency is available in unlimited amounts.  

 

Unless there is a fundamental rethinking of the exchange rate mechanism and the cost 

involved in the traditional “solution” of assistance packages without symmetrical 

intervention, the negative spill-over of financial sector crisis into the real economy will 

be much higher than need be.  

 

Managed floating based on UIP or PPP as a solution 
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The role of currencies and exchange rates in international transactions mirrors the two 

contrasting standpoints: In the neoclassical world, exchange rates simply reflect the 

countries' price level, it is assumed that purchasing power parity theory holds. In the 

non-orthodox view currencies are understood as assets determined by the composition 

of market participant’s portfolio preferences. Shifts of nominal wealth reflect market 

expectations and short-term speculation may trigger movements in the exchange rate 

far beyond the fundamentals, in particular the inflation and interest rate differentials.  

 

Since changes in the exchange rate that deviate from purchasing power parity affect 

international trade in a very similar way to changes in tariffs and export duties, such 

changes should be governed by multilateral regulations. A multilateral regime would, 

among other things, require countries to specify the reasons for real devaluations and 

the dimension of the necessary changes. If such rules were applied strictly, the real 

exchange rate of all parties would tend to remain more or less constant, since the 

creation of competitive advantages for specific countries or groups of countries would 

not likely be accepted.  

 

Under these conditions managed floating, strictly along the lines of UIP or PPP, can be 

practiced as a unilateral exchange rate strategy or as a bilateral solution. It can also be 

applied in the context of a framework for regional monetary cooperation. Finally, the 

UIP or PPP rule could even be used as a guideline for the international monetary system.  

 

As a unilateral approach the strategy of UIP or PPP based managed floating can offer 

individual countries limited protection against the threat of carry-trade in situations 

even where the domestic interest rate is higher than the interest rate of the pivot 
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country. As the targeted depreciation equals the interest rate difference, the 

management of the exchange rate along the lines of UIP completely removes the profit 

potential of carry-traders. In addition, operation of the UIP rule also removes the 

incentive for domestic debtors to incur their debt in foreign currency. The advantage of 

low foreign interest rates is fully compensated by an appreciation of the foreign 

currency vis-à-vis the domestic currency. This strategy to avoid an appreciation of the 

domestic currency is applicable even in countries with relatively high interest rates as 

the loss incurred by the central bank by investing the foreign currency in low interest 

rate countries is systematically compensated by an increasing value of foreign reserves 

expressed in national currency.  

 

However, the unilateral approach reaches its limit once a currency comes under strong 

downward pressure. Due to the limited amount of foreign exchange reserves available 

to the national central bank, the scope for the management of floating can easily be 

exhausted.  

 

This is why a regional approach to agree on a common exchange rate policy based on the 

rule of UIP or PPP adjustment is more promising. A group of countries can agree on a 

matrix of bilateral exchange rate parities, which are modified continuously in 

accordance with UIP or PPP. The European Monetary System (the predecessor of the 

European Monetary Union) was such a managed floating system, but adjustments were 

made discretely instead of automatically. The fact that EMU is in such troubled waters 

reflects the unawareness of European policy makers about the importance of a stable 

real exchange rate even if there are no nominal exchange rates any more. 
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For the international monetary system, managed floating based on the UIP or PPP rule is 

the only rational solution short of a truly international currency. Major currencies could 

arrange a mutual network of bilateral UIP exchange rate paths. The remaining countries 

could chose one of these hubs as the anchor of their currency and organize on this basis 

a bilateral UIP path with the central bank of one of the anchor currencies. Given the 

willingness to co-operate in the stabilization of bilateral exchange rates the need to hold 

precautionary reserve balances for all countries could be reduced significantly. 

 

Conclusion 

Developing countries' monetary policy options to achieve external conditions conducive 

to high growth and development are limited: On the one side, flexible exchange rate 

regimes that are traditionally assumed as freeing monetary policy (as central banks are 

free to refrain from intervention in the foreign exchange market) have not brought 

about the effective policy autonomy. Rather, they have exposed developing and 

emerging economies to overvaluation, negative balance sheet effects and the risk of 

financial crisis that very often has counteracted effort to install sustainable growth 

enhancing policies. On the other side, rigidly pegged exchange rate regimes, including 

unilateral monetary integration such as de jure dollarization sacrifices the possibility to 

initiate a growth enhancing 'money-profit-investment' cycle a priori.  

 

 

The external value of money is of enormous importance to economic development as it 

determines the level of international competitiveness of the whole economy. In a 

Keynesian view, the relevance of monetary policy for growth is reflected in a 

competitive level of the real exchange rate and in low interest rates. If these monetary 
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conditions restrict growth and fixed investment, all the other ingredients of good 

governance or market flexibility are not sufficient to overcome this constrain. In fact, 

monetary conditions are crucial for development. The main mistake of the past was to 

slavishly follow the Washington consensus in its attempt to “get the prices right". Many 

countries by pursuing the agenda of “market flexibility” to get the microeconomic prices 

right got the most important prices, the exchange rate, the interest rate and the wage 

rate wrong.  

 

In view of the monetary chaos of the last decades developing countries have to find 

adequate instruments to introduce and/or maintain pro-growth monetary conditions at 

the national or regional level. In particular this means to avoid frequent currency over-

valuation and currency crisis as well as too high real interest rates. Exchange rate levels 

need to be supportive of export growth, and interest rates need to be kept at low levels 

to support investment in fixed capital. To implement such policies that, internal rules 

about nominal wage growth following productivity growth plus an inflation target are of 

utmost importance. Moreover, adjustment of real wages to productivity is the most 

important and the most sustainable stabilizer of domestic demand. 

 

Overall, the currency system is crucial because it is the valve that regulates the pressure 

in all parts of the system and prevents an increase of the pressure in certain parts that 

would endanger the survival of the whole edifice. The market has amply proven that it is 

unable to find the exchange rates that reflect the fundamentals of the countries wishing 

to exchange goods and services. Traditional trade theory was built on the idea that it is 

mainly real shocks that need to be absorbed by the international system. Now, after 

several decades of experience it has become clear that monetary shocks, in particular in 
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a system of flexible exchange rates, are much more important and dangerous. Insofar, 

the divergence of nominal values between economies is a much more frequent feature of 

the globalized economy than real divergence. Obviously, in a system of sovereign 

national states with sometimes even independent national central banks is it not easy to 

agree on the necessary cooperation in monetary affairs. 

 

That is why the main and most urgent task of the international community is to find a 

non-partisan rule that defines the values of the currencies against each other. In the 

current non-system individual countries can find temporary and pragmatic solutions to 

their problems of over- or undervaluation. One of them is intervention even on a daily 

basis in the currency markets; another is capital controls or the taxation of inflows of 

hot money. All of these measures are absolutely justified in an environment where the 

dominant powers still stick to the naive belief that “the market” is able, in principle, to 

find the right exchange rates. Only when this belief is fully discarded, the most urgent 

matter will get the attention it deserves: To apply with honesty and civility the 

“categorical imperative” of any form of international exchange, namely to determine the 

international value of the currency of one country that all its trading partners can 

accept.  

 
 

 


	Managed floating based on UIP or PPP as a solution

