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I ntroduction

International capital markets, liketheir domesticcounterparts,serve
severa key functions. They channel resources from units (house-
holds, firms, governments) that are saversto unitsthat are dissavers,
thereby loosening the constraints imposed by self-finance and ena-
bling increases both in the overall productivity of investment and in
the smoothing of consumption. They provideliquidity. They allocate
and diversify risk. They may even helpto " discipline” errant borrow-
ers-either by subjecting them initially to a rising default premium
and ultimately, to the threat of credit rationing, or by forcing adjust-
mentsin exchangerates. By permittingtradein financial assetsto take
place without regard to either national boundariesor the nationalities
of market participants, there is a strong presumption that the effi-
ciency, liquidity, risk-pooling, and disciplinary attributesof capital
marketswill be enhanced.

In someimportant respects, devel opmentsover thepast twodecades
have been kind to the view that the benefitsof open capital markets
are being increasingly recognized and that integration of capital
marketshasal ready proceeded quitefar, To begin with, therehasbeen
aprogressivedismantling of capital and exchangecontrolsamong the
major industrial countries,followed by abroader-basedliberalization
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and reform of their domestic financial sectors. A snapshot of those
liberalization measuresis shown in Table 1. Note that liberaization
has spanned money, bond, and equity markets. Prior to the second
haf of the 1980s, it was the offshore markets and the banksthat led
theway, but sincethen it has been thereformeddomestic marketsand
the securities marketsthat have provided much of the momentum.

Tablel

Highlightsof Financial Liberalization
in Major Industrial Countries

United States
1964 - Interest Equalization Tax introduced.
1971 - NASDAQ system introduced.
1972 - IMM opens, trading FX futures.
1975 - deregulation of securities firms commissions;
- CBOT opens, trading interest rate futures.
1978 - International Banking Act.
1979 - Reg. K: subsidiaries of commercial banks can deal in and underwrite
equity securitiesoutsidethe U.S.
1980 - DIDMCA phases Reg. Q out by 1986.
1981 - International Banking Facilities. o o
1982 - Security Pacific isfirst bank to set up a securities firm subsidiary;
- currency optionsintroduced. ) ] )
1984 - 30\})erceﬂt withholding tax on interest income [gmd toforeignersrepealed.
1986 - NYSE, AMX, NASD allow foreign issuers if they comply with home
country laws, -
- Government Securities Act.
1987 - CBOT begins evening trading.
1988 - Primary Dealer Act requires reciprocity before foreign financial
institutions can become dealersin U.S."government security markets.
1989 - CFTC approves GLOBEX.
1990 - Rule 144a exempts from registration privately-placed debt and equity
offered to qualified ingtitutional buyers.
1991 - Multi-jurisdictional disclosure system with Canada.
1992 - Reforms to governmentsecuritiesmarket includere-designof auctionmles;
after-hours trading on NASDAQ International .

Canada o
1977 - Equity optionsintroduced at TSE, MSE,
- Computer Assisted Trading Scheme ECATS) goesonlineat TSE.
1980 - Interest rate futuresintroduced at TSE.
1983 - Negotiable commissions at ME, TSE.
1984 - Toronto Futures Exchange (TFE) t;)lgaens.; )
- Montreal and Boston exchanges establish automated traderouting system.
1986 - Blue Paper "New Directionsfor the Financial Sector™ published,
- agenda includes integration of financial services industries by common
ownership and extension of powers.
1987 - From June, all banks are allowed to own securities companies;
- Ontario allowsrestricted cross-border activity by foreign dealers;
- Ontario and B.C. allow foreign ownership of securities deal ersincorpor-
ated in these provinces. ) ] ) o
1989 - Bank Act eases restrictions on foreign share of Canadian banking activity.
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1990 - Pension funds can increaseforeign assets eventually to 20 percent in 1993.
1991 - Canadian and U.S. securities regulators recognize a multi-jurisdictional
disclosure system;
- introduction of off-hours trading sessions.
1992 - Ontario allowsforeign advisersto provide investment advice to sophisti-
cated investors;
- deposit-taking and similar institutions given expanded securities trading
and advisory powers.

France
1967 - Bank lending rates deregul ated.
1984 - New Banking Law provides a unified regulatory structure;
- foreign exchange controls rescinded, money market opened up.
1985 - CP market opens, but only to nonbanks;
- capital market fees, taxes reduced, deregulated.
1986 - Computerized securities quotation and order system (CAC) introduced;
- MATIF opened;
- T-bills available to all investors;
- deregulation of banking commissions;
- interest rateson depositslonger than 3 months areliberalized;
- partial capital flows liberalization.
1987 - ﬁeform of the government securitiesmarket: introduction of market makers;
- optionsintroduced.
1988 - New Stock ExchangeLaw: banks and other financial institutions can own
securities companies,
- strengthened prudential rulesfor stock exchange members;
- deregulation of commissions; OATs listed on the NY SE.
1990 - Virtually all exchange controls eliminated.
1991 - Reform of the market for negotiable credit securities;
- regional stock exchangeslink to Paris.
1992 - Completion of the electronic payment and delivery servicefor securities;
- introduction of efficient payment and delivery system for ECU securities.

Germany

1981 - Temporary capital controls lifted.

1984 - Tax onforeign investors' income from German bonds eliminated.

1985 - Bundesbank allowsissuesof DM bonds with innovative features and
allowsforeign-owned banksin Germany to lead-manage foreign DM
bond issues;

- DM FRN, currenlc}y swaps, zero-coupon bonds introduced.
1987 - private use of ECU placed on samefooting asthat of other currencies;
- Federal Bond Consortium opened to foreign banks.

1988 - For(le(i gn investors allowed to buy five-year Federal Bondsin the primary
market.

1989 - Rulesfor foreign DM bonds eased.

1990 - DTB opens;

- FX-denominated bond, note issues permitted;
- primary market for Federal bonds changed to include auctions.

1991 - securihestransfer tax abolished;

- nonresidents allowed to buy one to two-year Treasury Financing Paper;
- DM CPmarket startsup;
- Federal Treasury Notes introduced.
1992 - proposals for centralized supervision of securitiestrading;
- enforcement of insider trading and reporting regulations;
- money market mutual funds authorized;
- company and stamp taxes abolished;
- German branches of foreign banks can lead-manage DM bond issues and
MTN and CP programs;
- regional exchangesto be integrated.
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Italy
1984 - open-end investment fundsintroduced. ] )
1985 - stock exchanges introduce continuous auction trading for listed shares;

- proposed securities market reforms include computerization and integra-
tion of systems for quoting, information dissemination, order routing,
and execution, clearing, and settlement; concentration of all securities
transactions in one market system; regulating the market for unlisted
securities; regulation of securities firms;

- controlson capital inflows lifted, restrictions on residents' foreign assets

relaxed.
1988 - creation of screen-based Government securities market based on a system
of primary dedlers; ]
- most remaining foreign exchange control sabolished.
1990 - Government securities market open to foreign investors;
- remaining foreign exchange control s abolished. . ]
1991 - approval of comprehensiveregulatory framework for securities business
and reformsto organization and functioning of the markets, including
futures and options;
- start of screen-based trading on the stock exchange.
1992 - completion of centralized share depository;
- MIF opens,
- tax exemption of interest paymentsfrom certain currency bondsis removed.

an
1%90- first Samurai bond.
1972 - Interbank FX trading beginsin Tokyo.
1973 - six foreign stocks listed on TSE. ]
1974 - ban on issuance of Japanese corporate bonds overseas islifted.
1978 - first issue of Euro-yen bondshy a nonresident. ) )
1979 - first issuein Japan of unsecured yen-bonds by aforeign private company;
- foreign exchange controls relaxed;
- banks can issue short-term FX loans;
- Gensaki bonds offered to nonresidents;
- domestic CD market be%j ns, open to nonresidents.
1980 - securities firms offer MT government bond funds;
- new Foreign Exchangeand Foreign Trade Control Law;
- FX bankscan make MT, LT FX loans. )
1981 - Japanesebank subsidiaries can lend ST Euro-yen to financetrade with Japan.
1982 - Japanese banks can lend L T Euro-yen to borrower of their choice;
- new Bank Law and Securitiesand Exchange Law.
1983 - banks can sell newly issued, M T and L T govemment bonds OTC,;
- JASDAQ introduced:;
- Samurai bond regulations relaxed;
- postal insurance can buy foreign bonds.
1984 - securitiesf i scan sell FX CDs, CPin thedomestic market;
- banks allowed to deal in govenunent bonds;
- non-Jsapanese banks can lend yen; )
- FX trading no longer tied to commercial trade and hedging-swaps allowed;
- yen-FX conversion limitsfor foreign banks abolished.
1985 - introduction of govemment bond futures,
- bankers' acceptances introduced;
- nineforeign banks open trust subsidiaries;
- interest rate deregulation begins,
- Euro-yen FRNs, zero-coupon bonds, CDs, warrants introduced;
- withholdingt ax on Euro-yen bondsissued by Japaneseresidents removed,
- MT, LT Euro-yen |oans liberalized; ] )
- first Shogun bond issue; first Euro-yen straight bond issued;
- bond rating agencies set up.
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1986 - TSE admits 6 foreign members;
- 12 Japanese banks make markets on SEAQI;
- Japan Offshore Banking Market opened;
- restrictions on Japanese purchases of foreign securities removed;
- insurancecompany and pension fund trust accountscan increaseFX assets.

1987 - domestic and %uro-yen CP markets introduced;

- Jauanese banks' overseas subsidiaries can deal inforeign CP;

- membership in government bond syndicate opened to foreign banks;

- Japanesefinancia institutions can trade in overseasfutures markets;

- stock index futures traded on Osaka exchange;

- banks allowed to sell government bonds on the secondary market from
dateof issue;

- auction used in primary market for 20-year government bonds.

1988 - Financial Futures Tr::ﬁng Law;

- Four Japanesesecuritiesfirms become primary dealersin theU.S. govern-
ment securities market;

- restrictions on domestic and Euro-yen CP issues by nonresidents relaxed;

- postal savings system allowed to increase forei n assets;

- participation of residents in overseasfinancial Futures markets permitted;

- taxes on bond transactions reduced;

1989 - TIFFE opens,

- for%i gn securities firms appointed |ead-managers in govenunent bond
syndicate;
- relaxation of restrictions on the JOM;
- medium- and long-term Euro-yen loans to residents permitted;
- ]gll financial institutionsallowed to trade as brokers in overseasfinancia
utures.
1990 - licenses given toforeign companiesto enter the bank trust market;
- commissions for large transactions are lowered.

1991 - Report of Securities and Exchange Council on capital market reforms
proposes that banks and other financia institutions be allowed to own
securities subsidiaries;

- two Japanese branches of U.S. securitiescompaniesallowed to tradein
foreign exchange;
- foreign securitiescompanies' subsidiariesin Japan are given bank licenses.

1992 - legislation on financial sector reform uassesthe Diet;

- Securities and Exchange Surveillance Commission ¢ | ited,

- investment trust “Guidelines” revised to facilitate L tof invest-
ment trust management companies by both domestic and foreign firms;

- securitieshouses allowed to offer money market funds.

United Kingdom

1979 - foreign exchange controlsabolished.

1981 - fi st 1ssue of ECU T-bills.

1982 - LIFFE opens.

1986 - "'Big Bang'": negotiable commissions; dual capacity securities firms;
other financial institutions can own securities firms; computer trading
system modeled on NASDAQ; SEAQ International; improved trading
and settlement systems for government securities;

- Financial Services Act set up the SIB and SROs, RPBs which report to it;
new investor protection rules,

- Central Gi |t58fﬁce set up —provides book-entry transfer, rolling one-day
settlement, and assured pay ments; market makersfor Gilts;

- CPmarket introduced.

1987 - Banking Act formalizes B of E supervision.

1988 - Introduction of acomprehensivetrade reporting system covering al
marketsin the UK.

Other

1973 - floating exchange rates;
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- ERM startsup;
- ECFirst Non-Life Insurance Directive allowsinsurers licensed in one
member to open branches in other members.
1975 - Basle Concordat implements home country supervision.
1976 - first currency swap.
1979 - First Life Insurance Directive.
1981 - first interest rate swap;
- first ECU bond.
1983 - Basle Concordat revised to implement consolidated supervision.
1985 - EC Directiveon UCITS;
- White Paper on compl etion of the single market.
1986 - Sln?:e European Act;
- ECFirst D|rect|veon Capital Liberalization.
1988 - BIS capital standards agreed;
- EC Second Directive on Cap|tal Liberalization.
1989 - OECD Codeon Liberalization of Capital Movements agreed;
- ECInsider Trading Directive;
- EC Second Banking Coordination Directive agreed.
1992 - Investment Services Directive agreed

Sources: Goldstein and others (1993), ISMA (1993), OECD (1991,1993), Takedaand Turner
(1992).

Beyond liberalization,international financia marketshaveresponded
to the same fundamental forces that have been shaping the entire
financial services industry. Dramatic decreases in the costs of tele-
communications and of information gathering and processing, the
need to financelarger government deficits and external imbalances,
thedesireand opportunity to hedgeagainst thehigh variability of asset
prices and inflation rates, the ascent of both **securitization™ and the
"inditutiondization™ of saving and investment, and improvementsin
paymentsand settlement systems, haveal played arole.

By now, liquid marketsin central and local government securities,
in equity,in corporatedebt,in commercial paper, in bank certificates
of deposit,in asset-backedsecurities, and in both exchange-tradedand
over-the-counter derivative instruments have become a prominent
featureof thefinancial landscape in most major industrial countries.!
The restructured bank debt of many developing countries has now
been securitized and is regularly priced and traded in the secondary
market. "' Globa™ bonds and equitiestoo are gaining a strong foot-
hold.2 Improved liquidity permitsinvestors to move quickly in and
out of domestic and international investment positions. Advancesin
the technology of financial transactions have reduced transactions
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costs to the point wherethey less and less serve as an impediment to
rearranging portfolios when expectations change. It is increasingly
common, for example, to see investors switch between bond and
equity funds when expected yields diverge. When transaction costs
in the spot market are too expensive, theinvestor hasthe opportunity
to take equivalent positionsin the derivative markets (where daily
trading volume hastripled since 1986). Theincreasing concentration
of savingin institutional funds(thatis, in mutual funds, pensionfunds,
insurance companies, unit trusts, and hedge funds) aso means that
individua investors are increasingly turning to professional fund
managers when choosing among the extensive menu of liquid secu-
ritieson offer; see Table2. U.S. and European fund managers alone
now control over $8 trillion in assets.3

All thishasinduced an impressivegrowth in international portfolio
investment among the major industrial countries. Tota cross-border

Table2

TheGrowth of Indtitutional I nvestors. Financial Assets
asa Percentageof Household Financial Assets

Pension Funds and Collective Investment

Life Insurance Cos. Institutions Total
Country 1980 1985 1990 1980 1985 1990 1980 1985 1990
United 178 21.1 235 22 50 7.7 200 26.0 312
States
Japan 13.8 16.6 208 18 36 56 15.6 20.2 264
Germany 194 24.2 271 32 48 81 22,6 29.0 35.1
France 8.0 11.2 147 27 124 217 106 236 36.3
Ttaly'? 16 09 32 na 21 29 na 29 61
United 1 39.9 499 53.7 16 31 49 415 531 586
Kingdom
Canada 194 233 26.7 10 16 30 204 249 29.7
!Total assets.

2At book value.
Source: Johnson, C. "New Players, New Rules—Financing the 1990s,” Lafferty Publications.
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equity holdings in the United States, Europe, and Japan increased
from $800 billion in 1986 to $1.3 trillionin 1991, whiletotal cross-
border ownership of tradable securitiesis estimated to have risen to
$2.5trillion. A significant shareof thegovernment debt of all Organi-
zation for Economic Cooperation and Development (OECD) coun-
triesis now held by nonresidents. Close to 50 percent of all trading
in theequity of firmslocated in the European Community (EC) takes
place outsidethe homecountry.> Oneout of every sevenequity trades
worldwideinvolves aforeigner as a counterparty.® More generally,
the last two decades have witnessed an enormous expansion in the
volume and range of international financial transactions. No matter
whether the relevant yardstick is taken to be the average daily net
turnover in theforeign exchange market, or the scale of grosscapital
flowsin the mgjor industrial countries, or the stock of Eurocurrency
bank loansand bonds, or theshareof foreigndirectinvestmentin total
grossinvestment,thereislittledoubt that theinternational component
of financial market activity has grown faster than either the domestic
component or the value of world trade.”

Yet in other respects, both the domain of international financia
liberalization and the current degree of capital market integration
emergeas more limited.

Nearly fifty years after Bretton Woods, it is noteworthy that less
than one-fifth of thelnternational Monetary Fund's (IMF) 168 mem-
ber countriesand territories voluntarily refrainfrom either restricting
payments or using separate exchange rates for some or al capital
account transactions.* For some larger Western European countries,
capital controlswere not fully removed until 1990, and somesmaller
Western European countries took such action only during the past
year. In short, the establishment of capital account convertibility is
still by no means a universal phenomenon.’

Nor have we reached thestage—even in the most devel oped finan-
cia markets—where the foreign-currency denominated investments
of banksand of ingtitutional investorsarefreeof regulatory guidance
and constraints.A summary of thosemeasuresfor thelarger industrial
countriesis shown in Table 3. Most G-10 countries exercise some
guidance on net open forex positions for their banks, and mutual
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funds, insurance companies, and pensionfundsare usualy subject to
sometype of "*prudence” ruleon their foreign-currency denominated
investments.

Once we move beyond the wholesale market in heavily traded,
highly liquid, largely default free, financial assets to the broader
categoriesof world saving and wealth, it islikewise apparent that the
Walrasian auctioneer plays a more modest role. The largest compo-
nent of wealthin almost al economiesishuman capital, an asset that
is not traded either domestically or internationally. As originaly
highlighted by Feldstein and Horioka (1980), experience across a
wide spectrum of countries reveals that the lion's share of domestic
investment isstill financed by domestic—and not by world—saving.
Retained earningsstill occupy animportantroleinfinancingbusiness
investment.10 A nontrivial shareof household financial assetsin the
major industrial countries continues to be held in nonintermediated
form (for example, equity in self-owned business). As recently as
1984, three-fourthsof familiesin the United States did not own any
stock at al (Mankiw and Zeldes, 1991).

Net international capital flows(that is, current account imbal ances)
aso tell a somewhat different sory than gross flows. Although net
capital flows for industrial countries grew markedly between the
mid-1970sand the second haf of the 1980s, they were still consider-
ably smaller (relativeto GDP) than during the pre-1914 gold standard
era.ll The United Kingdom ran an average current account surplus
equivalent to roughly 4 1/2 percent of GNP from 1880 to 1913, and
Austraia, Canada, and the Scandinavian countrieswere ableto main-
tain large average deficits over an extended period. Today, it isstill
unusua to see a mgor industrial country incur a current account
imbalance equal to say, 3 percent of GNPfor threeor more yearsin
arow. In fact, for G-7 countries over the 1970-93 period, this has
happened on only five occasions (the United States, 1985-87; Japan,
1985-87; Germany, 1986-89; the United Kingdom, 1988-90; and
Canada, 1989-93);!2 see Table4. Theaveragecurrent accountimbal -
ance (relative to GDP and without regard to sign) for G-7 countries
over the 1980swas 1.7 percent.

Moreover, while there is clearly a much greater diversity of
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2The same regul atory constraintsapply to security houses,

Table3 (continued)
United Net opendealing positionin any | Not subject to any specific Subject to matching and | Collective investment schemes
Kingdom |onecurrency may not exceed {0 limitations in their holdingsof  |localization rules, which require | (unit trusts) are required to
percent, and that of all foreign currency assets. them roughly to balance. invest at least 90 percent of their
currencies taken together liabilitiesexpressed in a assetsin transferable
not exceed 15 percent, of the particular currency with assets | securities in “approved
adjusted cagital base. In prac- 1n that currency. markets,” which includes
tice, limits for most individual marketsin virtually all member
banks are set lower than these countries of OECD.
general maximaafter taking into
account each bank's experience
and internal control system. i
United Foreign currency exposure of Reguilated by aspecial federal U.S. stateinsurance regulations | Primarily regulated by the SEC
States banks is not subject toany law—Employee Retirement attempt "'to prevent or correct under federal laws. An open-
regulatory limitations, butitis  |Income Security Act (ERISA).  |undue concentration of ended fund may not hold more
monitored through weekly and  |Permissible investments subject |investiment by type and issue than 15 percent of its net assets
monthly reports on spot and to the "' prudent expert™ rule, and unreasonably mismatching |in illiquid assets. Otherwise no
forward positions. whichincludes a requirement to |of maturities of assetsand explictt restrictions are imposed
iveconsideration to diversifica- (liabilities” These laws usually  |on investment in foreign
on and liquidity factors. Other- |allow an unrestricted"basket”  [secunties.
wise no explicit restrictionson | of investmentsfor certain
holding foreignsecurities, amount of assets, which can be
including foreign equitiesand alocated to foreign securities.
foreirncurrencv-denominated
bonds.
European |Under the EC directive on The EC Pension Fund Directive [The EC life and non-life The Undertakingsfor Collective
Community capital adequacy, if afirm's reguires member states to insurance directives intend to Investment in Transferable
overall net foreign exchange | abolish arbitrary investment removeall legal barriers for the |Securities (UCITS) Directive
position exceeds 2 percent of its | requirements slich & lists of creation of acommon market in |introduced the principleof the
total own funds, it will multiply | permissible assets or mimmum  |insurance. They also set out siAgle authorization requirement
the excess by 8 percent to Investment requirements. provisions to harmonizeruleson amf aimed a coordinating the
calculate itsown funds Member states cannot require  |admissible investment. laws of member states. No
requirements against foreign funds to hold more than 80 guidelines are set out for
exchange risk. percent of their assetsin restricting UCITS fund's cross-
matching currencies and must border investment.
take account of the effect of any
currency hedging instruments
held by the institution.
For the securities houses of these countries there are no explicit regulatory restrictions on foreign exchangepositions and other cross-border investments.
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Current Account Balance/Gross Domestic Product, Major Industrial Countries, 1970-93 (in Per cent)

Table4

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981
United 023 -0.13 -048 053 0.13 114 024 -0.74 -0.68 -0.01 0.09 017
States
Japan 097 251 217 -0.03 102 -0.14 0.66 158 170 -0.87 -1.01 041
Germany 071 045 047 1.46 2.77 104 083 0.78 139 -0.71 171 -052
France -0.27 0.08 018 040 171 057 123 0.30 147 0.86 -0.65 -0.91
Ttaly 0.83 172 149 -155 -436 027 -1.34 101 2.06 146 -2.19 -226
United 154 1.89 0.30 -1.37 -3.95 -149 0.73 -0.09 057 033 123 265
Kingdom
Canada 116 0.38 -0.26 0.24 085 -2.70 -2.07 -1.98 -2.03 -1.76 0.36 -1.72
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993
United -0.36 -128 -2.62 -3.01 -346 -3.60 -258 -1.93 -164 -0.06 -105 -1.60
States
Japan 0.63 175 2.77 3.66 432 361 275 199 122 218 3.20 338
Germany 0.78 0.81 1.60 264 4.46 414 423 485 2.88 -118 -1.30 -1.42
France -2.14 -0.79 015 -0.20 0.12 -0.90 -050 -0.48 081 -0.50 021 0.16
Ttaly -1 0.37 -059 0.87 040 -0.19 -0.68 -1.24 -1.34 -1.84 -2.06 -158
United 167 124 055 0.78 0.02 -1.06 -343 4.22 -3.09 -1.12 -200 -2.84
Kingdom
Canada 0.75 0.76 0.61 -0.65 -2.25 -2.10 -256 -352 -3.85 4.34 -4.16 -3.34
TEstimated

Source: World Economic Outlook, I nternationa Monetary Fund, May 1993.
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internationally-traded assets on offer today than during earlier peri-
ods, there hasin general been less convergence of nominal and red
interest rates across thelarger industrial countriesthan duringearlier
regimes. Bordo (1993) finds that for nominal and rea long-term
interest rates, as wel as for nominal short-term rates, convergence
across the G-7 countrieswas lower during the 1974-89 period than
during either the classical gold standard (1881-1913) or Bretton
Woods (1946-70); only for short-term rea interest rates did the
outcome go the other way. It could be that thisdifferencein conver-
gencedf interest rates across monetary regimesreflectsfactorsother
than the degree of internationa capital mobility (such as a higher
incidence of country-specific shocks and/or a higher divergence of
inflation rates during thefloating rate period), but that remainsto be
sorted out.

True, international diversification of assetshasbeenincreasingover
the past decade. Neverthel ess,empirical studies indicate that portfo-
lios in mgor industrial countriescontinue to be subject to a strong
"home bias," such that actual international diversificationis signifi-
cantly lower than that suggested by optimal portfolio considera-
tions.!3 U.S. investors hold about 94 percent of their equity holdings
in the form of U.S. securities; for Japan, the United Kingdom, and
Germany, the corresponding percentages each exceed 85 percent. !4
The 300 largest pensionfundsin the world haveonly about 7 percent
of their assetsdenominated in foreign-currency instruments. 1>

This paper discusses the extent to which national capital markets
have become linked and identifies several of the more important
consequences of that increased degree of integration. The organiza-
tional scheme is as follows. The second section examines various
measuresof theintegrationof world capital markets, including devia-
tions from the law of one price, differences between actual and
optimally diversified portfolios, correlations between domesticinvest-
ment and domestic saving, and cross-country linksin consumption
behavior. We aso review some of the methods that have been
employed to gauge the degree of capital mobility in developing
countries. In the third section, we anadyze two recent episodes of
large-scaleinternational capital flows—namely, last fall's turmoil in
the European Monetary System (EMS), and the surge of capital
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inflowsinto Latin Americaduring the last three yeers—for insights
into theworkingsof today's global capital market. Finally, thefourth
section offers some concluding remarks on the future evolution of
international capital markets, on exchangerate management, on alter-
native approachesto living with larger and moreinfluential financial
markets, and on thefinancing of investment in theformerly centrally
planned economies.

Anticipating our conclusions, wefind that there are indeed impor-
tant linkages between national capital marketsand that theextent and
strength of those international linkageshave been increasing signifi-
cantly over the past decade or so. Integration has proceeded farthest
for those liquid, financia instruments widely traded in the major
financia centers. That market is now large enough and integrated
enough to place tighter constraints than before on the conduct of
macroeconomic policies, especially under fixed exchange rate
regimes. Themassivecapital flowsthat took placein thefall of 1992,
and then again this past summer, to prompt adjustmentsin exchange
rate parities and a widening of the bands in the Exchange Rate
Mechanism (ERM) of the EMS, are indicative of the strength and
agility of that major segment of today's capital market. Increasingly,
more countriesand a wider range of assets are being drawn into the
moreintegrated portion of the market, asfinancial liberalization and
innovation proceed, as the cost of acquiring information and of
executing tradesof financial assetsfalls, and as securitizationand the
role of ingtitutional investors grow. We expect thisincreasein inte-
gration to continue.At the same time, it is premature to speak of a
single, world capital market since large componentsof world saving
and wedth are not traded, since a clear home bias in portfolio
decisions persists, and since the threat of government intervention,
currency risk, and thedifficultiesof dislodging established domestic
firmsin retail markets, al till operate to keep the bulk of national
saving at home and to segment some national marketsfrom others.
While the discipline exercised by capital markets over government
policiesis neither infalliblenor aways applied smoothly and consis-
tently, we find that markets have on the whole encouraged adjust-
mentsin policiesthat go in the right direction. There are legitimate
concerns about the impact of increased international capital mobility
on the effectiveness of macroeconomic policiesand on the manage-
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ment of systemicrisk, but we doubt that either of those concernswill
be allayed by effortsto thwart liberalization and globalization, or to
make ex antedi stinctions between productive and unproductivecapi-
tal flows. A more promising gpproach is to attempt to improve the
functioning of market discipline, to see that risk is appropriately
priced, and to ensure, where possible, that liberalization isaccompa
nied by astrengthening of supervisionon acoordinated, international
basis. Finaly, experience teaches us that the hundreds of billions of
dollars of new investment needed to help transform the formerly
centrally planned economies of Europe and Ada into efficiently
functioning market economies will come mainly from inceases in
domestic saving. World capital markets will play an important, but
not predominant, role.

Measuring the integration of capital markets

Consider the paradigm of a perfect and comprehensive capital
market in which wealth holders can trade claims on literadly every
economically valuable asset (including human capital and state con-
tingent securities) with free and complete information and with little
or no transactions cost. No such perfect and comprehensive capital
market existsat theinternational level or at the national level, evenin
themost financially advancedcountries. Neverthel ess, by considering
variousways in which observable economic behavior might diverge
from the implications of a perfect capital market, it is possible to
derivevariousmeasuresaof the degreeof international capital market
integration. Since these various measures tend to focus on different
functionsthat capital markets are expected to perform, they do not,
unfortunately, always yield similar, or even directly comparable,
conclusions concerning the degree of international capital market
integration.

One agpproach is to note that under perfect international capital
mobility, there would be no official barriersto international capital
flowsand, presumably, transactions costsfor asset tradeswould not
be much greater for tradesacrosscountriesthanfor thosewithinthem.
In thereal world, of course, thereareahost of barriersto cross-border
capital flows, extendingfromdifferencesin languageandinformation,
to officia restrictions and policies that favor domestic asset trade
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relativeto foreign trade. A catalogueof theserestrictionscan provide
useful information about barriers to international capital flows, but
does not provide an easily interpreted measure of the economic
importanceof these bamers.

Another approach focuses on the ideaof “the law of one pricg’ —
that is, thatidentical assetsshouldtrade at the same pricesin different
locations. This approach has spawned a large literature which is
reviewed below. Closely related to this approach are a number of
studiesthat focuseither on thedegree of substitutability acrossassets
that might naturally be thought of as close or nearly perfect substi-
tutes, or that examinetheextent to which rea interest ratestend to be
equalized or tend to move together internationally. Along adifferent
tack, several studies have explored whether portfolios of assetsheld
by residents of different countries are internationally diversified to
the (large) extent that would be consistent with perfectly integrated
capital markets. Even more distinct in concept are two broad classes
of studies that either investigate the extent to which correl ationsof
national savingsand national investment are consistent with perfect
international integration of capital markets, or that explore whether
correlationsof consumption movementsacross countries are consis-
tent with therisk sharing that would be expected with perfectintegra-
tion.

Even though thereisby now aburgeoning literature that addresses
directly the measurement of international capital market integration,
it has proven difficult to reach firm and clear conclusions about the
degree—if not the trend--of integration. Thisambiguity reflectsthe
fact that no single method of measuring the degree of integration is
completely freeof conceptual and technical difficultiesthat cloud its
interpretation. 16

Capital marketscan respond to ashock either throughcapital flows,
or through achangein asset prices, or through some combination of
the two. This means that integration cannot be gauged by looking at
the scale of capital flows aone. Trading of some benchmark U.S.
government securities, for example, takes place both inside and
outside the United States. An unanticipated event (such as achange
in the Federal Reserve's discount rate) can trigger an immediate
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adjustment of these securitiespriceswithoutany capital flowsor even
any transactions occurring. Divergenciesfrom the law of one price
(that is, yield differentials on supposedly identical assets) have to
contend with the problems that observed yidd differences could
reflect characteristics of the assets (default risk, liquidity, existence
of tied services, and so forth) that have little to do with unexploited
opportunitiesfor international arbitrage, and that there are different
ways of modeling expected returns (so that testsfor the lawv of one
price are always joint tests of the degree of integration and of the
model used to define expected returns). Also, law-of-one-pricecom-
parisons are typically restricted to a subset of assets that is much
narrower than anything like national ' capitd.” Departuresof actual
from optimal portfolios run into the thorny problem that thereis no
“world” economic agent who consumesthe world consumption bas-
ket, so that investors from different countries bring different con-
sumption perspectives to bear on their optima portfolios.
Correlations between domestic investment and domestic saving,
while covering a wider range of assets than in law-of-one-price
comparisons, can be spuriousindicatorsof thedegreeof international
capital mobility because (asdetailed below) theobserved correlations
can be influenced by a gamut of “other” factors. Correlations of
consumption behavior acrosscountriesarejoint testsof therisk-pool-
ing attributesaof international capital marketsand of somerestrictive
assumptionsabout both the availablemenu of assetson offer and the
nature of shocks (common versus country-specific and transitory
versus permanent) impinging on economies. And on and on.

In the remainder of this section, we attempt to give the flavor of
these dternative approaches to the measurement of integration—
along with a summary of thefindings.

Law-of-one-price exercises

Assuggested earlier, abasic characteristic of aperfectly integrated
asset market is that the asset's price is the same everywherein that
market, that is, asset prices must obey the "lawv of one price.” In
comparisonsof offshoreand onshoreyields, thetypica practiceisto
look in the two financial centers at the cost of interbank funds
denominated in the same currency (for example, the nominal interest
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rateon alarge, yen-denominatedcertificateof depositin Tokyo versus
that on aLondon, Euroyen deposit of the same maturity). Obvioudly,
no currency risk isinvolved here but yieldscould divergebecause of
differences in transactions and information costs, the existence or
threat of capital controls, differencesin tax treatment, and perceived
default risk.

Two main conclusions have emerged from such offshore/onshore
comparisons. The first one is that these differentials have declined
markedly during the 1980s. This suggests a move toward closer
integration of capital markets, especially for those countries (like
France and Japan) which have relaxed their capital controls during
thisperiod; seeChart 1.17 Thesecond conclusionisthat during periods
o turbulence, these differentials widen appreciably--as uncertainty
increases and liquidity decreases.!® When fixed exchange rates are
under pressure, the widening of offshore/onshore differentials is
frequently regarded asasignal that market participantsare concerned
that the (onshore) authorities may impose or tighten capital controls
to defend therate. Theseconcernsgo beyond garden-variety paranoia.
Giavazzi and Giovaninni (1989), for example, haveshown that in the
early years of the EMS, capital controlsemployed by wesk currency
countries became more binding during speculative attacks. More
recently, during last fall's turbulence, capital controls were tightened
by threeEM Scountries(Portugal, Spain, and I reland) in unsuccessful
attemptsto avoid forced realignments.

A closerelative of the offshore/onshore tests are those of covered
interest rate parity (CIP) 19 CIPisabasic arbitrage relationship that
says that the difference in interest rates on instruments issued by
comparabl eborrowersbut denominatedin different currenciesshould
be just equal to cost of cover in theforward exchange market. CIPis
usually tested by examining interest rateson Eurocurrency deposits.
As with the offshore/onshore differentials, the presumption is that
since exchangerisk hasbeen eliminated, any departurefrom ClPmust
owe to transactionscostsand to **country* or ' politica™ risk factors
(capital controlsand thelike).

Even without doing any formal tests, thereisastrong presumption
from the practicesof market participantsthat CI P should hold. Inter-
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Chart 1
Domegtic and Offshorelnterest Rates: United
States, Japan, and France, June1973 - June 1993
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views with large banks have repeatedly confirmed that the CIP
condition is used to set the (forward) exchange rate spreads or the
interest rate spreads (between domestic and foreign currency depos-
its) at which tradingisactually conducted. Not surprisingly, empirical
testshavefound: (1) that CIP holdsto aclose approximationin most
short-term markets in industrial countries; (2) that deviationsfrom
CIP are on average much smaller than they used to be—again sug-
gesting atrend toward closer integration; and (3) that departuresfrom
CIP beyond what can be explained by normd levels of transactions
costsare often related to actual or prospectivecapital controls.20

Some notion of the size of departures from CIP—and how they
differ across groups of countries--can be obtained from Table 5,
taken from Frankel (1991). A negative mean differential (in column
2) impliesthat to theextent that barriers to capital flowsexisted during
the 1982-88 period, they operated to discourage capital from flowing
out of the country; a positive differential carries a symmetric inter-
pretation. Two thingsin Table 3 merit comment. First, drawing both
on comparisons with earlier studies and estimation of time trends,
departuresfrom CIP were on average smaller during the 1980s than
during the 1970s; this trend toward increasing integration was par-
ticularly markedfor Portugal, Spain, France, New Zealand, Denmark,
Australia, and Italy. Second, distinguishing between thetrend and the
level of integration, departuresfrom CIP were generally smaller for
industrial countriesthan for devel opingones, albeit with somenotable
exceptions (for example, Hong Kong and Singapore had small
deviations, whileDenmark, Spain,and New Zealand had rather large
ones); put in other words, capital marketsin industrial countries are
farther aong in the integration process than those in the developing
world.

These comparisonsof offshore/onshore differentialsand of depar-
turesfrom CIP, deal only with the short end of the financial market,
usua ly employing dataon three-month instruments. They are there-
fore mute on whether integration has progressed equaly far for
longer-term markets. Here, empirical studiesarefew and far between.
Thislargely reflectsthe situation prior to the 1980s when the market
for foreign exchange cover for maturitiesbeyond say, two years, was
rather limited. The tremendous expansion during the 1980s of the
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Tableb5

'Country Premia’ or Covered Interest Differentials(local minus
Eurodollar: 3-months rates); | nterest Differential L essForward

Discount, September 1982 to April 1988

Number of Standard Series  Root Mean
Observa- Error of Standard Squared
tions (1) Men(2) Mean(3) Deviation(4) Error (5)
Group 1
Canada 68 -10 .03 21 24
Germany 68 35 .03 24 42
Netherlands 68 21 02 13 25
Switzerland 68 42 03 23 48
United Kingdom 68 -14 02 20 25
Group 340 14 01 21 A
Group 2
Hong Kong 68 A3 03 28 31
Malaysia 63 -146 16 128 195
Singapore 64 -30 04 31 43
Group 195 -52 05 .76 114
Group 3
Bahrain 64 -2.15 A3 1.06 241
Greece 58 -9.39 80 6.08 1126
Mexico 43 -16.47 1833 1201 20.54
Portugal 61 -7.93 123 959 1249
South Africa 67 -1.07 117 9.55 9.61
Group 293 -6.64 48 823 11.82
Group 4
Augtria 65 13 05 39 41
Belgium 68 12 .03 .26 29
Denmark 68 -353 .19 157 38
France 68 -174 32 268 320
Irdland 66 -79 Sl 417 4.24
Italy 68 -40 23 192 19%
Norway 50 -1.03 11 .76 129
Spain 67 -240 45 3.66 439
Sweden 68 -23 06 45 51
Group 588 -1.10 09 225 277
Group5
Austraia 68 -5 23 194 208
Japan 68 09 .03 21 .23
New Zealand 68 -1.63 .29 242 292
Group 204 -6 12 178 206
All Countries 1,620 -1.73 09 381 5.36

Taken from Frankel (1991).
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market for currency and interest swaps has made it much easier to
arrange cover for longer maturities, up to even seven, ten, or twenty
years, in addition, the growth of the over-the-counter markets has
meant that such cover can now be "' custom-tailored to participants
needs to a larger extent than was the case when cover had to be
purchased using the standard contracts available on the organized
exchanges. Thissuggeststhat deviationsfrom Cl Pat longer maturities
are probably smaller today than they were say, ten yearsago. Popper
(1990), using swap-covered return differentials on 5- and 7-year
government bonds, even finds that CIP departures are smaller for
longer-terminstrumentsthan for for comparableshorter-termones. It
isnot clear, however, how robust that finding will turn out to be with
respect to other instruments and other markets. On the one side,
governmentsmay be'morelikely to impose controlson shorter-term
rather than on long-term capital because assets with short maturities
may be perceived as morespecul ativein nature; seeHamio and Jorion
(1992). On theother side, the still more limited availability of long-
term hedging instruments (relative to short-term ones) could make
transactions costs higher at that end of the market; see Hilley and
others (1981).

From timeto time, effortshavea so been made to extend the scope
of integration inquiries to include equity price movements. One
interesting new line of inquiry isto examinethe premiaobservedin
closed-end country mutual funds. Under perfect capital market inte-
gration, theshare priceof the country fund should equal its net asset
vaue, computed from the price of foreign shareslisted in theforeign
market. Differencesbetween thetwo can be ascribedto what aforeign
investor would be willing to pay to circumvent legal restrictions on
buying the shares directly.?! Bonser-Neal and others (1990) found
that a number of country funds showed a significant decrease in
premia (over the 1981-89 period) either in anticipation or following
announcements of investment liberalization measures—a finding
which supportsthe af orementionedtrend toward decreasing segmen-
tation.

A second, more traditional approachisto look at correlations in
stock priceindexesacrosscountries. Here, four findingsarerelevant:
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(1) correlations of stock market movements across industrial
countries are usually low to moderatein size ;22

(2) thereisnosignificantincreasein thesizeof thesecorrelations
over the past twenty yearsor so;23

(3) cross-country linkages are much tighter during periods of
extreme turbulence, such asin October 1987, than during more
tranquil times; and

(4) cross-country spilloversare asymmetric, with spillover from
the U.S. market to others much stronger than in any other
direction.2* Note also that high correlation of ex post stock
market returnsbetween two countriesdoes not necessarily imply
close integration of these markets since expected returnscould
dtill differ.?

Next, suppose that market participantschoose not to cover against
currency risk. Then, to the extent that asset holders regard securities
denominated in different currenciesasless than perfect substitutes, a
new source of market " segmentation™ enters the picture. In theory,
imperfect substitutability among assetsdenominatedin different cur-
renciesdoesnot necessarily imply any imperfectionin thefunctioning
of international capital markets—any more than different expected
returnsfor assetswith different risk characteristicsin domestic capital
marketsimplies an imperfection in these markets. In practice, how-
ever, evidence of a high degree of substitutability among assets
denominatedin different currencies would naturally be thought to be
evidenceof ahigher degreedf international capital marketintegration.
By anaogy with the theory of international trade, international price
divergencesresulting from transportationcostsand other rea barriers
to tradedo not imply any economicinefficiency. Nevertheless,goods
markets are clearly more integrated internationally when transport
costs are low, as well as when tariffs and other artificia barriersto
tradearelow. Moreover,in thecaseof international financial markets,
there is the suspicion (at least in some quarters) that currency risk
associated with widdly fluctuatingexchangeratesisalargely artificial
barrier to international capital market integration.
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One way of assessing the degree of segmentation resulting from
currency risk is by testing for its absence; that is, by testing whether
the condition of uncovered interest parity (UIP) holds. If UIP holds,
then markets are equilibrating the (known) nomina return on a
domestic currency asset with the expected nomina yield, trandated
into domestic currency, on an uncovered position in a comparable
foreign currency asset. UIP isequivaent to the combination of CIP
with the assumption that exchange markets are driven at the margin
by risk-neutral investorswho equate the forward exchange rate with
the expected future spot exchangerate.26

Tests of UIP have often involved assessments of whether the
forward is a biased predictor of the expected future spot rate. To
estimate the expected future spot rate, researchershave relied either
on survey datacof theexpectationsof exchange market participantsor
on the assumption that exchange rate expectationsare formed ration-
aly (which permits substitution of the actual exchange rate for the
expected rate). By now, the evidence points pretty clearly to the
following conclusions: (1) forward rates are biased (and even per-
verse) predictorsof expectedfuturespot rates;2’ (2) probably themain
reason why forward ratesaresuch lousy predictorsof expected future
spot rates is that “news” about the variables that matter for the
determination of exchangerates (for example, future monetary poli-
cies) consistently reaches the market between the time the forward
contract isentered into and the time that the contract expires;2® and
(3) the resulting "'risk premium’™ varies over time but has proved
difficultto relate to variables(like relative supplies of domestic and
foreign assets) that theory suggests should influenceit.?? Other tests
of UIP have concentrated on the mean value of deviationsfrom UIP
and on thedegreeof autocorrelationin thosedeviations.3? Thebottom
line here too has been that UIPdoesnot hold and that assets denomi-
nated in different currencies are viewed by the market as imperfect
substitutes.3! Given the relatively high degree of exchangerate vari-
ability that has characterized the floating rate period,3? it is not
surprising that Frankel (1991,1993) findsthat most of the variation
in (real) interest rate differential s across countriesin the 1980s owes
much moreto " currency risk premia* than to ** country risk prernia.™

Thus far, we have taked about tests of the law of one price
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exclusively in nomina returns, and we have restricted our attention
to wholesale markets. Integration of capital marketsis considerably
|ooser once we move to real returns, and when we consider cross-
country linkages among retail markets.

Themain reason why integration of real returnsfor assetsdenomi-
nated in different currenciesis a more stringent condition than inte-
gration of nomina returns is that the former aso implies close
integration of goods markets. That is, equality of red returnsrequires
not only that UTP hold but &l so that ex anterel ative purchasing-power-
parity (PPP) hold as well. This latter condition means that the
expected change in the nomina exchange rate needs to be equal to
the expected differencein inflation rates between the two countries
involved (thatis, thereal exchangerate remainsconstant). It turnsout
that nominal exchange rate changes during the 1970s and 1980s
departed widely from the predictionsof relative PPP (Frenkel, 1981;
Frankel, 1991), as real exchange rates showed pronounced swings,
sometimesreaching as much as 50 percent. It isonly either over very
long time periods (spanning decades) or under conditionsof hyperin-
flation, that PPP seemsto provide areliableexplanation of exchange
rate behavior.

Studiesby Mishkin(1984), Cumby and Mishkin (1986), and others
suggest that real interest rates in the industrial countriesdo show a
tendency to move together but clearly not enough as to establish
anything likeequality of real returns. Real interest rate spreadsacross
themajorindustrial countrieshavebeen significant over thepast thirty
years (see Chart 2—as acombination of monetary and real shocks,
of differencesin macroeconomicpolicy stancesand mixes, of changes
in the credibility of exchange rate commitments (and differencesin
exchange rate polices), and of marked differencesin cyclical posi-
tions, have each exerted an influence. Theseintercountry differences
are also not uniform--either across pairs of industrial countries, or
over time.

Although comparable data across countries on borrowing and
lending ratesfor retail customersis much harder to come by than for
wholesal e transactions, there are strong hints that both thelevel and
trend of integrationislower in retail financial marketsthan in whole-
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Chart 2
Major Industrial Countries: Real Interest Rate
Spreads, 1961 - Second Quarter 1993
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sale ones. Part of the story is that barriers to entry in banking for
foreign ingtitutions—ranging from national brand name loyalty, to
large start-upcostsfor branch networks, to restrictions on ownership
structures—are probably greater on the retail side. Part of it is that
retail customers are more captive of local financial institutionsand
lessknowledgeabl eabout international optionsthan arelargetriple-A
corporationswho can either fund themsel vesdirectly or borrow from
foreigningtitutions. And part of itisthat liberalizationof interest rates
on small savingsaccountsand of commissionson small equity trades
has often beenoneof thelast carson thetrain of financial reform; see
Tablel. In any case, evidencethat Deutsche Bank and BankersTrust
can get the same rate of return on large certificates of deposit in
Frankfurtandin New Y ork doesnot necessarily meanthat individuals
with small saving accountsin eastern Germany earn thesamereal rate
of return asindividualsin Peoria, Illinois.

Departures fromoptimally diversified international portfolios

Y et another approach to gauging how "international™ capital mar-
kets have becomeis to examine the extent to which actual nationa
investment portfoliosdiffer from thoseimplied by optimal portfolio
theory. Because returns on financia assets do not always move in
tandem across countries, standard portfolio theory suggeststhat such
internationa diversification can reduce overall portfoliorisk; indeed,
because many shocksarecountry specific, thereisapresumptionthat
benefits should be larger from international than from domestic
diversification.

As suggested in the introduction, international diversification has
been on therisein mgor industria countries, especialy over the past
decade. One rough measureof thisdiversificationis provided by the
ratio of cumulativeinternational capital flows relativeto new issues
of all domesticassets. Such dataare availableon astandardized basis
for twelve OECD countries; see Table 6. Averaging inflows and
outflows, this ratio increased from about 12 percent in 1975-82 to
amost 17 percent in 1983-90.33

But al thisrefersto thetrend of international diversification. When
we turn to judging the level of diversification, the message from



Table6
Ratioof Inward and Outward Foreign I nvestment to New | ssuesof Domestic Assets, 1975-90

(cumulative flows, in percent)

1975-82 1983-90
Inward Foreign Outward Foreign Inward Foreign Qutward Foreign
Share of OECD , Investmen Investmen Investmen Investmen
Financial Wealth Domestic Assets Domestic Assets Domestic Assets Domestic Assets
Total Assets

United States 36.2 3.4 57 8.4 2.4
Japan 25.3 3.7 4.3 92 13.6
Germany 39 11.0 11.2 17.7 32.6
France 6.4 10.3 95 14.5 13.9
Italy 4.6 10.9 6.4 8.1 6.6
United Kingdom 6.8 29.7 335 26.6 24.0
Canada 3.0 13.7 8.0 14.4 6.4
Spain 2.2 8.2 35 10.5 8.5
Netherlands 1.2 . L 22.7 32.8
Sweden 1.6 13.5 6.6 15.6 11.6
Belgium 1.2 31.2 259 335 34.7
Finland 0.8 13.6 9.1 18.7 12.2
Average? 13.6 11.2 16.7 16.6
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Table6 (continued)

1975-82 1983-90
Inward Foreign Outward Foreign Inward Foreign Outward Foreign
Shareof OECD, Investmen Investment/ Investmen Investment/
Financial Wealth Domestic Assets Domestic Assets Domestic Assets Domestic Assets
Bondsand Equities

United States 451 115 32 12.8 23
Japan 17.3 8.1 .. 110 e
Germany 34 4.4 14.6 325 46.8
France 7.3 16.9 13.6 181 144
Italy 6.0 21 37 35 7.0
United Kingdom 39 6.4 82 437 37.0
Canada 4.2 232 123 304 153
Spain 12 12.6 6.6 419 105
Netherlands 1.0 s e 39.7 474
Sweden 15 12.9 4.1 224 238
Belgium 14 12.6 8.9 10.3 379
Finland 0.7 20.3 6.0 28.0 129
Average? 11.9 81 245 232

' Does not sum to 100 percent because of missing datafor somesmall OECD countnies. The latter share of asset issueswas assumed to be proportional to their

shared 1985 OECD GNP which was 7 percent.

2Unweighted.

Source: OECD Financial Statistics - Part 2; Financial Accountsof OECD Countries, Organizauon for Economic Cooperation and Development, various issues.
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existing studies (Tesar and Werner, 1992 and French and Poterba,
1990) isthat theexisting degreeof diversificationisfar short of what
would be implied by optimal portfolio considerations;>4 moreover,
thisconclusionisquiterobust to aternative methodsof specifyingthe
preferred portfoliostrategy.33 Another way of saying much thesame
thing is to ask what the pattern of expected returns across countries
would need to be to make existing portfolio allocations " optimal."
Theanswer isthat investors would need to expect that returnson the
domestic market are much higher than the world market portfolio
suggeststhey truly would be. In thecase of U.S. investors, Tesar and
Werner (1992) calculate that the ""home bias” is about 200 basis
points, for German investors, thebiasgoesall theway upto 928 basis
points.

Just what accountsfor this home bias remainsapuzzle. Thelist of
possiblesextendsfrom transactionscosts, toexternally-imposedpruden-
tial limits on foreign assets, to uncertainties about expected returns,
to higher (than warranted) risk perceptions about foreign assets due
to relative unfamiliarity with those markets and institutions.36 Our
own preference leans heavily toward the last factor.37 Indeed, we
would suggest that thereis not only ahome bias but also a neighbor-
hood or regional bias. Based on discussions with portfolio managers
during the Fund's capital market missions, we conclude that thereis
astrong tendency even today for investorsto be most knowledgeable
and comfortable with investmentsin their own back yards, and to
invest in regions where they have previoudy had other business
relationships. Distance outpredicts anything else in explaining trade
patterns; we suspect that it still hasarole (asaproxy for familiarity)
in investment flows as well. Over time, we would expect this home
or neighborhood bias to decline, but we would be surprised if it goes
away entirely during our lifetimes.

Saving and investment correlations

A third route to inferring thedegreeof integration or capital mobil-
ity among group of countriesis to examinethe relationship between
domestic saving and domestic investment. This approach was pio-
neered in the early 1980s by Feldstein and Horioka (1980) and
Feldstein (1983). The basicideaisthat in aworld of perfect mobility,
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thereshould be practically no relationshipbetweenacountry'sdomes-
ticinvestment and itsdomestic saving: investment would be financed
out of thepool of world saving, whilesaverswouldlook toinvestment
opportunities worldwide—not just in the domestic economy. Opera-
tionally, the test is to regressthe ratio of investment to GDP, (I/Y),
on the ratio of domestic saving to GDP, (SN): an estimated coeffi-
cient of oneon thedomestic saving rate meansthat all of thedomestic
saving is retained a home and is trandated into higher domestic
investment (zero capital mobility), whilea coefficient of zero would
imply complete international leakage of domestic saving (perfect
capital mobility). When Feldstein and Horioka (1980) estimated this
regression on a sample of 21 OECD countries over the 1960-74
period, they found that the estimated coefficienton domestic saving
was very close to one (0.8 -0.9) —implying very |ow international
capital mobility.

Sincethen, savinglinvestmentcorrel ationsof theFeldstein/Horioka
variety have been estimated again and again, employing a host of
different time periodsand country samples(includingboth cross-sec-
tion and time-seriestests, and covering bothindustrial and developing
countries) —but the main findingthat domesticinvestment i sfinanced
primarily by domestic saving has proved extremely robust.38 Only
two qualifications merit mention. Oneisthat inclusion of datafor the
decade of the 1980s suggests this correlation is probably declining
over time (that is, that capital mobility is increasing).3® The second
qualificationisthe(counter-intuitive) finding that saving/investment
correlations are much lower for groupsof developing countriesthan
for groupsof industrial ones.40

With lessand less questioning of thefacts, thereal issue hasturned
on whether savinglinvestment correl ations can tell us much about the
degree of international capital mobility, and if not, why not. The
answer to that question has spawned a sub-literature of its own, as
much of theinternational economics profession hassought tofind an
explanation that would be consistent both with the high observed
correlationsand with their gut feeling that international capital mobil-
ity isactually high (not low). Proposed solutionsto thepuzzlefall into
five categories: (1) imperfect goods market integration; (2) current
account targeting; (3) missing variablescommon to domestic saving



276 Michael Mussa and Morris Goldstein

and investment; (5) country size; and (6) imperfect substitutability
between financial and redl capital.

Thefirst twoexplanationshaveal ready been hinted at. For domestic
saving rates to have no effect on domestic investment rates, it would
be necessary, inter alia, for real interest rate parity —not just nominal
interest rate parity —to hold. But capital mobility can only equalize
nominal rates of return and there is not enough substitutability in
goodsmarketsacrosscountriesto make PPPhold. Thus, thestory here
(Frenkel, 1991) is that high saving/investment correlations primarily
reflectimperfect goods marketintegration—and not low international
mobility of capital.

The second explanation is that countries have implicit or explicit
current account targets that they pursue with their macroeconomic
policy tools so asto prevent large, sustained net international capital
flows; as noted earlier, sustained, large current account imbalances
have been arelatively, infrequent eventfor large, industrial countries
over the past two decades. If, for example, governments systemati-
caly adjusted the public sector's net saving/investment position to
offset shiftsin the private sector's imbalance, this would contribute
to high observed saving/investment correlations--even if capital
werefree to exploit international arbitrageopportunities.4!

A cluethat there may well be something to thesegoods market and
current-account- targeting explanations comes from some recent
effortsto estimate Fel dstein-Horiokaregressionson regional data. An
advantageof using regional dataisthat one can maketheassumptions
that goods market integrationislikely to be higher within than across
countries, and that regiona authorities have no current account tar-
gets. Assuch, thiscould makeit easier toisolate the degree of capital
mobility.42 In fact, regional savinglinvestment correlations for Can-
ada (Bayoumi and Sterne, 1993), for the United Kindgom (Bayoumi
and Rose, 1991), and for the United States (Sinn, 1992), al obtain
results that are closer to the perfect capital mobility pole. Some
authorshavesimilarly investigated the behavior of savinglinvestment
ratios for the gold standard era when tolerance for current account
imbal ances was apparently higher; in this case, however, the results
havebeeninconsi stent, with Bayoumi (1990) reportinglow saving/in-
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vestment correlations for that period and Obstfeld (1993a), using
different data sources, reporting high ones.

Several questions remain. How can goods market integration
explain the tendenciesfor saving/investment correlations to decline
in the 1980s and for these correlationsto be lower in developing
countries (where protectionist trade barriers are presumably higher)
than in industrial ones?In the absenceof well-specified policy reaction
functionsfor governmentfiscal positions, how can we disentanglethe
external constraint from ahost of other influences(including politica
and historical factors)?Wasthe primary causeof thelarger U.S. fiscal
deficit in the mid-1980s and early 1990s a more benign attitude
toward current account imbalances or wasit political considerations
that militated against both raising taxes and controlling government
expenditure?Thelatter explanation seems closer to the mark.

A third class of explanations has involved a search for missing
variablesthat could lie behind movementsin both saving and invest-
ment. Since both saving and investment are known to behave pro-cy-
clically, thereisadanger when using high-frequency time-seriesdata
that saving/investment correlations could be capturing such cyclical
influences. It turns out, however, that when cyclically-adjusted vari-
ables are used, or when the observations cover averages of longer-
term periods, or when estimation methods to guard against
simultaneous equations bias are employed, the high correlations
remain.*3 Population growth could be:important because countries
with high ratesof population growth would be expected to have high
investment rates (becauseof theinvestment needs of arapidly grow-
ing labor pool) and high saving rates (becauseof the higher share of
young people who are high savers relative to ol der dissavers). Sum-
mers (1988) illustrates how initial wedlth can matter by citing the
exampleof acountry ravaged by war, wherethedesireto rebuild both
the capital stock and household wedlth holdings would generate an
increasein both investment and saving. Because thelife cycletheory
of saving givesthegrowth rate of GDP (and labor's shareof national
income) aprominent role, and becausetheinvestment ratetooi slikely
to be affected by incomegrowth, one (Obstfeld, 1986) might likewise
make the case that thisisthe missing variable. Again, however, what
could be is not the same as what is. By and large, adding these
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variablesto thebasi cinvestment/saving equationstill producesresults
similar to the origina findings (Feldstein and Bacchetta, 1991),
Summers, 1988). Finaly, Tesar (1991) and Leiderman and Razin
(1993) survey agroupof real businesscycle modelswhereexogenous
disturbancesto either [abor productivity (cum immobilelabor) or the
termsof tradeleads bothinvestment and saving to respondin thesame
direction. Simulation methods are then employed to show that, with
reasonable parameter valuesand with shocks drawn from the histori-
cal record, these models can produce correlations of saving and
investment that |ook similar to thecorrel ationsfound by Feldsteinand
Horioka. Therub, here, however isthat these results seem to be quite
sensitive to small differencesin the parametersaof the model and in
the stochastic propertiesof the shocks (transitory versus permanent,
thedegree of correlation acrosscountries, and so forth);# thislack of
robustness makes the simul ation resultsless than convincing.

We do not have any strong nomineesof our own to put forward for
the missing variable™ Oscar, at least for theindustrial countries. But
we do find something strange in the aforementioned finding for
developing countries that saving/investment correlations are very
low—indeaed, much lower than for industrial countries. It seems
doubtful that capital mobility should be higher for developing coun-
tries than for industrial ones-even if capital controls are rather
ineffectivein devel oping countries(see below),and even thoughthere
have clearly been some periods of substantial capita flight. One
would al so expect that a considerableamount of investmentin devel-
oping countrieswould be financed by the sameindividuals, families,
and firms that do the saving.*> The more of this Robinson Crusoe
self-intermediation that goes on, the higher should be the correlation
between saving and investment in devel oping countries.

Threeother factors are also probably important. One isthe nature
of the macroeconomic policy regime. More specificaly, the same
policy environment (a relatively low and stable rate of inflation, a
reasonable fiscal deficit, a competitive real exchange rate, and so
forth) that makesit attractiveto savein country x isalsolikely to make
it attractivetoinvestin country x, for residentsand nonresidentsalike.
Empirical studies of capita flight from developing countries, for
example, havefound that these same macroeconomicand exchange
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Table7
Saving and I nvestment: Fud and Nonfud Exporters
Regression: U, =at B &y, te

Estimatesof
. ] Fuel Exporting Nonfuel Exporting
Time Period Countries Countries
197192 0.18 0.61
(0.13) (0.07)
1971-81 0.12 0.63
0.13) (0.08)
1982-92 0.26 0.59
0.12) (0.06)
1971-73 0.21 0.72
(0.19) (0.10)
1974-76 0.07 0.60
(0.09) (0.08)
1977-79 0.22 0.59
(0.14) (0.07)
1980-82 0.06 043
(0.14) (0.07)
1983-85 034 0.66
(0.13) (0.08)
1986-88 027 0.52
(0.13) (0.06)
1989-92 0.37 0.62
(0.13) (0.06)

Notes: Countries where average ratio of fuel export to total exports in 1984-86 exceeded 50
percent areclassified as"fuel-exporting™ (17 countries); al othersare classified as
"nonfuel-exporting™ (73 countries). (I/Y), and ($/Y} i denote repsectively the average
investment and saving ratio over the sample period.

rate policy variablesareinfluential in explaining the time-series and
cross-section behavior of capital flight (Dooley, 1988; Rojas-Suarez,
1991). This too should work in the direction of high correlations
between domestic saving and investment.

A second potentially important factor is that some developing
countrieswith less diversified production and export structures--oil
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exportersare the classicexample—will find it useful to invest much
of their saving abroad, both because of the limited set of investment
opportunities a home and because of traditional diversification
motives. This would suggest that saving/investment correlationsfor
say, fuel exporting devel oping countries, should be lower than those
for other devel oping countries with more diversified economic struc-
tures. As shown in Table 7, such correlations do seem to be consis-
tently lower for fuel exportersthanfor nonfuel exporters.Asexpected,
thecorrelationsare particularly low in those subperiods (1974-76 and
1980-82) following large increasesin oil pricesand in export earn-
ings.

Third, one presumably also wants to take account of shocks that
have different effects on certain subgroups of developing countries.
For example, saving rates declined appreciably after 1981 in those
developing countries with debt-servicing difficulties as a result of
sharply higher interest paymentson external debt and of awidening
of fiscal imbaances; the debt overhang aso acted to discourage
investment in those economies. The reduction in the debt overhang
and theimplementationof effectivestabilization measureshave,since
the mid-1980s, helped to reverse this decline; see IMF (1993a). In
contrast, those devel oping countries without debt-service difficulties
were able to maintain high savingratesthroughout the1980sand have
recently increased themfurther. In any case, wethink further empiri-
cal work to determineif, how, and why saving/investment correla-
tionsdiffer acrossgroupsof devel oping countriesi swarranted before
one can give meaningful interpretation to the observed aggregate
correlations.

Thisbringsusto countrysi ze. It could matter for two reasons. First,
small countrieswould be expectedto haveal essdiversified economic
structurethan large countriesand hence will depend more on capital
inflows and outflows to offset domestic shocks. Second, a country
that islargein world financial marketswill be ableto affect theworld
interest rate. For example, a dip in the large country's saving rate
could raise theworld interest rate and lead to afall in both domestic
and world investment. Both hypothesized effectsof country size go
in the samedirection, namely, that small countriesshould havelower
saving/investment correlations than large countries. Thisis an emi-
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nently testable proposition. Again, theresults have not been convinc-
ing. While some studies find that country size matters (Murphy,
1984), most find that it doesn't matter enough to ater the basic
empirical regularities.46

Thelast suspect is wesk substitutability within national economies
between heavily (internationally) traded, highly liquid, largely default-
freefinancial assetsdenominatedin different currencies(for example,
Treasury bills) and less (internationally) traded, less liquid, more
risky, real assets (such as equities). As hinted at earlier, we believe
there is something to this general point athough we would readily
admit that relatively little is understood about the mechanisms that
would separatedeci sionsabout broad capital accumul ationfromthose
that involve accessto world capital markets.4” What we do know is
that someassets (government securities) are much morehighly traded
and arbitraged than others(equity claims on small business) and that
individualsdon't takeanywherenear full advantageof diversification
(either national or internationa) in their daily lives. Clearly, more
research is needed to sort out what assets get traded and when, and
how arbitrage between nontraded and traded assetsis frustrated.

Cross-country linksin consumption

Thisisthe newest branchin theempirical literatureon international
capital market integration. Its theme is that free trade in financia
assets will alow countriesto offset idiosyncratic risks and hence, to
moreeasily smooth consumption. In fact, as Obstfeld(1993a) empha-
sizes, if themenu of traded, state-contingent assetswerecomplete (so
that al consumption riskswereinsurable), marginal utilitiesof con-
sumption would be perfectly correlated across countries. Sincethose
conditionsare not satisfied in practice, one getsthe wesaker presump-
tion that increases in capital mobility should be accompanied by
increasesin thestrengthof cross-country consumptionlinks. A related
proposition (Razin and Rose, 1993) is that countries with relatively
open capital marketsshould display |essvolatility in consumption but
greater volatility in investment than countries with less open capital
markets (since greater access to the world capital market improves
thediversification of country-specific shocks but also widensthe set
of investment opportunities).
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Thusfar, empirical support for the consumption-smoothing hypo-
thesishas been mixed. Obstfeld (1993a, 1993b) finds: (1) that corre-
lations of national consumption with world consumption, for both
industrial and devel opingcountries,areuniformly significantly below
one(that is, below thevaue that should theoretically prevail if capital
were perfectly mobileand if themenu of state-contingent assetswere
complete); (2) that the correlationsare higher for industrial countries
than for devel oping ones; and (3) that thecorrelations are on average
higher for 1973-88 than for 1951-72—adbet with a fairly large
number of individual-country exceptions. On thewhol e, these results
are consistent with the view that thedegreeof capital market integra-
tion is increasing, athough the increased coherence in the recent
period would aso be consistent with a constant degree of capital
mobility cum ahigherincidenceof commonshocksin themorerecent
period (Leiderman and Razin, 1993).48 The related proposition that
countries with more open capital markets should display smoother
consumption and more volatileinvestment than those with lessfinan-
cia opennessdoes not fare so well. Razin and Rose (1993) test this
on a sample of 138 industrial and developing countries for the
1950-88 period. Thisisredly a test of oneimplication of increased
capital mobility —not atest of capital mobility itself, sincetheauthors
construct a measure of capital mobility for each country based on a
factor analysisof capital account restrictions.In brief, they find that
there is at best a weak relationship between capital mobility and
consumption smoothing and no relationship at al between capital
mobility and thevolatility of investment. Rather than reject thetheory,
Razin and Rose (1993) argue that theexplanation liesin the nature of
shocks: sincethere'arepervasivesignsin their databoth of persistence
and commonality of shocks across countries, the lack of a link
between capital market opennessand volatility is not surprising.

Measuring capital market integration and mobility
in developing countries

In addition to the difficulties already mentioned, estimating the
degree of capital market integration faces some specia obstacles
when applied to developing countries. As noted earlier, the vast
majority of devel oping countriesmaintain formal legal restrictionson
international capital movements. Moreover, some of these countries
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have a so subjected (domestic) interest rates in the formal financia
systemto bindinglegal constraints; thismakesapplicationof standard
"law of oneprice" testsproblematic. To be sure, thereareinformal or
“curb” marketsin many of these' financialy repressed” countriesthat
might substitute for market rates, but data availability on those rates
isseverely limited. Thefact that official capital flowsto these coun-
tries, typically driven by other than relativeyield considerations,|loom
largein total capital flowslikewise raisesfurther questions about the
interpretation of Feldstein-Horiokasaving/investment correlations.

All that beingsaid, thereisagrowing body of empirical evidence—
nicely summarizedin Montiel (1993)—that suggeststhat useful tests
of financial integration can be undertakenfor thesecountries,and that
theresultsleanin thedirection of higher capital mobility than isoften
assumed.

Oneway around the absenceof market-determineddomestic inter-
est rates is to conceive of the actual domestic interest rate as a
weighted averagedf theexternal interest rate that would prevail under
UIP, and of the domestic interest rate that would prevail in afinan-
cialy closed economy (wherethelatter isafunction of theobservable
excessdemand for money). By so doing, onecan estimate the weight
of "externd" relative to “domestic” factorsin determining domestic
interest rates (Edwards and Khan, 1985, and Haque and Montiel,
1990). The higher the weight of externa factors, the larger is the
country's degree of capital market integration with the rest of the
world. In asimilar spirit, one can aso adjust thedata used in tests of
saving/investment correlations for nonmarket aid flows. These two
methodol ogies can be supplemented by other indicators of integra-
tion, ranging from cross-country correlationsof consumption behav-
ior, totestsaof Ul Pfor those countrieswheredomesticinterest areless
affected by legal constraints,to simpleratiosof grosscapita flowsto
GDP. Using acombination of al thesetechniques, Montiel (1993) is
able to classify developing countries into three broad groups, corre-
sponding to high, intermediate, and low degrees of capital market
integration.

Only afew studieshave explicitly tested for changes over timein
the degree of capital market integration for developing countries.
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Thosethat do however (Farugee, 1991, and Frankel, 1986) find strong
indicationsthat capital mobility and integration have been increasing
during the 1980s. Not all of that is attributable to the progressive
dismantlingof capital controls.Somedf it a soreflectsthediminished
effectiveness of those capital controls that are still in place. In this
connection, Mathiesonand Rojas-Suarez (1993) concludethat capital
controlsin devel oping countries werelesseffectivein the 1980s than
in earlier periods, as theincentives for moving funds across borders
increased, while the costs of doing so fell.

Unfortunately, estimates of capital market integration—no matter
what the methodol ogy--cannotby themselvesconvey afull picture
of the policy implications of those markets. For example, it is not
necessary for expected returns to be fully equalized before large
capital markets(relativeto thestock of official international liquidity)
can put mgor constraints,of both the helpful and unhelpful variety,
over the short-term on the conduct of macroeconomicpolicies. Simi-
larly, portfolios that have a relatively low degree of international
diversification can—if they arelarge enough—generate large poten-
tia capital flows when expectationsabout relative yieldschange. For
example, the roughly 5 percent foreign-asset share of U.S. pension
fundsisequivalent to about $125 billion. For thisreason, we next turn
to two recent episodes of large, international capital flowsfor addi-
tional insight into their implicationsfor economic policy.

Tworecent episodesdf largeinter national capital flows

In reviewingdevel opmentsin international capital marketsover the
last few years, two episodesmerit prideof place. Onewastheturmoail
in European foreign exchange marketsthat reacheditspeak in thefal
of 1992, and then reappeared in the summer of 1993. During the
September 1992 turmoil, eight European currencies weredeva ued or
alowed to float, two large members of the EMS suspended their
participation in the mechanism, and central banks engaged in huge
amountsof exchangemarket intervention (on the order of $150-200
billion) in an effort to hold existing paritiesagainst thetideof private
capital flows. In thelate summer of thisyear, that turmoil resurfaced
and thistimeresultedin awideningof theERM bandsto plusor minus
15 percent around the bilateral central ratesfor all ERM currencies
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except the Dutch guilder (against the deutschemark).

The second episodeis the revival of large-scalecapita inflowsto
Latin America. After averaging about $8 billion a year in the second
half of the 1980s, theseinflows surged to $24 billionin 1990, to $40
billion in 1991, and to $53 hillion last year. Mexico was easily the
largest recipient of thoseflows but Argentina, Brazil, Chile, Colom-
bia, and Venezuelaaso figured prominently. Accompanying these
capital inflowsin most of the host countrieswere rea exchangerate
appreciation, faster economic growth, an accumulation of interna-
tional reserves, aboom in stock and real estate markets, and a strong
upturn in secondary market pricesfor foreign loans.

The EMS crisis®

To appreciate why there was so much selling pressure against
certain European currenciesin the summer and fall of 1992, one has
to go back about five years. During the 1987-91 period, there were
large, cumulativeinflowsof capital into higher-yieldingERM curren-
cies. An important motivating factor was the growing belief by
international investorsthat theEM Scountrieswereon anirreversible
convergence path toward Economic and Monetary Union (EMU).
This, in turn, implied that interest rate differentials in favor of high-
yielding ERM currencies would more and more overestimate the
actual risk of exchange rate depreciation. Why, therefore, settle for
theyield on adeutschemark bond when you could get the higher yield
on aliraor pesetabond, absent the compensating currency risk? As
seen in Chart 3, one-year lira yields were offering over the 1987-92
period an average spread of about 5 percent over the corresponding
deutsche mark instrument (the yield differential over U.S. dollar
instruments was also wide).”® As the period since the last major
realignment in the EM S lengthened (by theend of 1991, it had been
amostfiveyears),and asthe politica commitment to EMU strength-
ened—culminating with the signing of the Maastricht Treaty in
December 1991 —the " convergence play" seemed secure. Without
pretending to any precision, total capital flows involved in such
convergence plays could wel have been in the neighborhood of
$200-300 billion.
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Chart 3 (cont.)
I nterest Rate Differentialson Eurocurrency
Deposits, 1987 - 1992}

Percent

8 French franc minus:

Deutsche mark (12 month)

N

United States (12 month)

kel

t 1
1987 1988 1989 1990 1991 1992

14 Spanish peseta minus: 2

12

United States (12 month)

Deutsche mark (12 month)

| L 1 | |
1987 1988 1989 1990 1991 1992

Source: Data Resources, Inc.

2 Daily datafor the Spamish pesetaare nat availablebeforeJuly 1989.



288 Michad Mussa and Morris Goldstein

Thedifficulty of course wasthat actual convergenceamong ERM
countries—though significant—was not deep enough to justify the
assumptiondf rigidly fixed exchangerates. Elementsof vulnerability
included: lossesin competitiveness, largefiscal deficits, weaknesses
in financia sectors, sharp cyclical differences, and divergent mixes
of monetary and fisca policy (in the wake of German unification).
While predominantly ahome-grown problem, the sluggish economic
recovery in North Americaand, to alessextent, dow growth in Japan,
also made the external environment inhospitablefor those European
countries attempting to recover from recessions. With the benefit of
hindsight, it could be said either that the markets (like authorities)
didn't pay enough attention during this period to the evolution of
fundamentals, or that market participantsbelieved that they could get
out of long positions in overvalued currencies before the market
correction took place. The negative outcome of the Danish referen-
dum in June 1992 and the uncertainti es associated with the outcome
o the French referendum in September put into question both the
certainty of theMaastricht Treaty ratification and the ability of some
countries to achieve enough convergenceto sustain existing parities.
Seemingly, amost a once, the markets rediscovered currency risk
and acted accordingly.

In addition to the potential for sharp shiftsin sentiment, a second
sdient feature of the crisis (from the perspective of international
capital markets) was the broad range of private market participants
involved-encompassing banks, security houses, instititutional inves-
tors, hedge funds, and corporations. Indeed, that wide participation
explainsin part why theflowsthat flooded into central bankswereso
large. Therolesplayed by different classesof participantsvaried: for
the most part, it was plain defensive maneuvering to undo earlier
exposures in certain currencies; for some, it was primarily an inter-
mediary role as both amarket maker and as asupplier of credit; for
others, it was more aresearch and advisory role; and for yet others, it
was heavy position-taking, leveraging to the hilt. The distinction
between hedging and specul ation becomesblurred when most market
partici pants become convinced —rightly or wrongly —thet a nontriv-
ial changein exchangeratesiscoming, and that the changeislikely
to bein onedirection. In that circumstance, everybody gets into the
act.



The Integration of World Capital Markets 289

Turning to the behavior of liquidity during the crisis, markets
worked quite well. There were no magjor failures of financial firms,
nor did we observe a persistent seizing up in any of the larger asset
markets. This is not to say that there weren't strains. While forex
markets operated continuously, spreads at times widened to five to
ten times the norm in most of the ERM cross-rates. There werealso
periodswhenthesizedf tradesdeclined. Therewereinstancesin some
markets of a hesitation to quote forward rates because of the great
volatility in short-term interest rates; similarly, OTC option markets
suffered, becauseextremely highinterest rate volatility increased the
risk of quoting prices. Some firms with lower credit ratings tempo-
rarily lost access to their interbank markets and had to go to the
derivative exchangesto hedge positions. Thelargest strains surfaced
intheEuropean currency unit (ECU) market, wherethesame political
eventsthat rai sed uncertainty about thefutureof EMU simultaneously
created uncertainty about thevaue of the private ECU in termsof the
official basket. Fortunately, thecrisisremainedlocalizedin European
currency markets and did not spread either to national debt and equity
markets, or to thedollar or yen exchange markets. It al'so needsto be
recognized that theliquidity situation might well have been different
if central banks were not standing on theother sideof the market and
supplying it with such massiveamounts of liquidity.

L ast but by no means|east, what did last fall's crisis—as well asits
resumption this summer —tell us about the implications of interna-
tional capital marketsfor the policy optionsof theauthorities? Here,
we would draw five main observations.

First, the crisis demonstrated that existing international capital
markets can mobilize very large amountsof financia resources, and
that the pressuresagainst an exchangerate parity can quickly become
enormous. In the 1970s, the possibility that a central bank could be
faced with a run on its currency that could amount to say, $100-200
billion within the space of afew weeks was remote. It no longer is.
Thisimplies,inturn, that even massiveexchange marketintervention
will almost certainly not be effective when it tries to stabilize
exchange ratesthat are out of line with fundamentalsand when it is
not flanked by other policy measures. Sterilized intervention can till
be hel pful when itsmandateisframed more modestly and closer toits
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capabilities;that is, it may be helpful in countering disorderly market
conditionsin theshortterm, in sending asignal about future monetary
policy intentions, and in providing a shot—and we emphasize
short—breathing space while fundamental policy changesare being
made. Because the resources of the private sector are considerably
larger than those of even G-10 central banks, thequality of interven-
tion—particularly as a signal of joint monetary policy cooperation
and of joint commitment to an agreed parity —is likely to be at least
asimportant as the quantity.

Second, the stability of a pegged exchange rate system today—
given the size, profit orientation, and technical capacity of interna-
tional capital markets—depends importantly on whether a high
degree of convergencein the economic performance and domestic
policy needs of participating countries can be rapidly achieved and
maintained. In particular, there can only be one monetary policy for
agroup of countriesthat seek to keep their bilateral exchangerates
fully fixed. Thiscould be themonetary policy of thedominant country
to which other membersof the group passively adjust, or it could be
the monetary policy that isagreed by some common mechanism. But
it cannot be separate policies for different members of the group.
Moreover, since forex markets react not only to today's monetary
polices but alsoto how monetary policy isexpected to evolvein the
future, the mechani smsand i ncentivesthat assure the subordinati onof
nationa monetary policy independenceto the requirementsaf afixed
exchangerate regimemust be perceived ascredible.

Third, in looking at the consistency of exchangerates with funda-
mentals, it is necessary to look beyond measuresof long-term com-
petitiveness; one aso needsto includein thelist of fundamentasthe
gap between the internal and externa requirements of monetary
policy. In addition, the internal requirements for monetary policy
cannot be defined solely with respectto inflation. Cyclical conditions,
the prospective path of unemployment, and the health of the banking
system, matter aswell, and will inevitably form part of the market's
assessment of whether agiven monetary policy stance iscompatible
with given exchangerate commitments. Whatever thedesirability and
prowess of aggressive interest rate action to defend fixed rates in
countrieswith healthy fundamentals and in situationswherethe gap
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between the internal and external requirementsfor monetary policy
is not particularly wide, such tactics are more limited when those
conditionsare not satisfied. During the 1992 crisis, Germany was not
willing to reduce interest rates significantly before it had more assur-
ance that inflationary pressures were under better control, and Italy,
the United Kingdom, and Sweden each decided in the end that the
costs of keeping interest rates well above what would otherwise be
required on domestic grounds were too high to tolerate. In this past
summer's recurrence of the crisis, there was again a decision that it
would be too costly on domesticgrounds(for both Germany and other
members of the ERM) to implement a pattern of interest rates that
would have been necessary to sustain existing parities; instead, a
wideningof exchangeratebandswasviewed asthelesser of twoevils.
In both crises, it is hard to argue that in countries aready in deep
recession and with inflationin abeyance, higher interest rates would
have been either credible or desirable. The capital flows that took
place during these crisesclearly paid attention to thissituation. When
you arein themidst of adeep recessionand can't lower interest rates
much to assist the recovery, thisisafundamenta —as much asaloss
in competitiveness, or adeteriorationin thefiscal position.

Fourth, what was damaging about the EMS crisis was not that
exchange rate adjustmentsoccurred but rather the disorderly way in
which they occurred (and the consequent damagedoneto authorities
credibility). The challenge for authorities is either to convince the
markets that existing rates are consistent with fundamentas and
sustainable, or to make timely adjustments in an orderly way. In
situations when a number of ratesdo get out of line, the crisiswould
seem to suggest that an early, generalized redignment—if it can be
mutually agreed—is preferable to a sequential, disorderly, series of
forced adjustments. Thisin turn raises two challenges. Oneisto find
away to "depoliticize” exchange rate decisions, so that adjustments
can be made before they offer speculators the prospects of large,
profitable, one-way bets. The second one is how to maintain the
momentum toward convergence of inflation rates and interest rates
when less reliance than before can be placed on the fixity of the
nominal exchangerée as an anchor. Countrieswith flexible exchange
arrangements have greater room to maneuver because exchange rate
pressurescan be absorbed more by changesin the nominal exchange



292 Michael Mussa and Morris Goldstein

rate, but once movementsgo beyond what isregarded by the authori-
ties as appropriate, they too face thesame type of dilemma.

Fifth, al three countriesthat imposed capital controlsor tightened
existing restrictionsduring the crisisremoved them by theend of the
year. In addition,in noneof thesethree caseswastherecourseto such
controls successful in avoiding a realignment of the exchangerate.
The burden of proof that such measures can be effectivein dealing
with capital market pressures on exchange rates must therefore rest
with the proponentsof such policies.

Surges of capital inflows into Latin America

The stylized facts about recent capital inflowsinto Latin America
havebeen summarized by Calvoand others(1993a, 1993b): (1) about
haf of that inflow reflected an increasein the current account deficit;
the other haf shows up as an increasein official reserves; (2) part of
the increased capital inflow represents repatriation of earlier capital
flight, but part of it asoreflectsthe presencedf new investors; (3) while
portfolio investment and foreign direct investment also increased,
most of theinflows was accounted for by increased borrowing by the
private sector from foreign private banks: (4) for some countriesin
theregion (for example, Chile and Mexico), an important part of the
inflow hasfinanced increasesin privateinvestment, yet in some other
countriesin theregion (for example, Argentinaand Brazil), there has
been amarked risein privateconsumption (for theregion asawhole,
increased consumption dominates); and (5) the vast majority of
countries in the region (Brazil is a notable exception) have experi-
enced a sizable appreciationin their real exchangerates 31

Thereare threeinteresting questionsabout theseinflowsinto Latin
America. What motivated them? Arethey agood thing? And what do
they tell us about the functioning of today's international capital
markets?

The usua explanation for the surge of capita inflows is the eco-
nomic and political reforms (including privatization) carried out by
the reci pient countries, cum thesignficant restructuringof their exter-
nal debts. Thishasclearly operated to improveinvestment prospects
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in these countries, as reflected, inter alia, in increasing secondary-
market pricesfor bank claims on these countries. Yet, as Calvo and
others (1993a) point out, the "interna" explanation cannot be the
wholestory. After all, capital a so flowed into somecountriesin Latin
Americathat did not undertakesignificant reforms, and it only flowed
into reformingcountrieswell after (post 1990) those reformswere put
in place. For this reason, Calvo and others (1993a) come to the
conclusion that "externd™ factorstoo played asignificant role. Spe-
cifically, they conclude that economic developmentsin the United
States—namdly, fallinginterest rates and the recessi on-encouraged
investors to shift resourcesto Latin America.>2 This was the "' push’*
factor that complemented the " pull™ of renewed investment opportu-
nitiesand increased solvency within the host countries. In support of
their case, they employ principal component analysis and vector
autoregressionsto test theinfluenceof U.S. (financial yield and real
activity) variables on both the change in reserves and the degree of
real exchange rate appreciation in Latin America over the 1988-91
period. In short, "*foreign™ factors turn out to be important—particu-
larly in those Latin American countries where there were no major
changesin domestic policiesduring this period.

In principle, the surge of capital inflows to Latin America offers
significant potential advantagesto therecipients: it can hel pcountries
with low domestic saving ratesto invest more, and thereby assist the
transitionto ahigher growth path; it can hel pcountriesreducethecost
of adjusting to internal and externa shocks; and it can help sustain
thepolicy reform process(includingthereorientationof tradepolicies
from import substitution to export promotion).

In practice, however, the outcomedepends very much on how the
foreigncapital inflowsare utilized. In thisconnection, it isworthwhile
to keep in mind three observations: (1) over the past two decades, the
developing countriesthat relied most on foreign saving--defined as
thetop one-third of countriesranked by theratio of all capital flows
to GNP—tended to have higher inflation, higher fiscal deficits,lower
investment, and lower growth than those that relied less on foreign
saving;3 (2) therel ationship between changesin debt/GDP ratiosand
changesin investment ratesin devel opingcountrieshasvaried sharply
over time—with a significant positive relationship emerging in the
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1968-78 period, no relationship characterizing the 1979-83 period,
and awesk positiverelationship reassertingitself during the 1983-89
period; and (3) for every group of success stories with commericial
borrowing (for example, Korea, Indonesia, and Maaysia), there are
also individual-country cases (for example, several Latin American
countriesin the 1976-81 period and the Phillipines throughout much
of the1980s) where cornrnericia borrowing had lesssalutory effects.
Where countries can consistently follow policies (macroeconomic
stability,afirmrelianceon market forces, competitiveexchangerates,
and an outward-looking trade strategy) that allow them to earn a
higher rate of return on investments than the cost of borrowing,
foreign saving can be a valuabl e supplement to domestic saving. But
whenforeign savingisused on an extended basi sto financeconsump-
tion, or to delay needed policy reforms, the result is likely to be

disappointing.

In addition to thelonger-term challenge of using foreign resources
productively, surgesof capital inflowsalso raise some moreimmedi-
ate concernsin at least three areas (Calvo and others, 1993a). First,
thereistheworry that thered exchangeappreciationlinked with these
capital inflows could adversely affect the export sector, thereby
endangering a cornerstone of growth, creditworthiness, and techno-
logical advancement. Second, the sustainability of these flows at
recent levelsis open to question. Specifically,if somearethem are of
the ""hot money" variety, then a rapid reversal could lead to the
discontinuation of efficient investment projectsand perhaps, even to
domestic financia strains. And third, thereis some uneasi ness about
theproper intermediation of theseimported funds—particularly inan
environment where the inflows are used to make highly speculative
investments under the expectation that the authorities will bail out
speculators when the bubble bursts.

These concerns havein turn confronted policy authoritiesin Latin
Americawith some difficult policy choices. Sterilized intervention
can insulate the domestic money stock from the capital inflows. But
sterilized intervention can induce arisein thefiscal (or quasi-fiscal)
deficit by increasing the differential between the interest rate on
government domestic debt and that on international reserves; also,
since gterilized intervention, if effective, prevents domestic interest



The Integration of World Capital Markets 295

rates from faling, it tends to perpetuate the capital inflow. Not
sterilizing, on the other hand, risksallowing thecapital inflow to fuel
inflationary pressures. Taxes on short-term borrowing abroad are
likely to be less effective the longer they arein place, as effortsto
evade these taxes (by under- or over-invoicing trade flows and the
like) increase. Export subsidies can mute or offset the effect of a
higher real exchangerate but they distort resourcealocationand can
involve substantial fiscal costs. An increasein banks margina reserve
requirements, by limiting thecapacity of bankstolend and by decreas-
ing their exposureto areversal of capital inflows, has some attrac-
tions, particularly where most of the inflows are in the form of
short-termbank deposits. Liketaxeson capita inflows, however,their
effectiveness is likely to diminish over time, as new institutions
developto bypasstheseregul ations; in addition, reserverequirements
havebeenfallingin recent yearsas part of thefinancial liberalization
process, and authorities may worry that raising them would send a
signal of areturn tolessmarket-orientedpolicies. Tighterfiscal policy
is yet another option. Whileit doesn't halt the inflows, it can lower
aggregate demand and limit the inflationary impact of these flows.
But fiscal policy usudly hasits own medium-term orientation; nev-
ertheless,if that medium-termorientation callsfor afiscal tightening,
capital inflows may legitimately argue for somewhat earlier action.
In theend, theappropriatemix of policy responsesto surgesof capital
inflows will have to be determined on a country-by-country basis
according to individual circumstances. But our point here, asin the
European exchange rate episodes discussed earlier, is that capital
markets--evenif far from perfect—are now mobileenough and large
enough, to put immediate constraints on domestic macroeconomic
policies.

Fromabroader perspective, therecent resurgenceof capital inflows
to Latin Americaand to someother developing countriesalso invites
two fundamental questions about the nature of today's international
capital markets. One is whether that resurgenceis an indication that,
after along hiatus, capital will once again beflowingfromcapital rich
countries to capita poor ones. The other is whether the new pattern
of private capital flowsto devel oping countries, which reliesmoreon
bond and equity financing and less on commercia bank loans, is a
welcomedevel opment.
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A notable feature of international capital flowsin the 1980s was
that capital inflowsto devel opingcountries—and particularly, private
capital inflows—remained amost stagnant, while gross inflows to
industrial countries (mostly private sector flows) increased mark-
edly.>* Thisis not what one would expect from the textbooks. After
al, industria countries are relatively well endowed with capital
relative to developing countries. This suggests that the margina
productivity of capital should be higher, other thingsequal, in devel-
oping countries than in industrial countries, and that accordingly,
capital should normally be expected to flow from the latter to the
former. This same reasoning aso is consistent with the observed
pattern of capital flowsfromindustrial to devel opingcountriesduring
thegold standard, from the United Statesto Europe during the 1950s,
and from theindustrial countries to the developing countriesduring
the1960sand 1970s.

In thered world, of course, other thingsarenot equal. In particular,
thepaucity of privatecapital flowsto developing countriesduring the
1980s surely owes something to the then low quality of macroe-
conomic and structural policiesin many of these countries, cum the
disincentives to new investment associated with the external debt
overhang. By thesametoken, wewould regard theresurgenceof those
flows to developing countries during the 1990s as suggestive that
better policies, more manageable debt burdens, and more hospitable
attitudes toward both privatization and remission of dividends and
profits, do matter for thedirection of capital flows. The marketsmay
well overreact (in both directions) to the actual progress made on
policy reform, but they at least seem to get the trend right. Thisisnot
to say that policy reform is the whole story. As suggested earlier,
cyclical and interest rate movementsin someof thelarger industrial
countries (the United States and Japan) aso count. Where gross
capital flows are concerned, the openness, liquidity, and depth of
financial markets likewise is an element in the direction of capital
flows that favors the larger industrial countries. In any case, three
yearsistooshort aperiod to proclaima™ shift” in privatecapital flows
toward thedevel oping countries. Policy reformin those countrieswill
have to be sustained to trandate higher potentia returnsinto higher
expectedreturns. But theinitial signsof thelast few yearsarehopeful.
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Turning to the changing cornpositon of private capital flows to
developing countries, the recent rise of bond and equity portfolio
flows and of foreign direct investment relative to commercia bank
lending, isillustrated in Chart 4.5° The significancedf thischangeis
not in termsof thedirect cost of borrowing (sincethereturndemanded
by foreign investorsis likely to be as high as the interest rate on
commercial bank debt), but rather in other attributesaof the new flows.
For one thing, the rising share of direct foreign investment givesthe
host countriesgreater availability of state-of-the-art technology, as
well asincreased scopefor human resourcedevel opment, for stronger
domestic competition, and for easier access to foreign markets. For
another, bond and equity financingis probably better able than bank
credit flowsto adjust to shiftsin perceptions about the creditworthi-
nessaof devel oping-country borrowers. With increased securitization,
thereisagreater rolefor price adjustments, which may signal emerg-
ing difficulties before the situation deteriorates to the point where
market accessis cut off. Sinceinvestors hold only asmall proportion
of their assetsin theform of developing country securities, they are
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also likely to be able to withstand a decline in the price of develop-
ing-country securities better than would a bank with a concentrated
loan book. Someof thesefeaturesof thenew patternof financing were
evidentin thesecond haf of 1992 when therewasamarket correction
in thedemand for Latin American equities and bonds. The scale and
terms of borrowing for Latin American issuers deteriorated during
that period but there was no hint of any *systemic™ concerns, and
subsequently, market prices rebounded. Perhapsthisisan inkling of
the economic benefits of a more sophisticated and more diversified
intermediation mechanism for international capital mobility.

Concludingremarks

In line with our mandate for this conference, we have surveyed the
availableempirical evidenceon theintegration acrossnational capital
markets. We have found that these internationa links have been
increasing over the past decade—especially for high-grade, financial
instruments traded actively in the wholesale marketsof major finan-
cial centers.Capita marketsin devel oping countriestoo arebecoming
moreclosely integrated with marketsin therest of theworld, although
they have progressed less far in that direction than the industria
countries.

Itis still way too early to speak of asingle, global capital market
where most of world saving and wealth are auctioned to the highest
bidder and wherea wide range of assets carry the samerisk-adjusted
expected return. Someimportant componentsof wedlth (like human
capital) are scarcely traded at all, and currency risk, the threat of
governmentintermediation (especially during periodsof turbulence),
and the strong preferencefor consuming home goods and investing
in more familiar home and regiona markets, still serveto restrict the
range and size of asset substitutability. But the forces making for
stronger arbitrage of expected returnsare already powerful enoughto
have made a large dent in the autonomy that authorities have in the
conduct of macroeconomic and regulatory policies. When private
markets, led by theincreasing financial muscle of institutional inves-
tors, reach theconcerted view (rightly or wrongly) that therisk/return
outlook for aparticular security or currency haschanged, thoseforces
will bedifficultto resist.
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In somesense, authoritieshavesuffered thefate of getting what they
asked for. They wanted greater participation by foreign investorsin
their government debt markets, in part to make it easier to finance
larger fiscal and externa imbalances. They wanted a more efficient
financia system that would erode the power of local monopoliesand
offer saversa higher rate of return and firmsalower cost of capital.
They welcomed innovationsthat provided a wider range of hedging
possibilities against volatile asset prices, and that made it more
convenient to unbundlerisks. They wanted to regain busi nessthat had
migrated to the offshore centersin search of alessrestrictiveregula
tory environment, and to level the playing field against foreign
competitors. Much of that has taken place. But along withit hasalso
comethecreation of anenormouspool of mobile, liquid capital whose
support, or lack of it, can often be the measure of differencein the
success of stabilization, reform, exchangerate, and tax policies.

'Weseelittlein thefactors underlying theevolution of international
capital marketsto suggest that thisincreased clout of private markets
will reverse itsdlf in the future. Quite the contrary: internationa
diversification is ill in its adolescence; the costs of gathering,
processing, and transmitting information and of executing financial
transactions will probably decline further with advancesin technol-
ogy; the pacedf financial liberalization (including cross-border own-
ership) and innovation continues unabated in most industria
countries; thepool of saving managed by professionalsisgrowing (as
private penson schemes supplement public ones, and as saving shifts
from thebanking sector into mutual funds); and thesamereforms that
reduce system risk (such as improvements in the payments and
settlement system) often al so enhance the private sector's capacity to
redominate the currency composition of its assets and liabilitiesat
short notice.

We would not go so far asto suggest that the growth and agility of
private capital markets now makes it unrealistic to operate a fixed
exchange rate arrangement durably and successfully. But we do
believethat thesefactors have made the conditionsfor doing so more
demanding. Specificaly, there is now less room for divergencies of
view among participants about the appropriate stance and medium-
term orientation of monetary policy, less time to adjust to large,
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country-specific shocks, and greater pressure to achieve closer con-
vergenceof economicperformance. Somecountrieswill findthat they
both want to, and can, credibly commit to thoserequirements. Others
may be moreskepticdl —+ may reason that theserequirementscan only
be satisfied in a"*hard core” arrangement where separate exchange
rates are replaced by a common currency and where disputes about
monetary policy only get aired within the board room of the single
monetary authority. In the Western European context, much depends
on how long it takesfor Germany (still trying to cope with theeffects
of unification) and itsEM Spartnersto forgea new genuineconsensus
on the appropriate path for monetary policy. Thewidening of bands
should act in the interim to provide more room for maneuver to
recover from the existing recession without giving away hard won
gainson inflation.

With the benefit of perfect hindsight, it is not hard to identify
instances over the past decadeor so when international capital flows
(like domestic ones) did not pay enough attention to fundamentals.
The buildupto the external debt crisisin the 1970s, thefinal runup in
the U.S. dollar in 1984-85, and the convergence play in the EMSin
the late 1980s, are casesin point. Nevertheless, we see no basisfor
concluding that private capital markets usualy "get it wrong™” in
deciding which securities and currencies to support and which ones
not to. On thewhole, most of the policy changesthat have beenforced
by international capital markets seem to usto have beenin theright
direction. We thereforesee merit in tryingto improvethe™ discipline”
of markets so that it is more consistent and effective rather than in
trying to weaken or supplant the clout of markets.

Toward thisend, two conditions(in additionto open capital markets
themselves) are worth emphasizing. First, markets must be aware of
the full magnitudeof thedebtor's obligationsif they are to make an
accurate assessement of his debt-servicing obligationsand capacity.
Thelower istherangeand quality of that information, the morelikely
isit that "* contagion effects™ will be present, sincelenderswill find it
difficult to separate better credit risksfrom weaker ones. More com-
prehensivereporting of off-balancesheet borrowing(by privatefirms
and sovereigns aike), greater transparency in the obligations of
related entities (in conglomerates and thelike), greater international
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harmonization of accounting standards more generally, and more
prompt disclosure of losses, would all be helpful. Second, market
discipline cannot be effective if market participants believe that the
borrower will be bailed out (one way or another) in the case of an
actual or impending default. When there is such a perception of a
bailout, the interest rate paid will reflect the creditworthiness of the
guarantor —not that of the borrower —and therewill belittleincentive
either for the borrower to reinin hiserrant behavior or for lendersto
monitor and appraise the borrower's behavior in making loans. Just
as important, it is the actual incurrence of losses by lenders and
borrowers alike that helps to constrain excessiverisk-taking in the
future. The problem of courseisthat it isoften very difficultto make
such a no-bailout pledge completely credible—either because there
has been a track record of previous.bailouts or because market
participants suspect that, after thefact, there will be strong pressures
for doing so (to prevent sytemic repercussions or to compensate
partiesfor losses beyond their control).

Some others see things differently. If governmentscan pick only
two among the three objectivesof fixed exchange rates, independent
monetary policy, and open capital markets, they would allow thel atter
to be theorphan by throwing' sand in thewheels” of theinternational
capital market. Eichengreen and Wyplosz (1993), for example, writ-
ing after the ERM crisisof 1992, have argued for a variant of this
proposal so asto deter speculative attacksand thereby safeguard the
route to Stage 3 of European Economic and Monetary Union
(EMU).%0 In short, we find little appeal in such proposals, for at least
threereasons. First, whileit istrue that market activity in theforeign
exchange market is dominated by interdedler transactions and is
subject to considerable short-term™in and out™ trading, this turnover
needsto be compared with that in other liquid markets. For example,
it hasbeen estimated that theentirestock of U.S. Treasury marketable
debt turns over on average approximately once every eight days.>’
An averagedaily turnover of about $900 billion in the global forex
market, relativetoastock of publicly traded debt and equity of around
$24 trillion, yieldsacomparabal eturnover figureof about once every
twenty-fivedays. It isthereforenot apparent that turnover in theforex
marketis" excessve" unlessturnover in the U.S. government securi-
tiesmarket is excessiveaso. Second, with the displacement of buy-
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and-hold finance by transaction-driven finance, it is becoming less
clear what a"'long-terminvestment’ means. Improved liquidity alows
even traditionally risk-averse players, like pension funds, insurance
< companies, and some mutual funds, to move quickly in and out of
domestic and international investment positions. Are we willing to
conclude that this activity--even when it is carried out by prudent
investors acting according to their charters, should be discouraged?
Third, whatever one's viewson the socia productivity of short-term
trading, we doubt whether such " sand in the wheels" taxes would be
effectivein attaining their goas, since the currency denomination of
assets can now be easily atered in many financial centersand since
thereis always an incentive for some center to capture more of the
world's business by not imposing thetax.

None of this implies that authorities should be indifferent to the
potential prudential and systemic risks that may be associated with
the trend toward global capital market liberalization and innovation.
Exchangerates are vol atileasset pricesand position-takingin foreign
exchange is little different from other sources of market risk; it too
could endanger the safety and soundness of financial ingtitutions.
Similarly, therapid expansionof derivativemarketshasraiseditsown
serious questions about credit risk, market risk, liquidity risk, and
legal risk. A seriesof financial crisss—the latest of which has been
centered around heavy losses in real estate lending by banksin a
number of industrial countries—has again driven homethe point that
itisprecisely whenfinancia ingtitutionsfind both that their competi-
tive position has been eroded and that they suddenly have expanded
investment opportunities, that they are most susceptible to taking
excessive risks—particularly in cases when much of that risk is
effectively being underwritten by implicit and explicit government
guarantees. The message however should not be to try and halt
financia liberalization and the international integration of capital
markets but rather to accompany that liberalization and integration
with a strengthening of the supervisory framework that permits the
attendent risks to be properly priced and that encourages risk man-
agement programsto be upgraded.

Asthedebt crisisof the1980sso powerfullyillustrated, theseissues
of the proper pricing and management of risk in international capital
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markets are of deep concern to developing countries, as well as to
industrial countries. More recently, surges of capital inflowsinto a
number of developing countriesare a hopeful sign that many of the
problemsthat led to thedebt crisisare being effectively resol ved, most
importantly by the rising credibility of the determined stabilization
and reform efforts undertaken in a number of developing countries.
Al so,thechanging character of much of thecapital flow to devel oping
countries—away from bank loans and toward bonds, equities, and
direct foreign investment — suggests enhanced flexibility and resil-
iency of theinternational financial systemin dealing with any future
problems. These developments should assist the international finan-
cia systemin performing one of itsimportant functions: facilitating
the flow of investable resources from countries where prospective
returns are relatively low to countries where prospective returnsare
relatively high.

In this regard, probably the most important challenge now facing
theworld economic and financial systemisthe transformationof the
formerly centrally planned economiesof Europe and Asiainto effi-
ciently functioning market economies. During the next two decades,
such a successful transformation will require literally hundreds of
billions of dollars of new investment. From where will the savings
necessary to finance al this new investment come? Will it come
primarily from net new demandson existing world capital markets?

No, not if experienceisa good teacher. External capital may play
an important, but surely not a predominant role. Although we do not
completely understand why, there is—es discussed earlier—a high
correlation between national investment and national saving. In par-
ticular, therapidly growing, relatively high investment countrieshave
also tended to be relatively high saving countries. Investment during
the postwar recoveriesin Europe and Japan was largely financed by
internally generated savings. More recently, in the rapidly advancing
countriesof East Asia, high levelsof investment havetypically been
associated with high levelsof saving. Thisisthesame pattern that we
should expect to see in the successful transformation of theformerly
centrally planned economies—and for good reason. The same eco-
nomic reform policies that will make these economies attractive
environments for high levels of productive investment will also,
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almost inevitably, make them hospitable to savers who wish to put
aside part of their current incomein the prospect of enjoying higher
living standards in the future. Indeed, as in many other successful
economies, much of thefinancefor new private businessinvestment
will probably not flow through wholesalenational financial markets,
but rather will come from re-invested profits and from the more
informal channels through which much enterpreneuria investmentis
often financed. Nevertheless, the development of well-functioning
capital markets and financia institutionswill clearly be important,
both for transferring resourcesfrom saversto investors and for disci-
plining the activies of entitiesthat make use of nationa savings. In
thisregard, reform of the financia sector and of thefinancial opera-
tions of enterprises is often an urgent priority in the more genera
processof economic transformation. Economiesdo not usualy func-
tion well when the financial system operates primarily to channel
national saving to finance large scalegovernment deficitsor to cover
the burgeoning losses of nonviable state enterprises.

Itisearly onin thetransformation processthat therole of external,
official capital flowswill be most vital. During thisstageof highrisks
and great uncertainties, privateflowsaf international capital typically
tend to be quite limited and are often focused on particular invest-
ments with a high security of expected return. Hence, flowsof credit
fromofficial sourcesand from theinternational financial institutions
often tend to dominate the supply of external resources available to
smooth the initial painful adjustments. Resources provided on the
condition that countries design and implement serious programs of
economic stabilization and reform are particularly important and
appropriateat thisstage. The key " market imperfection™ that impairs
the private supply of capital (both external and internal)in theinitial
stages of transformation is thedoubt that inevitably exists about the
durability and success of the reform effort. Conditiona assistance
linked to the implementation of sensiblereform programsis needed
to correct this market imperfection. Necessarily, such conditional
assistance must comelargely from public rather than private sources,
and, appropriately, the risks associated with the provision of such
assistance are balanced by the large potentia public return to the
world community from successful transformation of the formerly
centrally planned economies. Success, of course, depends primarily
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on the reform effortsof the transforming countriesthemselves. But,
an adequateflow of external support and, even moreimportantly, an
opening of markets to exports of transforming economies, are aso
critical. Subsequently, as success becomes apparent and the reform
process gains self-sustaining momentum, flows of private capita
should take over the overwhelming bulk of the task of financingthe
hugeinvestments that transforming economieswill surely requirein
the decades ahead.
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Endnotes

lBy 1992, the outstanding stock of publicly-traded debt and equity securities in Europe and
the United States had climbed to roughly $24 trillion, while the notional amounts of financial
derivatives outstanding had reached $7 trillion; see Goldstein and others (1993a).

2By "globa" bonds and equities, we mean securitieswhich are distributed internationally at
issue, thereby allowing them to be tradable in more than one market from inception.

3Goldstein and others (1993a).

*OECD (1993).

The analogous figure for trading of U.S. equities is about 10 percent.

®Breeden (1991).

"Folkerts-Landau and Mathieson (1988) and Crockett (1993).

SmE (1993b). Under the IMF’s Articles of Agreement (Article V1, Section 3), countries
retain the authority to *“ . . . exercise such controls as are necessary to regulate international
capital movements."

®Since the countries that do maintain capital account convertibility account together for a
large share of world financial transactions, the effective degree of global capital account
convertibility is substantially higher than suggested by atally of the number of countriesalone.
Our point is simply to register that attitudes on liberalization of the capital account are not
uniform across countries, and that many parts of the developing world have yet to embrace
capital account convertibility.

OCorbett (1987) estimates that (in the mid-1980s) between one-half and two-thirds of the
(gross) financing of nonfinancial corporations in the United States, the United Kingdom, and
Japan camefrom retained earnings. Mayer (1989) obtains broadly similar findingsfor the G-7
countriesover the longer 1970-85 period.

UTurner (1991).

121t we move beyond the G-7to thesmaller industrial countries, theincidence of largecurrent
account imbalances in the 1970-93 period increases,

BTesar (1991). French and Poterba (1991).

“Baxter and Jermann (1993).

BGoldstein and others (1993a).

16ysseful surveys are Obstfeld (1993a), Frankel (1991, 1992), and Tesar (1991).

"The offshore/onshore differentials for Japan shown in Chart 1 arefor 3-month deposits;

one-month deposits seem to show smaller differentials, but thereisstill atrend toward increased
integration; see Obstfeld (1992a).
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18 Giavazzi and Pagano (1985), Frenkel and Levich (1977). Fieleke (1975).
YTests of CIP can involve onshore comparisonsor offshore/onshore comparisons.
PDooley and Isard (1980).

Ugince domestic closed-end mutual funds also sometimes display these differences, one
needs to evaluate the premia in the country funds relative to those for domestic funds.

Zgolnik (1991). Jorion (1992). Because of the existence of country-specific shocks, it is not
Likdy that even a perfectly integrated capital market would exhibit perfect correlations of stock
prices across countries. Still, one would expect higher integration to be associated with higher
correlations of returns acrosscountries.

BJorion (1992), examining correlations among national stock markets for 16 industrial
countries (plus Hong Kong and Singapore), reports that the correlations increased slightly as
between 1959-70 and 1971-78, but then decreased, on average, in the 1979-86 period.

ZHamao and others (1990) and Eun and Shim (1989).
BJorion (1992).

Plsard (1992) provides a useful discussion of both CIP and UIP, as well as areview of the
empirical evidence on each.

Z'Cumby and Obstfeld (1984), Frankel and Froot (1987).
BMussa (1990).

Hansen and Hodrick (1980). Tryon (1979).

Pcumby and Obstfeld (1984).

31 A complementary explanation is that market participants are risk averse—not risk neu-
trd —and that they attach a high subjective variance to long-term investment inforeign assets;
see Feldstein and Bacchetta (1991). We take up this issue when we discuss departures from
optimally diversified portfolios.

% Frenkel and Goldstein (1988), Mussaand Isard (1993).

BTesar and Werner's (1992) figures on international portfolio investment (relative to GNP),
covering five industrial countries over the 1980-90 period. tell a similar story. with the U.S.
ratio climbing from 2 to 4 percent, and theratios for Germany, Japan, and the United Kingdom
registering much larger increases. Their estimatesal so suggest large differences across thefive
countries in the degree of international diversification, with the United Kingdom at the top (26
percent), Japan and Germany in the middle (18 and 11 percent respectively), and the United
States and Canadaat the bottom (around 4 percent).

¥Golub (1990) reaches asimilar conclusion about excessive " domestic asset preference” by
employing a different methodology. He reasons that if capital were perfectly mobile interna-
tionally, the share of country 1’s assets purchased by residents of country 1 should equal that
country's sharein world lending. Actual home shares, however, arefar higher than that for 12
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OECD countriesduring the 1970s and 1980s.

¥Some studieseven suggest that once one adds the expected return from human capital into
the calculation, the home bias becomes even larger. This is because the expected return from
human capital is best hedged by taking a short position in domestic financial assets (that is, by
having domestic assets take a negative weight in the optimal portfolio); see Baxter and Jermann
(1993).

36Incomplete diversification hardly relates exclusively to international transactions. Here,
French and Poterba (1991) cite the popular practice of owning ahome close to where you work,
downplaying the high correlation between the returns on human and physical capital.

371t could also be that there are differences across countriesin the degree of risk aversion.
For example, it is sometimes argued that European investors have a more negative attitude
toward low-rated paper than do investors in North America, and that theformer has something
todo with the lack of aglobal market in paper rated A or below; see OECD (1993).

Bsee Feldstein and Bacchetta (1991), Obstfeld (1993), Frankel (1991, 1992), and Tesar
(1991) for surveys of this savinglinvestment literature.

¥ Both Frankel (1991) intests for the United Statesalone, and Feldstein and Bacchetta (1991)
in testsfor 23 OECD countries, find that the correlations for the 1980s are lower than those for
the 1960s and 1970s. Obstfeld (1993), however, suggests that savinglinvestment correlations
for 1986-90 appear higher than those for 1980-85. Earlier studies(Dooley and others, 1987)—
comparing thelast dozen yearsof Bretton Woodswith thefirst decadeof floating—wereunable
to detect adecline in these correl ations.

“gee Dooley and others (1987) and Montiel (1993).

“'Summers (1988) provides some numerical examples—as well as a regression relating
public-sector saving/investment imbalances to private-sector ones, to illustrate this point of
view.

2 disadvantage of regional data however is that smaller size probably means a less
diversified economic structure and hence, a higher incentiveto useinternational capital markets.
In this sense, comparing country results with regional resultsis not entirely free of violations
of theceteris paribus condition.

43Capn'o and Howard (1984). Frankel (1986). Dooley and others (1987).

“5ee Mendoza (1993).

“SLack of reliableflow of fundsdatamakesit difficult to test thisconjecture on awide sample
of developing countries. Singh and Hamid (1992) show, rather surprisingly, that for a sample
of about 10 developing countries, internal funds account for a smaller share of net investment

expenditure than isthe case in industrial counmes. This finding, however, relates only to the
largest firms (the top 50 manufacturing companiesquoted on the stock market of each country).

“Feldstein and Horioka (1980) and Tesar (1991).

“Dooley and others (1987) argue that it is less costly for the host government to impose
taxesor penalties on some assets (say, foreign equity claims) than on others (say, government
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securities), and that this distinction reduces substitutability between the two. They then go on
to argue that market participants will not be willing to build up large, net international claims
in those classes of assetsfor which default penalties are relatively low. It is not clear, however,
what the testable implications of such a'*hostage theory™ of international capital flowsare.

®Obstfeld (1993b) takes some account of this possibility by explicitly allowing for ol price
shocks.

" ®0ur anal ysis heredraws heavily on Goldstein and others{1993a), Mussa and Isard (1993),
and G-10 Deputies (1993).

O The sameconvergence scenario al so provided justification for thefinancial sector and large
corporate issuers in the high-yield currencies to increasingly fund themselves in the lower-in-
terest rate ERM currencies (mainly thedeutsche mark and to alesserextent, the Dutch guilder).

3! is noteworthy that several of the stylized facts of the Latin American experience differ
from those of Asian developing countries who experienced a large, capital inflow during this
period. In the latter's case, real exchange rate appreciation was not the norm, more of the capital
inflow financed an increase in investment, and a higher share of the inflow camein the form of
foreign direct investment; see Calvo and others (1993b). All this may explain why concerns
about "*hot money"* flows are more prominent in Latin America than in Asia

52Note that low interest ratesin someindustrial countries madeinvestmentsin Latin America
more aftractive not only because of relative yield considerations but also because low interna-
tional interest rates reduce developing countries' debt-serviceobligations and hence, improve
their creditworthiness.

SIMF (1993a).
5*Tumner (1991), Goldstein and others (1991).

5Chart 4 also documentsthat it is only recently (since 1990) that the share of official loans
and grantsin the total of long-term capital flows to developing countries has declined — after
roughly adecade during which the share of the official sector climbed appreciably.

56Eichengreen and Wyplosz (1993) suggest deposit requirements on open positions in
foreign exchange as atemporary arrengement only for European countries seeking to complete
the transition to EMU. They are mainly concerned with potential protectionist pressures
associated with exchange rate volatility

57 This calculation is derived by taking the average daily volume of U.S. Government
securities settled through the book entry system (about $400 billion in 1989) and comparing to
an end-of-year stock of U.S. Treasury marketable debt of $3.4 trillion ($2.6 trillion in the hands
of the public); see Goldstein and others (1993a).

®Notes to Chart 2, p. 270: The following definition applies for the short-term interest rates:
3-month certificate of deposit (CD) ratefor the United States (before 1976, eurodollar deposit
rate) and Japan (before July 1984, Gensaki rate), 3-month interbank deposit ratesfor Germany
and France (before 1970, money market rate), and 3-month prime corporate paper for Canada;
and yieldson government bonds with residual maturities of 10 years or nearest are taken as the
long-term interest rates. Real rates are nominal rates minus the 4-quarter percentage changein
the GDP (GNP) deflator.
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