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Abstract

This paper extends recent work by Feldstein and Horioka (1980) and
Bayoumi (1990), and examines saving-investment correlations for
industrial countries in the post-war period. The focus of the enquiry
is on differences observed between EMS and non-EMS countries. 1t is
seen that the EMS countries exhibit much lower saving-investment
correlations than their non~EMS counterparts. This result supports the
hypothesis that exchange rate stability achieved in the EMS has been an
important factor in promoting international capital mobility.
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Summary

This note extends recent work on saving-investment correlations.
It has been ohserved that saving and investment rates in the non-
industrial countries during the era of the gold standard were vir-
tually uncorrelated. By contrast, saving-investment rates in the
postwar period exhibit a high degree of correlation. Some research
argues that the correlation observed in the recent period indicates
interventionist government policies rather than low capital mobility,
Similarly, weak correlation in the era of the gold standard reflects
little or no government intervention during that period.

This note focuses on the dichotomy between EMS and non-EMS coun-
tries and examines saving-investment correlations for the industrial
countries in the postwar period. Its hypothesis is that the EMS area,
with its requirement of fixed exchange rates (within relatively narrow
margins), decreasing administration barriers to capital mobility, and
increasingly noninterventionist fiscal policies, approximates condi-
tions existing under the gold standard. This is tested by examining
cross-section and pooled data for 16 industrial (EMS and non-EMS)
countries over the period 1975-87, as well as over relevant sub-
periods., The hypothesis is broadly confirmed and suggests that
exchange rate stability in the EMS has promoted capital mobility.






I. Introduction

In a famous paper, Feldstein and Horioka (1980) argue that the
degree of international capital mobility can be measured by examining
the correlation of saving and investment across countries, with high
capital mobility resulting in low saving and investment correlations and
vice-versa. In their work, Feldstein and Horioka (op. cit.) find that
saving and investment rates are highly correlated, thus suggesting the
existence of low capital mobility to those authors. Subsequent work
ooley (1989), Docley, Frenkel and Mathieson
as essentially c nflrmed the emplrlcal
t
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as a perlod of little or no government intervention, he is 1ed to
conclude that observed post-war correlations must be an artifact of
government policy.

The present note extends Bayoumi's investigation of saving-
investment correlations for industrial countries during the post-war
period. 1In particular, the focus is on the dichotomy between the EMS
and non-EMS countries. The hypothesis is that the EMS area, with its
requirement of fixed exchange rates (within relatively narrow margins),
decreasing administrative barriers to capital mobility, and increasingly
non-interventionist fiscal policies, approximates conditions similar to
those existing under the gold standard. If this hypothesis is correct,
then it follows that the EMS countries should exhibit low saving-
investment correlations in comparison to non-EMS countries. To
investigate this hypothesis, cross~section and pooled cross-section time
series analyses of saving-investment data is conducted for a number of
industrial countries (EMS and non-EMS). The principal results are
discussed below.

II. Test Results

1. Cross-section results

The cross-section tests are carried out on the basis of average
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data were converted into relative form by dividing by nominal national
disposable income. The cross-section data are plotted in Figures 1-3.
These plots illustrate the relationships subsequently established by
means of formal regression techniques. Specifically, visual inspection
of the plots reveals the presence of much stronger correlation between
saving and investment in the non-EMS countries (Figure 3) than for the
EMS group (which also includes Austria) in Figure 2. 1/ Figure 1 refers
to all 16 industrial countries as a group and, unsurprisingly, indicates
the presence of a relationship of a lesser degree than the non-EMS group
but stronger than for the EMS countries.

These visual impressions are confirmed by the results of formal
statistical techniques. Table 1 presents OLS estimates of the
regression equation.

(I/Y); = &+ 8(S/Y); + ¢
where the subscript 1 refers to the country. Thus, there are 16

observations for the combined group of EMS and non-EMS countries and 8
observations for each of the two groups.

a2

Table 1. Cross—-Section Saving-Investment Correlations in 197

5-8
B-coefficient Standard Deviation R2
All 16 industrial countries 0.58%* 0.14 0.56
EMS countries plus Austria 0.21 0.41 0.04
Non—-EMS countries 0.63%* 0.13 0.79

%% Indicates statistical significance with a 1 percent error
probability (two-tailed t-test).

Inspection of the results in Table 1 reveals that there is virtually no
correlation between saving and investment over this period for the EMS
group (plus Austria). Specifically, the correlation coefficient R? is
0.04 while the estimate of B is insignificantly different from zero. By

1/ The term “EMS country" refers here to all countries participating
in the exchange rate mechanism of the EMS (i.e., the first seven
countries listed in footnote 1 of the previous page) plus Austria, which
pegs its exchange rate to the deutsche mark. Other EC countries not
participating in the exchange rate mechanism of the EMS though being a
member of the system (i.e. Spain and the United Kingdom) have been
classified as non—-EMS countries.



- 2a -

6661

1218

oljel JUewisaAuU|

80°L1 £9°GlL FAR4t eLel 9l 18°6 SE'8

I 1 ] T

L8-G/6T €S3Ta3uno) TeT13ISNpu]l 9T 10J SUOTIB[aII0) JuUdWISAAUT~SUTAES

{ ainbiy4

ee’s

etz

v0'6

$6°0t

G8¢lL

SLYL

99°91

96’81

Ly'0e

Saving ratio






oijes Buiaeg

Figure 2

Saving~Investment Correlations for ERM Countries (and Austria), 1975-87

13.95 -

13.22 —

12.49 I~

11.75 [~

11.02 [~

10.28 I~

9.55 —

8.82 |+

8.08 —

+

1 |

+

|

1

10.28

11.25

11.82

12.59

13.36 14.13

Investment ratio

14.90

15.67

16.44

17.21

_qz_






ones buaeg

20.47

18.56

16.66

14.75

12.85

10.94

9.04

7.13

5.22

Saving-Investment Correlations for Selected Non-ERM Countries, 1975-87

Figure 3

+
+
+
|
+
+
2 I 1 + 1 | | L {
6.90 8.35 9.81 11.26 12.72 14.17 15.63 17.08 18.54 19.99

Investment ratio

- o7 -






contrast, the non-EMS group exhibits significant correlation between
saving and investment with an R“ value of .79 and an estimate of B8 which
is insignificantly different from unity with a 1 percent error
probability. These results are consistent with the hypothesis that
capital mobility is high in the EMS group of countries much like during
the gold standard period.

2. Sub-periods

In order to further investigate the hypothesis discussed above, the
data are examined separately over three sub-periods, i.e. 1975-78, 1979-
82, and 1983-87. The first sub-period is the pre-EMS period while the
other sub-periods involve the EMS., The EMS period is broken down into
two sub-periods on the basis that after 1982 the EMS entered a phase of
greater exchange rate stability than before.

Figures 4-12 give the plots for saving and investment for each of
the three sub-periods for the combined group, the EMS, and non-EMS
groups, while regression results are presented in Table 2.

Table 2. Cross Section Sub-periods Correlation
in 1975-78, 1979-82, 1983-87

B-coefficient Standard deviation R2
All 16 industrial
countries, 1975-78 0.67%% 0.16 0.56
1979-82 0.59%* 0.19 0.40
1983-87 0.51%* 0.10 0.63
EMS countries plus
Austria, 1975-78 0.47 0.60 0.09
1979-82 0.15 0.42 0.02
1983-87 0.32 0.32 0.14
Non-EMS countries,
1975-78 0.68%* 0.19 0.67
1979-82 0.73%* 0.17 0.75
1983-87 0.54%* 0.11 0.81

** Indicates statistical significance with a 1 percent error
probability (two-tailed t-test).

These results broadly confirm the earlier finding for the entire period
that very low correlations are obtained from the EMS countries together
with much higher correlations for the non-EMS countries. One would,



however, have expected lower correlation for the EMS group in the post
1982 period as compared with the first two sub—periods (reflecting the
hardening of the EMS after 1982), but this is not borne out by the
regressions. It is true, however, that the post-1982 relationship
between saving and investment for the EMS countries is much weaker
compared with this relationship in the pre-EMS period.

3. Pooled data

The cross-section results reported above are based on a fairly
limited number of observations which may affect the precision of the
statistical estimators. In a last step, the saving—-investment equation
was therefore estimated with pooled data for (i) the country groups and
the three sub-periods (i.e., 1975-78, 1979-82, and 1983-87), and
(ii) the country groups and the two later sub-periods (1979-82 and
1983-87). The results are presented in Table 3.

Table 3. Cross-Section Time Series Saving-Investment
Correlations in 1975-87 and 1979-87

B-coefficient Standard Deviation R2
All 16 industrial countries
1975-78, 1979-82, 1983-87 0.61%*% 0.09 0.52
1979-82, 1983-87 0.56%* 0.11 0.45
EMS countries plus Austria
1975-78, 1979-82, 1983-87 0.44%* 0.21 0.17
1979-82, 1983-87 0.25 0.29 0.05
Non-EMS countries
1975-78, 1979-82, 1983-87 0.66%* 0.08 0.73
1979-82, 1983-87 0.63%* 0.10 0.74

e )
w

*, *% Indicate statistical significance with a 5 percent and
1 percent error probability, respectively (two-tailed test).

In general, the results derived from the cross-section regressions
are confirmed by the pooled regressions. It is, however, worth noting
that for the EMS group a weak but positive correlation between saving
and investment can be found when all three sub-periods are considered
while no such relationship exists when the pre-EMS period is deleted.
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Figure 4

Saving-Investment Correlations for 16 Industrial Countries, 1975-78
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Figure 5

Saving-Investment Correlations for ERM Countries (and Austria), 1975-78
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Figure 9

Saving-Investment Correlations for Industrial Non-ERM Countries, 1979-82
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Saving-Investment Correlations for 16 Industrial Countries, 1983-87

Figure 10
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Figure 11

Saving-Investment Correlations for ERM Countries (and Austria), 1983-87
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This result appears to reinforce the argument that the EMS was
instrumental in creating an environment wherein capital flows more
easily from country to country within the EMS area.

III. Concluding remarks

The results presented in this note support the hypothesis that
conditions have been restored in countries participating in the exchange
rate mechanism of the EMS and Austria that facilitate international
capital flows among the countries and therefore approximate conditions
existing under the gold standard. Since similar conditions could not be
observed in other industrial countries which over time also have adopted
less interventionist policies (including a reduction in barriers to
international capital movements), it appears that the exchange rate
stability achieved in the EMS has been an important factor in promoting
capital mobility.

Seen against this background, the external imbalances presently
existing among EMS countries appear more "benign" than generally
perceived. Nevertheless, to the extent that they are created through
excessive government borrowing in some countries, or through speculative
bubbles, policy action may be required.
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