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Globalized Financial Markets and Monetary Policy

G obalization -- that is, the growing integration and
i nt erdependence of national economes -- is changing dramatically
the econom c | andscape. Countries are trading nore goods and
services, an increasing nunber of firnms now operate across
nati onal borders, and savers and borrowers have greater access
than ever before to global financial markets. Over the past
decade, world trade has grown tw ce as fast as world out put,
foreign direct investnent three tinmes as fast, and both currency
tradi ng and share trading about ten tinmes as fast.

Not everyone agrees that all this is good for
i ndi vi dual national economes or for the world conmunity at
| arge. Anmong those who take a dimer view of globalization one
concern is that the increased influence of international
financial markets is eroding the ability of national governnents
to set their own macroeconom c policies. They also worry that
powerful financial markets may be the main cause of crises such
as those in Mexico in 1994-95 and in Southeast Asia in 1997.

You wi Il probably not be surprised to hear that | do
not share these negative views. And today, | would like to
di scuss one particul ar aspect of globalization -- how nati onal
nmonetary policies work in an environnment of globalized financial
markets. | will draw heavily on Canada's own experience to
support the view that nonetary policy can continue to function
effectively in this increasingly integrated world.

Canada has a |long history of being open to gl obal
mar kets for goods, services and capital. This interaction with
the rest of the world has proven very successful, in ny view, and
has benefited Canadi ans and our foreign partners enornously
t hrough the years.



Wth open international markets, Canadi ans have been
able to sell their products and services abroad and to enjoy a
wi de variety of inported goods, sonme of which could not readily
be produced at honme. And we have been able to set up businesses
and pursue investnent opportunities abroad. Even nore
inportantly, we have been able to use foreign savings to finance
the large investnment projects that were necessary to devel op our
industrial infrastructure and to increase our production
potential, especially in the resource and manufacturing sectors.
We have al so had access to technol ogi cal innovations and
processes devel oped el sewhere. This has allowed us to conbi ne
new capi tal equi pnment and a skilled | abour force nore
efficiently, thereby inproving productivity and, thus, our
i nconmes and standards of |iving.

Nonet hel ess, there are concerns in Canada, as well as
el sewhere, about the rapid increase in international financial
flows and the inplications thereof. How does the free novenent
of capital affect the conduct of national nonetary policies?

Capital mobility and the implications for monetary policy

The growi ng integration of national financial markets,
as evidenced by the dramatic growth in the vol une of cross-border
capital flows since the early 1970s, has no doubt changed the
envi ronnent in which national econom c policies are conduct ed.

A obalization tends to bring such policies under closer market
scrutiny and to uncover and draw attention to any deep-seated
econom c problens that may exist. But | would not conclude from
this that we have becone captives of the markets and that we have
| ost control of our national nonetary policies, as sone argue.

First, let us be clear as to what "having control"” over
one's own nonetary policy actually neans. Wen peopl e tal k about
an i ndependent or autononous nonetary policy, they often take it
to nmean the ability of a central bank to set donestic interest
rates wi thout being influenced by devel opnents outside national
borders. This is not realistic -- unless of course a country is
conpletely cut off fromthe rest of the world! The nonent a
country wants to nmake use of foreign savings, or invest a portion
of its donestic savings abroad, a |ink between donestic and
foreign interest rates is inevitable. As a major user of foreign
capital, Canada has long lived with interest rates that are
closely related to those in the United States and ot her foreign
financi al markets.



But even with integrated financial markets, there is
still roomfor nonetary policy independence via exchange rate
movenents. Thus, nonetary policy autonony requires a flexible
exchange rate regine. Wth a fixed exchange rate, the national
authorities essentially adopt the nonetary policy of another
country -- the country whose currency serves as the anchor. |If
interest rates go up in the anchor-currency country, interest
rates wll also have to rise sufficiently in the country with
fi xed exchange rates to ensure that the peg is maintained. Thus,
if nonetary policy is focused on a fixed exchange rate, the
central bank cannot at the sane tine pursue a donestic objective.

In the case of the European Union, where nenber
countries have decided to adopt a single currency -- the euro --
t hey have essentially opted to give up the potential for an
i ndependent national nonetary policy and to transfer the
pol i cymaki ng power to a supranational agency -- the European
Central Bank (ECB). O course, the ability of the ECB to foll ow
an i ndependent European nonetary policy will require that the
euro float against other major outside currencies, such as the
U.S. dollar and the Japanese yen.

Thus, in a world of open and integrated financial
mar kets, the exchange rate is a major channel through which
nmonetary policy actions are transmtted to the econony.
Moreover, it is novenents in the exchange rate that permt
donmestic interest rates to diverge fromtheir foreign
counterparts for a period of tinme. For exanple, an increase in
official interest rates by the central bank, in response to
demand and inflation pressures in the econony, leads to a
stronger currency, which also works to restrain those pressures.
At the sane tinme, the appreciation of the currency creates the
conditions for other donestic rates to followthe rise in
official rates, to levels that may now be above those prevailing
abroad. This is because the exchange rate is now seen to be
above its expected value and is thus likely to decline in the
future. Under these circunstances, financial markets will bid up
donestic interest rates to conpensate for the anticipated decline
in the external value of the currency.

Having clarified the issue of nonetary policy
i ndependence, | would now like to discuss the effects of
i ncreased capital nobility on the conduct of nonetary policy. A
hi gher degree of capital nobility enhances still further the role
of the exchange rate in the nonetary transm ssion process. This
is not a bad thing. It just neans we have to ensure that we
al ways take the exchange rate into account when considering the



nmonetary policy stance that is appropriate for our donestic
econom ¢ circunstances. That is why in Canada we have devel oped
t he concept of "nonetary conditions" to keep track of the

conbi ned effect on the econony of novenents in both interest
rates and the exchange rate.

Wth a flexible exchange rate system the increased
role of the exchange rate in the nonetary transm ssion nechani sm
al so neans that it is crucial that investors' expectations of
future currency novenents are firmy anchored by clear and
credi bl e donmesti c nmacroeconom ¢ policies.

Thus, the central bank nust have a strong commtnent to
preserving the internal value of the currency by keeping
inflation low. That is why in Canada we have adopted explicit
targets for inflation-control. But this is not enough. The
fiscal situation nust also be seen to be under control
O herwise, as fiscal deficits and debts keep accunul ati ng,
investors will conme to fear that inflationary policies wll be
used in the future to reduce the burden of debt.

Canada' s experience during the Mexican currency crisis
of 1994-95, and nore recently through the Asian problens, is very
instructive in this regard. The Mexican crisis focussed the
spotlight on our fiscal problens at the tinme, consequently
driving risk premuns in our interest rates sharply higher.
During the recent Asian crisis, however, with our public finances
in better shape, and with clear, strong policy commtnments by
both the fiscal and nonetary authorities, financial markets have
been nore stable and our longer-terminterest rates have been
falling.

O course, pressures on the exchange rate can al so be

triggered by so-called "real shocks." In Canada, such shocks are
frequently associated with swings in world prices of primary
coomodities. |In cases |ike these, a flexible exchange rate can

act as a "shock absorber," allow ng sone of the necessary
adjustnents to the shock to take place through novenents in the
val ue of the currency.

Canada's | ong-standi ng preference for flexible exchange
rates has been driven largely by the benefits such rates offer in
facilitating adjustnents to external shocks. This is an
i nportant consideration for us, given our strong reliance on
international trade and foreign savings. As a mjor exporter of
primary commodities, Canada has often been hit by sharp swings in
the world prices of these products which, in turn, have caused



| arge capital novenents. |Indeed, the decisions to float our
exchange rate in 1950 and again in 1970 (after a short period of
fi xed exchange rates), were related to strong inflows of foreign
capital associated with a surge in cormmodity prices. |In both
cases, we chose to allow the Canadi an dollar to float up, rather
than try to maintain a fixed exchange rate and risk a
destabilizing inflationary nonetary expansion.

Overall, | am persuaded that a flexible exchange rate
regine is the best way for a country to take advantage of today's
integrated capital markets and to deal wth the external shocks
that arise fromtinme to tine.

Exchange rate fluctuations: |Is taxing currency transactions the
solution?

Sonme critics have argued that integrated international
financial markets have given rise to large, short-term
specul ative flows of capital that can cause unwarranted exchange
rate pressures. Such specul ative transactions, they say, disrupt
donestic macroeconom c policies, result in tenporary
m sal | ocati ons of resources, discourage trade, and encourage
further unproductive financial transactions as businesses and
i ndi viduals seek to protect thensel ves.

Based on these argunents, sone people have resurrected
the idea of discouraging currency transactions using a tax
simlar to the one proposed by Professor Janes Tobin in the
1970s.

The case for taxing global financial transactions rests
on the notion that such a tax will discourage short-termfl ows,
whi ch are viewed as destabilizing, wthout affecting | onger-term
flows that are presuned to be desirable and based on
f undanment al s.

But short-termflows are by no neans all undesirable
and destabilizing. And there is no way of discrimnating between
useful flows and destabilizing specul ative ones. For exanpl e,
because foreign trade and investnent inflows and outflows are not
al ways fully offsetting, short-termcapital flows are typically
needed to bal ance out a country's external accounts. These
capital flows occur in response to actual and anti ci pated
nmovenents in the exchange rate, and thus serve to snooth out
exchange rate fluctuations. Because such flows are often driven



by small differences in perceived rates of return at hone and
abroad, they could well be discouraged by a transactions tax. On
t he ot her hand, speculative flows that actually "bet" on a sharp
nmovenent in a currency, have rather |arge expected returns and
are unlikely to be discouraged by the tax. 1In the end, a
transactions tax would likely increase, rather than decrease,
exchange rate volatility, as well as reduce market liquidity and
rai se the cost of capital

Needl ess to say, where financial nmarket fluctuations
refl ect changes in donmestic nmacroeconom ¢ policies that put
investors at greater risk than before, the tax would be ai ned at
treating the synptons rather than the cause of the problem

In all, | find the case for a tax on currency
transacti ons conpl etely unconvi nci ng.

Promoting greater financial market stability

If a tax is not a good idea, how el se can we pronote
greater stability in international financial markets and reduce
potential disruptions to donestic policymaking?

| have already tal ked about the value of a flexible
exchange rate systemin facilitating adjustnent to "real" shocks
and allowi ng national authorities to pursue an independent
monetary policy. Flexible exchange rates can also be helpful in
noderating the size of, and aiding in the adjustnent to, capital
flows.

In addition, governnents are increasingly comng to the
realization that the issue of international financial stability
is best addressed not by retreating into isolation or by falling
back on distorting, costly restrictions, but rather through sound
and transparent donestic econom c policies.

I nternational co-operation can also help. It can help
by encouraging countries to pursue national policies that lead to
econom c stability, thereby reducing the risk of sudden changes
in market sentinment and sharp exchange rate fluctuations. And it
can help by setting widely accepted standards for transparency
and di scl osure. Such standards shoul d support nore infornmed
mar ket judgnents about the riskiness of investnments, especially
in emerging market econom es, and thus help avoid the crises that
can be triggered by the sudden uncovering of problens.



Following the G7 Halifax Summt in 1995, a series of
international initiatives to inprove the functioning of financial
mar ket s have been undertaken, mainly under the auspices of the
I nternational Monetary Fund and the Bank for International
Settlenents. These initiatives seek to enhance the transparency
and di scl osure of econom c and financial data, strengthen the
surveill ance of national and gl obal financial systens, devel op
mechani snms for support in times of crisis, and provide training
in financial sector supervision.

Recogni zi ng the inportance of these efforts, Canada has
recently proposed the creation of a new international process to
provi de "peer review' of national financial regulatory and
supervi sory systens. Efficient and prudently managed nati onal
financial systens can reduce the risks, and maxi m ze the
benefits, of international capital flows. 1In this regard,
nati onal supervisory authorities need to ensure that financial
institutions have appropriate risk-managenent systens in place to
help mnimze risks, particularly with respect to m smatchi ng of
maturities and currencies. This would nmake it easier to cope in
the event that short-terminflows switched to outflows. One of
the main problens in Asia was that donestic financial
institutions were borrowing short-term in foreign currency, to
invest in illiquid donestic assets.

Concluding thoughts

To summari ze, gl obalization has been broadly benefici al
to the world econony. International financial markets have
facilitated access by borrowers to a | arger pool of gl obal
savi ngs and have enhanced investnent opportunities for savers
wor | dwi de.

Yes, international capital flows have at tines
di srupted national financial markets. But such episodes nore
often than not were caused by unsustai nabl e donestic policies and
pointed to the need for adjustnent.

In view of the overall benefits of greater access to
gl obal capital markets, it would not serve us well to restrict
the free flow of funds. The best way to naxi mze the benefits of
financial globalization and reduce the risks of disruptions to
nati onal macroeconomc policies is to ensure that these policies
are sound and sustainable. 1In addition, financial systens need



to be prudently managed and supervised -- both nationally and
internationally.

Here in Canada, we are followng this advice in our
donmestic macroeconom c policies. And we are also strongly
supporting and contributing to global initiatives designed to
pronote financial market stability worl dw de.





