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The last decade could be called the era of emerging-market crises. Wave after wave of meltdowns have plagued the developing world, a “contagion” of crises that include East Asia in 1997, Russia in 1998, Brazil in 1999, and Turkey and Argentina in 2001. In fact, over 100 countries have experienced a financial crisis over the last 30 years. Commentators have pointed to numerous precipitating and amplifying factors influencing each crisis, but a persistent culprit throughout has been capital market liberalization.
“Capital market liberalization entails stripping away the regulations intended to control the flow of hot money in and out of the country − short-term loans and contracts that are usually no more than bets on exchange rate movements,” writes Joseph Stiglitz in Globalization and Its Discontents.
 “This speculative money cannot be used to build factories or create jobs − companies don’t make long-term investments using money that can be pulled out on a moment’s notice − and indeed, the risk that such hot money brings with it makes long-term investments in a developing country even less attractive. The adverse effects on growth are even greater.”
Capital market liberalization has been at the heart of most of the financial crises in the developing world over the last decade. “Most of the crises have been precipitated by the rapid flow of money out of the country, and in some cases, such as Thailand, the country’s problems prior to the crisis had been exacerbated by rapid flows of money into the country,” writes Anya Shifrin for the Initiative for Policy Dialogue at Columbia University.

Approximately $670 billion of foreign capital flowed into developing countries in Asia and Latin America between 1990 and 1994, about five times the $133 billion of the previous five years.
 While this huge influx had some positive benefits, it created just as many harmful side effects, including rapid monetary expansion, inflation, exchange rate appreciation, and ballooning current account deficits. Net private capital flows to emerging markets peaked at more than $230 billion in 1996, which coincides with the beginning of the East Asian financial crisis, according to a two-year U.N. sponsored study by the World Institute for Development Economics Research.

The trend in capital investment is increasingly turning toward unregulated and unstable derivatives trading in emerging markets, according to Randall Dodd, director of the Derivatives Study Center in Washington, D.C. “This is way beyond hot money − this is microwave money,” says Dodd.

Globalization’s First Act

But this is hardly the first time the world has witnessed such large-scale international capital flows. We live in what one economic historian has called “the second age of globalization.” The first age took place during the half century before World War I, and it was driven largely by the leading economic power at the time, England. And contrary to what proponents of free trade might believe, the first era of globalization had a tremendous adverse effect on the largest developing country of the time, the United States. A look back at this period shows that there’s nothing new under the sun when it comes to speculative capital flows, and that the U.S. itself, before it became the leading world power, was subject to the same pressures as it imposes upon developing countries today.
Before World War I, global capital flows were larger than they are now relative to the size of the world economy. “Although the world today is more globalized than ever before as far as trade is concerned, it is still less globalized than it was before 1914 as far as the magnitude of net international capital flows is concerned,” writes economist J. Bradford DeLong.
 “Capital flowed across national borders to lend to governments; to build ports, sewers, and gas lines; to build railroads and mines.”  
The stage had been set for the first era of globalization by several structural stimuli to trade, including the Cobden-Chevalier Treaty of 1860, which created the system of “most-favored nations” trade agreements.
 The invention of the transatlantic telegraph in the 1860s also enabled firms to instantaneously exchange information about business conditions on the ground, intensifying a process of foreign capital flows into the U.S. that had already been building steadily with investment in massive infrastructure projects like the canals and railroads beginning in the 1820s and 1830s. 
Railroads in particular had a dramatic and far-reaching effect on all aspects of the economy, ranging from the input demands for raw materials that went into railroad construction to the reduced transportation time and costs that the new rail networks enabled. In fact, transportation costs dropped by about half between 1850 and 1880, making goods produced in far-away places like America and Latin America within reach of the entire world. “Two generations ago, the expense of cartage was such that wheat had to be consumed within two hundred miles of where it was grown,” wrote economist Arthur T. Hadley in his 1886 book Railroad Transportation. “Today, the wheat of Dakota, the wheat of Russia, and the wheat of India come into direct competition. The supply at Odessa is an element in determining the price in Chicago.”

Then as now, foreign investors were lured by the promise of big returns. Back in the 19th century, the hot investment area was U.S. railroads. Figures 1 and 2 show the cyclical pattern of foreign investment in the U.S. from 1850 to 1913 and the corresponding growth in railroad construction from 1850 to 1890. [See figure in original.]
 

Net foreign investment by England reached 8 percent of GDP in the early 1870s, then fell to 1 percent in 1877, and the cycle repeated itself over the next 40 years.
 These large swings in investment had a huge effect on the business cycle in the U.S.: As foreign capital dried up, infrastructure development lagged for years and many businesses went bankrupt, exactly as they do today in developing countries when U.S. banks abruptly cut off the flow of capital.

The pattern looks suspiciously similar to the flows of foreign capital over the 1980s and 1990s into Asia and Latin America. [See figure in original.] 

Just as in today’s emerging markets, sudden swings of capital into and out of the country accompanied most of the major financial crises of the U.S. before World War I, a pattern of instability that cycled up and down roughly every eight years.
 But this isn’t a particularly high rate of crises relative to today:  Financial crises in the developing world now take place twice as often as during the pre-World War I period in the U.S., even though past U.S. crises usually lasted longer.

Every major boom and bust of the late 19th century − with full-scale panics occurring in 1857, 1873, and 1893 − was associated with massive declines in the inflow of foreign capital after a long period of heavy investment and speculation in railroad securities. Foreign capital financed nearly half of the boom in railroad construction during the late 1860s and early 1870s alone.
 During that period, foreign investment abruptly fell off after a wave of business scandals, including the infamous Credit Mobilier scandal, which uncovered the bribery of Congressmen and even members of the administration of President Grant.
 Investment had fallen off just as precipitously after the panics of 1837 and 1857, as well. In the 1837 panic, British investors avoided America for years, after a quarter of American states defaulted on large portions of their foreign-back debt in the 1840s. The episode would earn the U.S. the title of  “a nation of swindlers” among foreign investors.

One of the biggest U.S. crises of the 19th century was the crash of 1893, which led to a depression that was only surpassed by the Great Depression of the 1930s. Five hundred banks failed nationwide, over 15,000 businesses went bankrupt, and unemployment soared. By the end of 1893, 30 percent of U.S. railroads had declared bankruptcy.
 Economists Barry Eichengreen and Michael Bordo argue that the depression of 1893 did more damage to the U.S. economy than many of the present-day financial crises have done to emerging markets: The U.S. GDP growth rate declined 9 percent relative to its previous five-year trend (14 percent from the pre-crisis year), exceeding recent drops in Asia, such as Korea and Indonesia’s 7 percent five-year decline. Only Indonesia comes close to the U.S.’s record, falling 13 percent below its five-year average, but still below the U.S.’s previous-year fall, at 11 percent. (It should be noted that Argentina’s first major crisis, which followed the collapse of Barings Bank in 1890, beat the U.S.’s fall over the same period, just as Argentina’s current crisis has already topped Asia’s.) 

The depression of 1893 led to one of the most profound falloffs in foreign investment in American history. Economic historians argue that the panic itself resulted from fears that the rise of populism in America, and subsequent calls for the free coinage of silver by Western silver mining interests, would send the U.S. off the gold standard.
 It took one of the world’s first major international “bailout” packages to end this early exchange rate crisis, when the Belmont-Morgan syndicate successfully propped up the U.S. Treasury’s supply of gold.
 This new form of financing in effect maintained the government’s fixed exchange rate system in the face of speculative attack from foreign traders.
The crisis originated in 1875, when the Resumption Act required that paper money be redeemable in either silver or gold coins.
 The U.S. government continued to redeem only in gold, in effect maintaining a gold standard system. At the time, the adoption of the gold standard was a strong signal that an economy was committed to sound and stable economic policies. In addition to maintaining a fixed gold price and limiting exchange rate fluctuations against key creditor countries like England, the gold standard made it simpler to accumulate and service foreign-currency denominated debt.
 Today, emerging countries have frequently used such fixed-rate policies and pegs to limit the damage from strong currency fluctuations. 

The Treasury Department didn’t have a problem redeeming paper money for gold during the 1880s, but the instability of the early 1890s generated an excess in the money supply. The Sherman Silver Purchase Act of 1890 forced the Treasury to make large monthly purchases of silver in exchange for a new form of paper money, the Treasury Notes of the 1890s. Also beginning in 1890, the McKinley Tariff Act greatly increased duties while putting sugar, a major source of federal revenue, on the “free list.” A deficit began to build as tariff revenue declined sharply, but Congress prohibited any form of borrowing to finance the deficit. 
The Treasury was in a tough position, made worse because the move toward “bimetallism” created an impression of uncertainty. Foreign investors, fearing the U.S.’s commitment to the gold standard and the sound fiscal policies it represented, began to sell securities in droves, setting off a major outflow of gold from the country and sparking the panic of 1893.
 The Sherman Act was quickly repealed in 1893, and over the next three years the Treasury issued four bond issues. The $65 million bond issue of 1895, led by financiers August Belmont and J.P. Morgan, created a new form of government financing to end the crisis, effectively issuing bonds in which the Belmont-Morgan syndicate would deliver gold in exchange for legal tender. The much-criticized deal created a de facto line of credit, supporting the Treasury during the speculative attack on the nation’s gold reserves. In effect, Belmont and Morgan spared the U.S. government the indignity of defaulting on its obligations.
 
The gold standard was an early form of a fixed exchange-rate system or “dollarization” scheme. And the Belmont-Morgan contract was a forerunner to the modern-day defense of currencies by a pool of central banks, such as used by the European Monetary System. “Fixed exchange-rate systems played an important role in speeding recovery before World War I,” Bradford DeLong concludes.
 “Once the peak of the crisis had passed, all actors expected a recovery to a fixed parity, and this made for waves of stabilizing, not destabilizing, speculation.”

And it worked − foreign investors began to return with their gold to America, encouraged by the defeat of bimetallism. But the event set off virulent anti-foreign, and especially anti-Semitic, protests of the banking system and the gold standard, and sparked a Congressional investigation. Joseph Pulitzer’s New York World summed up the popular sentiment of the time, calling the Belmont-Morgan syndicate a group of “bloodsucking Jews and aliens.”
 Criticism of the United States’ dependence on a foreign investment (which would eventually reverse itself as American became a net exporter of capital), and ultimately its reliance on a group of robber barons with close ties to European financiers, would plague the nation for years to come.
Another link between this period and today is that short-term capital was a significant portion of inflows, although levels weren’t nearly as high then as today.
 The majority of inflows were portfolio investments in private firms, rather than direct investments, owing to the large information asymmetries involved in measuring business performance long-distance.
 By 1913, England had built up net overseas assets of about 47 percent of its total domestic wealth. England was not alone: France and the Netherlands held between a quarter and a third of their wealth overseas.
 The world has yet to see such a large position in emerging markets again.
The Implications for Today
Just as before World War I, the world economy is marked by instability. During both periods, integrated financial markets allowed foreign capital to quickly flow to the areas with the highest rates of return. But the inflow was nearly always accompanied by a rapid outflow, leaving financial havoc in its wake. “History has shown that the global factors affecting foreign investment tend to have an important cyclical component, which has given rise to repeated booms and busts in capital inflows,” confirms economist Guillermo Calvo.
 In addition to the 19th century capital flows already mentioned, he points to inflows into Latin America in the 1920s and late 1970s that were followed by outflows in the 1930s and mid-1980s. The pattern continues up to the present day.
Then, as now, “hot money” quickly and easily flowed into and out of areas of relatively high return, following irrational swings in investor sentiment that Keynes referred to as “animal spirits.”
 These flows follow a pattern of what  author Charles Kindleberger labeled “manias, panics, and crashes.” “In theoretical terms, we would say that destabilizing speculation can, and does, break out where the speculators can emerge unscathed even when they are betting against fundamentals because these fundamentals shift as a result of the speculation, validating the speculation,” says economist Jagdish Bhagwati.

But unlike in the past, flows are now dominated by multiple forms of short-term capital, a strategy that economist Ricardo Ffrench-Davis labels “diversification toward volatility.” “The agents predominant in the market are specialized in short-term liquid investment, and are highly sensitive to changes in variables that affect returns in the short-run,” he writes. “In fact, short-term horizons are a significant part of the story of the 1990s, as reflected in the volatility of flows that characterized the boom-bust cycles.”
 
Some economists have begun to question this shortening of capital-flow cycles. “In the aftermath of the Asian financial crisis, the mainstream view that dominates policy circles, indeed the prevalent myth, is that despite the striking evidence of the inherently crisis-prone nature of freer capital movements, a world of full capital mobility continues to be inevitable and immensely desirable,” wrote economist Jagdish Bhagwati in Foreign Affairs in 1998. “But the claims of enormous benefits from free capital mobility are not persuasive.”

It can be said that the United States would not have become an economic superpower without waves of speculative investment from abroad. But these capital flows came at a great cost to economic stability. The first era of globalization was remarkable in its parallels with the capital flows of today, and even more so in terms of the destabilization that followed in the path of speculative capital. 
The lesson then for policymakers was the need for a strong central bank: Indeed the Federal Reserve was formed in 1913, following yet another crisis in 1907. The Fed wouldn’t prove able to deal effectively with the Great Depression, but it would add a layer of stability that had not existed since the Second Bank was abolished in 1836. A growing number of economists argue today that new layers of stability must now be added to the global financial architecture, so that the yo-yo effects of “hot money” are kept to a minimum.
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