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Preface

This study investigates the causes and consequences of globalization of
international financial markets, including all types of private sector capital
(portfolio investment, bank capital, FDI, and other private sector capital) for
121 countries for the period 1980-1990. Globalization of international financial
markets, a crucial component of the secular process of increasing functional
integration of the global economy, while widely recognized and discussed,
has not been subject to thorough empirical analysis. In this study, globalization
institutions and technologies that lower national financial boundaries, provide
improved information and reduce transaction costs are assessed in terms of
their qualitative and quantitative impacts on financial globalization. This
assessment proceeds within an integrated theoretical framework which draws
from the principal theoretical approaches in international finance - flow,
portfolio and monetary theories.

Globalization of international financial markets has been accelerated by
such specific factors as increasingly open financial markets, participation in
international tax treaties, financial instrument innovation and
telecommunication network development. The portfolio market has been the
greatest beneficiary of these globalization factors and it represents the most
rapidly growing financial market during the period studied.

Portfolio and monetary theories appear to be effective in explaining inflows
and outflows of most financial items, while the explanatory power of flow
theory is limited to bank capital outflow. Portfolio and FDI outflows are driven
by investment capacity (national wealth and current account surpius), while
bank capital outflows are promoted by domestic financial market performance
(lower creditworthiness and lower rate of return). These capital outflows
represent capital inflows to countries where higher creditworthiness and more
financial instrument options are provided. These processes are accelerated by
the globalization institutions and technologies. As a result of globalization of
international financial markets, countries with inflow of a certain financial
item also promote outflow of that financial item (synchronized intra-item
movement); countries with one type of capital inflow also induce inflows of
other types of capital (synchronized inflow movement); countries with one




Preface  xi

type of capital outflow also induce outflows of other types of capital
(synchronized outflow movement); and countries with one type of capital
inflow reduce outflows of other types of capital or vice-versa (counteractive
movement). These synchronized and counteractive movements imply an
improvement in the efficiency of capital resource allocation and a phenomenon
of agglomeration of international capital among countries with globalization
facilities. This pattern is especially pronounced in short-term capital flows.

As a consequence of greater globalization among more developed
countries, the external financial resource gap between the capital-rich countries
and capital-poor countries has widened. In globalized financial markets,
monetary policy plays a limited role in inducing foreign capital; more effective
means of stimulating capital inflow include the provision of new financial
instruments, advanced telecommunication networks, and improved country
risk management. Collective efforts of international organizations to develop
underdeveloped countries’ financial markets in order to improve global equity
of access to international capital are therefore indicated.
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1 Introduction

Issues on Glebalization

The most significant development in the world economy in recent decades is
the increasing globalization! of economic activities. The capitalist system
now should be understood as global rather than national since the major forces
that are restructuring both domestic and international economic systems are
globalization processes. The integration? of global financial markets, facilitated
by regulatory changes and by technological innovations in the information
economy is one of the most important factors contributing to this globalization
(Ross, 1983; Obstfeld, 1986; Kane, 1988; Walter, 1989; Honeygold, 1989;
O’Brien, 1992).

As a result of the globalization process in financial markets, global
transactions of total private capital tripled during 1980-1990.3 The integration
of global financial markets has been primarily promoted by increased financial
market activities as well as multinational enterprises. Arguing that information
technology and regulatory revolution have resulted in the integration of global
financial markets, O’ Brien (1992) maintains that we have reached the ‘end of
geography’. This pattern is most marked in the portfolio and non-bank capital
markets. Portfolio and non-bank financial institutions® capital transactions
increased by approximately five times and four times respectively during 1980—
1990. Efficiency-seeking multinational enterprises transfer capital, technology
and managerial skills to the most profitable places (Hood and Young, 1979,
pp- 2-3) and thus integrate the global economy (Casson, 1986; Dunning, 1988,
pp- 43, 258-61). During the same period, the global transactions of foreign
direct investment increased more than four times. These three financial
products became more important global financial resources, increasing their
proportion to total capital transactions from 46 per cent in 1980 to 62 per cent
in 1990. Although the traditional bank capital doubled its global transactions,
the proportion to total capital transactions decreased. ,

In this integrated world economy, the developed countries and a small
number of developing countries have experienced substantial industrial growth,
but other countries have experienced deep financial difficulty, widening the




2 Globalization of International Financial Markets
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1980 1982 1984 1986 1988 1990
Year
Proportion of total capital (%)
x4 Year Portfolio Bank K Other K FDI
Pk 1980 1166 54.13 24,55 To.657 7 !
1981 13.01 51.13 25.26 10.60
1982 15.30 45.82 28.06 10.82
1983 17.82 42.27 28.98 10.94
1984 19.36 39.48 28.17 12.99
1985 25.60 40.81 24.16 9.44
1986 22.69 48.23 20.13 8.95
1987 18.69 51.07 19.23 11.02
1988 21.70 42.62 22.44 13.24
1989 22,40 39.63 23.93 14.04 .
1990 f6.64 37.82 3068 qA86) b1y
Sum 19.41 44.05 24.53 12.00 1pb.0D

Figure 1 Global capital transactions by financial item (121 countries
in 1980-1990)
Source: Balance of Payments Statistics Yearbook (IMF).
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[@] High income countries (25)
Ij] Rest of the world (96)
Share of world total (%)
Year High income Rest of the world
1980 81.76 18.24
1981 80.42 19.58
1982 80.44 19.56
1983 80.74 19.26
1984 83.68 16.32
1985 86.59 13.41
1986 92.12 7.88
1987 92.28 7.72
1988 92.02 7.98
1989 93.96 6.04
1990 92.60 7.40
Sum 89.28 - 10.72

Figure 2 Global capital transactions by level of income (high income
countries vs rest of the world in 1980-1990)
Source: Balance of Payments Statistics Yearbook (IMF).




4 Globalization of International Financial Markets

development gaps between the rich and poor. During 1980-1990, almost 90
per cent of global capital transactions were carried by 25 high income countries
out of 121 countries.* The low income countries’ share of global capital
transactions was less than 1 per cent. As more information technologies and
financial instruments were provided by the high income countries in recent
years, the gap between the high income countries and the rest of the world
became wider; the high income countries’ share of global capital transactions
increased from 82 per cent to 93 per cent during 1980-1990. Gill and Law
(1988, p. 127) see this pattern as the ‘transnational stage’ in the development
of capitalism. Since the capitalist system in the transnational stage separates
the production process over space and national boundaries, capital moves in
the most efficient way seeking more profits.

The parallel integration of finance and economies, O’Brien (1992, pp.
90-7) argues, is followed by the process of integration at the political level.
Persson and Tabellini (1992, pp. 696-700) show that flexible capital mobility
creates more competition, which results in similar monetary policy among
countries. As a result, the government type, Persson and Tabellini argue,
becomes similar as voters react to international competition. Indicative of
financial market integration, about half of the global capital transactions were
conducted by the European countries during 1980-1990. What has happened
in Europe in recent decades is the future of the rest of the world as further
globalization of international financial markets occur.

Omae (1985) sees the resultant global economy consisting of the ‘triad
of economic powers’ of three regional blocs: North America, the European
Community, and a Japan-dominated Asian bloc. These three regional leaders
together contributed 43 per cent to global capital transactions and 56 per cent
to global portfolio transactions during 1980~1990. The US and Japan were
leaders in their regions while the UK was accompanied by neighbours as the
European countries moved to the stage of regional integration. The same
process is now under way in North America and Asia.

What has happened in the world economy in the last decade is a
revolutionary change — a change in fundamental ways. It raises many research
questions about the causes and consequences of globalization. Effects of
ideological and environmental changes in world politics and institutional and
technological innovations in the world economy should be analyzed, as should
the impacts of the integrated world economy on political and economic
activities. Social scientists and policy makers need to understand this new
stage of transnational capitalism to prepare for a new global order. As a first
step to providing this understanding, this study explores global capital flows,



Introduction 5

Africa (35) (0.7%)

Asia (20) (26.1%)

Middle East (12)
(2.6%)

Latin America (29)

(4.9%)
Europe (23) (48.5%)
Major three countries vs rest of the world
Japan (17.1%)
UK (11.3%)
Rest (118) (57.0%)
USA (14.6%)

Notes
| First (): number of countries
2 Second (): % share of the world total

Figure 3 Global capital transactions by region and major countries:
sum of 11 years (1980-1990)

Source: Balance of Payments Statistics Yearbook (IMF).



6  Globalization of International Financial Markets

one of the key contributors to the integration of global financial markets and
thus to the integration of global economic activities.

Statement of Research Problem

Despite the fact that the theoretical literature on the globalization of inter-
national financial markets has grown rapidly in recent years, it has not properly
answered what has caused this globalization. It is also important to investigate
what the consequences of this globalization are for international capital flows.
Since the first question has not been properly answered, neither has the second.

International capital flows have been analyzed from three theoretical
perspectives: flow theory, portfolio theory, and the monetary approach to the
balance of payments. Flow theory postulates that a given interest rate
differential induces capital flows. Portfolio theory asserts that capital flows
are dependent not only on interest rate differentials but also on risk estimates
and capacity of investors. The monetary approach claims that a monetary
policy based on the condition of balance of payments and the control of
domestic credit determines international capital flows. The portfolio balance
model incorporates portfolio theory and the monetary approach.

Since flow theory tries to measure the degree of integration of international
financial markets by comparing real interest rates across countries, it cannot
address the determinants of international capital flows. Portfolio theory and
the monetary approach partly answer the question by examining portfolio
factors and monetary factors separately. The portfolio balance model is
effective in explaining both financial and monetary factors together. However,
most studies have neglected the impact of recent developments in financial
markets such as technological innovations and regulatory changes. In addition,
the impacts of international political factors have been ignored in explaining
international capital flows. It is necessary to investigate not only the traditional
financial and monetary factors but also technological and regulatory
developments in international financial markets along with international
political environments, if we are to see the whole picture of globalization of
international financial markets. »

Most empirical studies have focused at best on small groups of countries,
with the result that the determinants of international capital flows at a global
level have not been illuminated. It is necessary to include a large number of
countries to understand the globalization process. In addition, each empirical
study has analyzed one financial product, focusing on portfolio flows, foreign



