Interest and E Rates and K-Markets and Flows

Indicator 2 Theory Practice
In a world of perfectly mobile | Since 2000, China and Asia,
Capital flows K, capital flows from where it | more generally, lent to the US

* Degree of mobility

* Direction of flows

* Correlation with
%AGDP

IS abundant to where it 1s
scarce and where returns are
highest (poor countries).

Convergence in returns, factor
prices, output and income.

at very low interest rates,
while sacrificing consumption
at home.

K-mobility does not imply
convergence.

+ Lucas paradox of K flows, direction and magnitude (Lucas 1990)

* Direction of flows
¢+ FDI flows from developed to developing economies

¢+ Financial K does not behave as per theory

« Magnitude of flows
+ K-flows do not always flow to where growth is higher

¢+ Asset-liability not correlated with GDP growth

IMF, “The Paradox of capital”, Finance and Development, Mar 2007 (44:1).
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o Little K-inflow into E Asia  Considerable K flowed into
between 1950-80 despite Latin America despite its
fast GDP growth and high slower growth and low K
K prodvty prodvty

Per Capita GDP of East Asian Countries Per Capita GDP of Latin American Countries
Constant 2000 U S. Dollars Constant 2000 U 5. Dollars
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SOURCE: World Bank Global Development Indicators, SOURCE: World Bank Global Development Indicators.

Federal Reserve Bank of St. Louis, “The direction of capital flows”, Economic Synopses, no. 22,
Oct 2016.
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Indicator 3 Theory Practice
Capital markets are There are a lack of arbitrage
Covered interest rate integrated such that opportunities, but that does not

arbitrage

riskless arbitrage
opportunities do not exist.

imply that a global capital
market exists.

+ Covered interest arbitrage holds for bond, not all assets
 Assets not perfect substitutes
 Risk differ and expectations matter
 Tax rates differ; K controls
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Indicator 4

Real interest rate

Theory Practice
If assets are perfect The condition does not always
substitutes, then expected hold even among advanced
movements in currencies economies because investors

differentials should equalize the worry about risk of unforeseen
differential in interest rates. | exchange rate depreciation (AE®);
the rates do tend to move together
Unequal [=]

Real bond yields,* %

Economist, “School’s
brief: Capital goes
global”, 23 Oct 1997, p.

99-100.

1995
Source: DatastreamJ/Hw

=153

" 10-pear bord yields deflated by €91
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Indicator 5 Theory Practice
SR Carry trade should not earn The carry trade exploits nominal
Nominal interest Rk e . : ]
: ) profits in a well-functioning Interest-rate differentials and
rate differentials | : : . H £ .
International capital market. works, yielding positive profits.
- . Carry trade: borrowing in low-i mkt to
AL R L S invest in high-i mkt to profit (with risk)
ap | = High iy, should reflect hi_gher P; lc
= value must | for parity — strictly holds
Nominal - * Most profitable strategy since mid-
1990s was carry trade. Study of returns
A 20| with perfect foresight showed that info on
o 0 | nominal rate is more important than real |
20| * Nominal i-rate easier to target; currency
Ll e e Ll Lo g | traders are more concerned about the next
123 92 LY L 10 13 few weeks than about L-T AE.
50 urce: RBC .Haiﬂl'ﬁ;:eitﬁr;ifﬂl;ﬂz Eﬁ?ﬂr};:gﬁ * EF is naive “forecast” of AE and a bet on
Capital Markets includes carry trade | cyrrency with high i is better than EF

Economist, “Buttonwood: Carry on trading”, 10 Aug 2013 5
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+ Correlation of currency movements (against the $)

Strongest + correlation:

* In G10 economies,
| 1P, moves with 1$

|* In all mkts, sovereign
frisk (credit-default-

|swap spread) moves
With 18: implies

|widening CDS spread
{(1 risk) and 1 $ value

|
: Strongest - correlation:
|* Low i, $-inflow, |$

| : .
|* Currencies negatively

| correlated with short- <

I term i-rates (proxy for

| the carry trade)

Exchange rates Analysis by Deutsche Bank, biggest forex trader

Correlation between three-month changes in exchange rates against the dollar and
three-month changes in: Il G10 WM Emerging markets

A gth 2013, %
AR | $ value 1 $ value
50 - 0 + 50

T risk, 1§ ‘
B | +BOT},, 18
=W QOVErmimen T i 2 l$ Value
g 1 18 valuo
rtes | Stock value, | $__T stock value in

{short-term
Sources DeutscheBank L OW 1-Tates —)T bOITOWing and l $ value

100 100

Inflation

Sovereign risk
{credit-default-swap
spreads)

Current account
(as a % of GDP*)

Monetary policy

interest rate™)

*Latest levels

Economist, “Exchange rates”, 24 Aug 2013, p. 73 6
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Indicator 6 Theory Practice
If markets are efficient and well-functioning | Bubbles
Occurrence of bubbles | 3nd regulated), then the occurrence of contradict
and financial crisis bubbles and financial crisis should lessen. | efficient mkts
Financial bubbles*around the world Proportion of countries suffering a banking crisis®
Number per decade
25
1 frequency of bubbles 70 | w= gy of all countries |
60 | = 3I-year 20
:I'.-'I.-!I..-H_le-'
50 .
40
30 10
20 .
10
0 0
1860s 80s 1900s 20s 40s 60s 80s 2000s | 1844 18>0 LS00 1950 e/
*Asset prices at least two standard deviations || *aurce: Larn ok Rednhart
Source: GMO higher than their real price trends || and Kenneth BEegoff *Baszed on 251 crises

Economist, “Asset prices: Not fully inflated”, 7 Dec 2013, p. 68-9. 7
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% Questioning benefits of financial integration

+ Finance

« What is the function of the financial sector?
« What has happened with finance?

Modern finance: highly leveraged, lightly regulated, market-based
system of allocating capital (dereg, tech innovation and mobile K)

+ Recent financial crises
« Asian financial crisis
« Dotcom bubble
« GFC
« 2023 bank runs (US, Switzerland)
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+ Concerns with finance
 High stock mkt valuations, loose regs (interrupted by GFC response)

US capital markets

S&P 500 stockmarket index
1941-43=10

T T L T T A e e L T

1998 2005 10

15

18

3,000
2,500
2,000
1,500
1,000
500

0

Sources: Thomson Reuters; Federal Reserve Bank of Chicago

National Financial Conditions Index*

Long-term average=0

Tighter

0
\ Looser

|||||r|||||||||||||||11

1998 2005

10 15 18

*Includes risk, creditand leverage

Economist, “Free exchange: What could possibly go wrong”, 27 Jan 2018, p. 64.

Regulation is
often pro-cyclical,
10 years before
GFC, the US
rolled back
Depression-era
bank regulations

2018: US began
limiting regs on
rules to largest
banks; | bank
capital
requirements
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e Long-run asset returns

Annual global rates of return* Ten-year moving averagef, %

Byasset, 1870-2015, %

10
0 2 4 6 8 Annual rate of return, all asset types

: 8
Housing

6

Equities 4

2

Bonds GDPgrowth +

0

Bills e e O S S i o) ?

1870 1900 50 2010

Source: National Bureau of Economic Research *16 countries unweighted 116 countries weighted by GDP

Economist, “Free exchange: Many happy returns”, 6 Jan 2018, p. 55.

Over the very long
run, it is housing,
not equities which
provide best returns

Equity returns are
more volatile

Rate of return on
assets is faster than
GDP growth (r > g:
supports Piketty’s
conclusion related
to inequality).

10



¢ (1): r>g real rate and real growth
¢+ Piketty: 20th century, 1 Y-inequality

Profiting or pilfering?
Return on capital* for US listed nonfinancial firms
By percentile, %

120
90th 100

80
60

ZL'—‘;-C‘:—;;:__E,«;;;{__:_-;.T:_—:;(,'::-""-

hgg,

FTrrrrerrrrrrrprrrrrre e errrerrrrprrrrrerTrnrrn 0

196570 80 90 2000 10 14

Source: Council of Economic Advisers  *Excluding goodwill

Economist, “Varieties of inequality: The great
divergence”, 12 Mar 2016, p. 34-5
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« Comment on i-rate, return on assets (r), and growth (g)

Tech firms: highest margins,
perhaps because of mkt power.

“Rarely in stock market history
have so many investors made
so much money from so few
shares going up for so long.
37% of the rise in the value of
all firms in the S&P500 index,
2013-18, was explained by 6
members: Alphabet, Amazon,
Apple, Facebook, Microsoft
and Netflix”. In China Alibaba
and Tencent accounted for 28%
of the rise in Chinese equities.

Economist, “Schumpeter: The tech

sell-off”, 3 Nov 2018, p. 64. 2
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¢ (2):1>9g nominal i (risk-free r) and GDP
¢+ Applies to debt (debt explosion)
¢+ Revenue, wages, tax receipts cannot
keep pace with debt payments
¢+ Case in early 2000s and again 2022-3
(inflation — 1 i — i>g)

United States

Nominal GDP, % change Federal funds
on previous quarter* effective ratef, %
40 40
20 20
-20 -20
40 40

I | I I

! I T T
2018 19 20 21 22 23 24

*At annual rate  TMarket-implied rate during forecast period
*Forecast

Sources: Bloomberg; Federal Reserve Bank of St Louis;
Federal Reserve Bank of Philadelphia

Economist, “Buttonwood: i > g”, 27 May 2023, p. 66.

12
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» Real vs nominal i
¢+ Feb 2023: End of tight MP — 1 stock mkt valuation Why?

¢ What matters is real I: 1., = I.qmina (4,5%) — Inflation (6,5%)

4 ireal = -2%: Signal to 1 debt United States, real one-year interest rate*, %

¢ 1is a forward-looking variable 3
how much is owed at future 2
date | 1
+ Better indicator to compare is 0
expected inflation at same date T -]
¢ [lealiis (Using expected P) = 2% 0
¢+ Questions the logic of the stock mkt R-:‘-“il“‘”@” _ I

run-up in value 2000 05 10 15 20 23
*Yield on one-year Treasuries minus one-year expected inflation

Sources: Federal Reserve; Federal Reserve Bank of Cleveland

Economist, “Inflation: The doveish illusion”, 4 Feb
2023, p. 65. 13
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+ Trends in real interest rates

“World” real interest rate

G7 countries, excluding Italy

Average ten-yearinflation-indexed bond yield, %

*

BRI O+, N W B~ W,

1985 0] 95 2000 05

Source: “Measuring the ‘world’ real
interest rate”, by M. King and D. Low,
NBER working paper, February 2014

LI B (LU B LU I LU I L B L I L

10 17

*The Economist
estimates

Steadily falling real i-rates esp. In
1990s and at historic lows in 2017.

Reasons are not understood nor
agreed upon. 3 potential reasons:

» Increased willingness to save
(more supply of saving and
lower investment)

 Structural change in economy
(Asia’s saving behavior and the
savings glut), ageing pop

» Actions of central bank
lowered real i-rate (and low
inflation even as economies
began to grow)

14
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= Debt

+ Basics on debt
+ Dangers of debt

+ Trends
e Debt 7 from 246% of global GDP in 2000 to 286% of GDP in 2015
« For every $ of new output, the world puts out more than $1 debt

Macro models have given little importance to debt/default even
as credit grows faster than GDP

https://www.economist.com/content/global debt clock

15
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+ Developed economies, during GFC

Private-sector*® debt as % of GDP

= 140
=120
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SO -1 1 = 11 1 T e B0
e
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Source: DECD *Households and non-financial firms

Debt as % of GDP, 2011

B Government [ Corporate M Household

0 100

[reland
Japan
France
Britain
United States
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Greece

source: QECD

200 300 400 500

Economist, “The dangers of debt: Lending weight”, Schools brief, 14 Sep 2013, pp. 66-7.
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+ Debt levels, by type

Debt as a % of GDP In developed economles™, by sector

= Households Mon-financial corporates Financial corporates
1998 2000 2005 2010

* 21 countries, weighted by GDP

Source: Institute of International Finance

Government
140
120
100
80
&0
2015 2018

17
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+ Debt relative to GDP growth

Low interest rates make debt more sustainable

Debt sustalnabllity
10-year bond yleld less annual growth In nominal GDP (average over past three years, % points)

— S Japan Germany France = [taly —_— K Canada

2000 2005 2010 2015 2018

Source: Refinitiv

Financial Times, “How our low inflation world was made”, 8 May 2020, p. 9.

18
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+ Before: falling i1-rates, housing property boom, and credit bubble
+ After: near zero rates and debt, weak growth, populist politics

Real house prices (Indices, Q1 1990=100)
- S

UK

Spain

200
180
150
140
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100 ﬁ\h_‘-‘_

80

&0

1990 1995

2000
Asian
financial
crisls
(1997-99)

Source: Refinitiv

2005
Global
financial
crisis
C2007-09)

Real Interest rates (%)
= | JK - yield on 10-year Index-linked Gilts
S - yield on 10-year TIPS

&
3
2
1
0
-1
-2
2010 2015 2019
Eurozone
fimancial
crisis
(2009-13)

Low real i-rate,
high real housing
prices.

Economist, “How our low inflation world was made”, M. Wolf, 8 May 2019, p. 9. 19
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* Housing prices, I-rates and debt

In 2022, house prices started to fall after years of
growth. Australian, Canada and Sweden faced the
sharpest drops. Mortgage binges fuelled by near

zero i-rates left countries with enormous HH debit.

HH debt as % of disposable income was 185% in
Canada, 202% in Australia and 203% in Sweden.
(Norway peaked at 199% in Jan 2021.)

Debt levels shrunk in countries hurt during the
GFC, including the US, Ireland and Spain.

Housing busts and recessions from debt build-up
tend to be more severe. Excessive leverage makes
people more vulnerable to job losses, i-rate rises,
and falling house prices as during the GFC.

As central banks 1 rates at the fastest pace in 40+
years, mortgage debt was again exposed.

Household debt, % of net disposable income

250
Ireland Australia
N7 S 20
= .Y Y
Canada
= Sweden 150
Spain
LN
States — 100
J\,.

| T
2008 10 12 14 16 18
Source: OECD

T T 1
20 21

Economist, “Housing prices: The coming
crunch”, 26 Nov 2022, p. 65.6.

20
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+ Emerging market debt

EM debt pile continues to grow
Aggregated debts of 30 large GDP weighted
emerging markets ($tn) — averages (% of GDP)
70 220
60
50 200
40
180

30
20 160
10

O 140

2008 09 10 11 12 13 14 15 16 17 18

Source: Institute of International Finance

Financial Times, “Investors fear Turkey is harbinger of wider crisis as easy
money ends”, 14 Aug 2018, p. 19.

21
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+ China and debt

Credit to non-financial corporates,
Q2 2018, % of GDP

~ - 160
China Sweden NorwayQ
———— 120
Euro area _e
China 2008 @ _.--" Ghrgana
® -8 &P 80
Indi % o+~ Britain ® ©ypited
6—'6\ States 40
Russia
OArgentina 0
0 20 40 60 80

GDP per person, 2018*, $°000
Sources: BIS; IMF; World Bank

*Estimate

Economist, “China’s future: The global centre”, Essay on China, 23 Feb 2019, pp. 43-8.

China’s accumulation of physical K
underpinned by cheap land (for
development), tax breaks and low-cost
L.

Role of debt in the strategy:

» Preferential access to credit from the
beginning (state banks to state firms)

 GFC slowed X-led growth and fiscal
stimulus was a response.

- Local officials ran up debt;
- Land was seized for development;
- building boom and infrastructure
Investment
2008-19: Debt 1, 150% to 250% of GDP

22



Interest rates, E, K-flows and Capital Markets

Rout 66 Strongest Weakest
T E M E debt Selected emerging economies ranked on four measures of financial strength . '

1=strongest Public Foreign Costof Reserve Public Foreign Costof Reserve

Country debt debt borrow- cover¥ Country debt debt borrow- cover¥

(with rank) 9% of GDP,2020*  ingt (with rank) % of GDP, 2020* ingt

1 Botswana I e e 34 Croatia 1

2 Taiwan N N e 35 Qatar | [

3 South Korea [ B 36 Kazakhstan D e e

4 Peru I 37 Egypt I

5 Russia [ ] N e 38 Namibia

6 Philippines I R e 39 Uganda

7 Thailand I e 40 Costa Rica

8 SaudiArabia I e 41 Ethiopia

9 Bangladesh B D e 42 Kenya

10 China I e 43 Pakistan |

11 Guatemala 1 ] 44 Turkey

12 Vietnam | [ 45 Iraq [N [

13 Poland 1 46 Senegal

14 Nigeria |} [ 47 South Africa

15 Trinidad & Tob. s 48 Ghana

16 Indonesia [ 49 Hungary B 2|

17 UAE /] 50 Jordan [

18 India = /1 51 Panama I N e

19 Czech Rep. === 52 Gabon I |

20 Paraguay L1 53 Ukraine

21 Bolivia 54 Ecuador I e

22 Kuwait [ [ 55 El Salvador

23 Azerbaijan — 56 Jamaica e e

24 Ivory Coast 57 Argentina | I

25 Malaysia 1 58 Oman |

26 Morocco === 59 Mongolia i |

27 Romania [ 60 Tunisia | | & M|

P ¢ 3 TR ALY 28 Mexico 61 Srilanka T e | I e
EC_Onf)m'St’ Nexj[ in Line”, 29 Colombn 62 Angola — B N
Briefing on debt in 30 Brazil | 63 Bahrain N .
. ; 31 Chile I I 64 Zambia I S I
developing countries, 2 May 32 Dom. Rep. 65 Lebanon [N NN N
2020 54_55 33 Uruguay | 66 Venezuela I e e
s :
Sources: EIU; IMF; JPMorgan Chase; iShares; The Economist; *Forecast TYield on hard-currency bond or real yield on local bond  *Foreign-

central banks; Haver Analytics; World Bank; Finanzen.net  exchange reserves, relative to 2020 foreign-debt payments and current-account deficit
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»* Comparison of debt

+ Gov’t debt as % of GDP
160,0 300,0 Tpdn
140,0 250.0 - = (Greece
’ Ital
Moderate gov’t debt zzz . ol /o<
. ’ T eeees Australia P Lt
be_fore GFC, sp_lk_es . - b / ---
with GFC, stabilizes | ., T LS
and spikes again with | 400 1000 S===EEE =TT
covid response 200 --=-Canada 500 4L
0,0 ——France || ... et
O N X ©W 0O O N < © 0w O R L LTI X
O O O OO d +d +d +d +d
IS I~ < %QQQ NZEN AN SN IENP NN
140,0
German . 3
1200 eland Upper countries: high
== =« \ether
Moderate gov’t debt | Norwy gellaébefore and after
80,0 Switzer
before / after GFC _’-«*\\ YAy _
°0.0 > Lower countries: low
40,0 T debt before/after both
20,0 shocks
0,0
O N < O 00 O NN < © 0o O
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* Debt comparisons, as % of GDP, by actor across country

Increasing overall debt; UK, debt as % of GDP US, debt as % of GDP
- s Govt #HH m Non-fin firms B Govt #HH ® Non-fin firms
moderate private debt 2020 o 2020 fffff?f?f?fff@
- 2015-19 EeH A
Moderate overall debt igég ii % 2008-14 /////ﬁ
Germany, debt as % of GDP 200007 G670 200007 EE7777700 | .
. IGOV'[}.//H/}//% Non-fin firms 0 100 200 300 0 100 200 300
2015-19 W% Netherlgnds, debt as % off (?_DP Ireland, debt as % of GDP
2008-14 m i HEOE @y DN @ Govt = HH = Non-fin firms
2000-07 EEEEEERE7 200 @8 2020 W
0 100 200 AR % 2015-19 R/
. . 2008-14 W 2008-14
ngdh overall c!etc)lt,b 00,07 M/ e W%//// IIIII
moderate gov't aent 100 200 300 0 100 200 300 400
Italy, debt as % of GDP Japan, debt as % of GDP
mGovt = HH ®= Non-fin firms ® Govt = HH ® Non-fin firms
High gov’t debt = 2020 2020 7
2015-19 2015-19 UG
2008-14 ,ﬁ?
2000-07 HEREHES

300 0 200 400
25
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= Capital controls
+ Types and objectives
+ Trends in use

Mew national investment policies

that are restrictive

% of total
- 40
= 30

0

2000 02 04 06 08 10 13
Source: LNCTAD

" lanuary-April

Economist, special report: World Economy, “Political
pressures: a question of trust”, 12 Oct, 2013

Number of capital-control measures, worldwide
B Easing M Tightening

250
200
150
100
50
0
200001 02 03 04 05 06 07 0B 09 10
Source: IMF
Economist, “Capital controls: cash cowed”, 6
Apr 2013, p. 71 26
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+ Share of countries with no controls on capital

Financially Open Countries
Percent of country group with relatively open capital account

100%
0% -
80% -
J0% 4
60% -
20%
40% -
30%
20%
10% -

Advanced Countries

—Emerging Markets

0% T 7T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 171
1970 1975 1980 1985 1950 1995 2000 2005

Mote: Number of countries forwhich data is available varies by year.
Source: Chinn-lto Index.

Source: Carnegie Endowment for International Peace
https://carnegieendowment.org/2011/06/09/why-are-capital-controls-so-popular-pub-44490
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+ Capital controls as theory of the 29 best
 Case against liberal K mkts
 Case against K controls

+ Effectiveness of controls: Chilean model
* 1-yr deposit on 30% of non-equity K
¢+ Deposit K with CB without interest
¢+ High tax on K-flows other than FDI, esp if short-term K-inflow
« K-inflows must stay 1 yr — discourage hedge funds
 Limit int’al borrowing (fc borrowing)

28
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