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International Financial Integration 

Pre-WWI 
•  Capital flows were high and 

rising pre-WWI 
•  Pre-WWI flows took form of 

debt securities; stock and 
direct investments were small 

•  Britain was the dominant 
supplier of flows. 

Post WWI 
•  Technological progress in 

international capital flows grew 
over time. 

•  Suppliers of capital more 
diverse (inc. Japan, China with 
C/A deficits - K/A surpluses 



Recent International Financial Integration 

Source: Lane and Milesi-Ferretti (2007) 

Ratio of sum of foreign assets and 
liabilities to GDP 

•  Dramatic increase in financial 
integration since 1970 (increased 
by a ratio of 7, and faster than 
trade growth) 

•  Countries have accumulated 
substantial cross-border holdings 

•  Pace more gradual in emerging/
developing countries 

•  Countries face new risks because 
of new asset/liability positions 

•  Emergence of large external 
imbalances  
•  Example: US a major debtor 

nation, relying on exetrnal debt to 
fund government expenditure and 
household consumption) 



Financial Integration: Two metrics  

Kose et al., (2009) 



Financial Globalization: An advanced countries 
affair? 

Source: Lane and Milesi-Ferretti (2008) 
 

Share of advanced countries in world 
trade and cross-border financial position 



International holdings and transactions 

Broad categories: 
 

•  Portfolio investment (equity and debt securities) 

•  Foreign direct investment (equity participation above 
10%) 

•  Other investment (includes loans, deposits and trade 
credits) 

•  Financial derivatives 

•  Reserve assets 



Where does the rise in finanial flows come from? 

Source: Lane and Milesi-Ferretti (2008) 
 

Global shares of advanced countries 



Where does the rise in finanial flows come from? 

Source: Lane and Milesi-Ferretti (2008) 
 

Global shares of advanced countries 



Different natures of financial globalization (1) 

Advanced countries: 
 

•  Extensive cross-border assets among advanced 
economies 

•  Financial innovation (securatization, hedge funds, 
SPVs, etc.) 

•  Targeted to cross-border arbitrage 

•  Innovation in a country raises demand by foreign 
investors in other advanced countries 



Different natures of financial globalization (2) 

•  Creation of the Euro integrated credit markets across 
the member countries: 

•  Elimination of currency risk 

•  Reduction in home bias  

•  Greater depth and liquidity of a single area boosted 
financial trade also vis-à-vis non-member countries (i.e 
UK) 

•  If we net out intra-euro holdings from world cross-
border holdings; share of non-advanced economies 
would be constant and not decreasing. 



Different natures of financial globalization (3) 

Developing countries: 
 

•  Much lower cross-border asset and liability position 
(median 70-80% GDP vs 200% GDP advanced count.) 

•  Low degree of participation in the wave of financial 
innovation 

•  Currency risk still limiting factor 

•  Improvement in net external position 

•  Liability moving towards equity (FDI, portfolio) 

•  Assets growth coming mainly from reserves 



Key Observations 
Sizable shift in composition of asset/liability positions 
•  Emerging markets have increased the equity component in their 

external liabilities, decline in relative weight of debt 
•  Emerging markets have accumulated significant official reserves 

(exceeds developed world total by $900bn). 
•  Advanced countries have become a net issuer of liabilities to 

developing world. 
•  Countries in emerging Europe, the CIS, and Latin America have 

seen significant improvements in their net exernal positions. 
1996-2004 Debtor/Creditor Country (NFA Position): 
•  Little change for advanced coutnries, some countries clearly 

worsened position.  
•  Emerging Europe, the CIS and Latin America expansion in net 

external liabilities. 
•  Middle East most significant improvement, followed by Emerging 

Asia and Africa. 
 
 
 



Improving liability structure 
Equity share in external liability 

Source: Lane and Milesi-Ferretti (2007) 
 



Safer external position 
External debt, and official reserves; developing countries 

Source: Lane and Milesi-Ferretti (2007) 
 



Net Equity and Debt, Advanced Countries 



Net Equity and Debt, Developing Countries 



Debtors and creditors over time 

Source: Lane and Milesi-Ferretti (2007) 
 



Debtors and creditors over time 



Drivers of financial globalization 
•  Trade Openness  

•  Information flows, lower default risk, trade needs finance. 

•    Financial Development 
•  Foreign investment, institutional capability to invest. 

 

•    GDP per capita  
•  Fixed costs to overseas investment, risk aversion falls with wealth. 

 

•    Country Size  
 

•    Capital Account Openness  
 

•    Euro / European integration process  
 

•    International Financial Centers  



Drivers of financial globalization 

Source: Lane and Milesi-Ferretti (2008) 
 



Conclusions from Lane & Milesi-Ferretti (2008) 

•  Broadly confirms the theoretical priors. 
•  Financial integration is: 

•  strongly + correlated with indicators of FINDEV 
•  + correlated with advanced Europe dummy 
•  + correlated with GDP per capita 
•  - correlated Country size 
•  + weakly correlated with trade 
•  No relationship with current account openness in 

multiple regression 
  



Financial Globalization: 
 

Growth Effects 



Advanced and developing countries: different 
debates 

•  For developing countries the debate is about the effects 
of capital flows on growth and if capital flows should be 
totally free across countries. 

•  For advanced countries the debate is not about 
whether capital flows should be free across countries or 
not, but more on regulation of the financial sector and 
how much finance is good for growth. It’s more about 
finance, not capital flows. 

 

In this lecture focus on the developing countries debate 



The classical argument for financial 
globalization in developing countries 

•  Developing countries are capital scarce. 

•  Limited domestic savings big constraint to investment and 
growth. 

•  If they liberalize capital flows, they will receive capital from 
rich countries seeking for higher returns. 

•  Higher investments and higher growth will be reached. 

•  Also higher consumption smoothing and risk-sharing. 
 

Dornbusch: “The correct answer to the question of capital mobility  
is that it ought to be unrestricted.” 



Assumptions and reality 

1)  Limited savings is the constraint to investment 
 

•  More on this later 
 
 
 

2)  Capital would flow to poorer countries  

•  Lucas Paradox (capital doesn’t flow to poorer countries) 
 [Lucas, 1990] 

•  Allocation Puzzle (capital tends to go to countries with 
lower productivity growth) 

 [Gourinchas and Jeanne, 2007] 



Predicted effects and reality 

1)  Complementarity between foreign capital and growth 

•  Countries that grow more rapidly are the ones relying 
less on foreign capital [Prasad et al., 2007]. 

 
2)  Consumption smoothing and risk sharing 

•  Consumption volatility rose relative to output volatility in 
emerging economies during the current era of financial 
globalization [Kose et al., 2005]. 

 

3) What about financial globalization and growth? 
 



Financial Globalization and Growth 

Source: Rodrik and Subramanian (2009) 

Level of financial globalization and growth, 1970-2004 



Financial Globalization and Growth 

Source: Rodrik and Subramanian (2009) 

Change financial globalization and growth, 1970-2004 



Financial Globalization and Growth 

•  General consensus on the lack of macro-evidence on 
positive effects of financial globalization on growth 

     [Kose et al., 2009] 

 
•  More sophisticated arguments on the benefits of 

financial globalization have been proposed 



Alternative arguments: Henry 2007 (1) 
 

•  Financial liberalization has temporary effects on growth, 
not permanent: 

Prediction from a standard Solow Growth model where 
decrease in the cost of capital spurs investment/GDP ratio 
but only temporary effect on growth. 

However: 
 

•  Not clear why Solow is the right framework (with 
endogenous growth theory permanent effects) 

•  No evidence of temporary effects for overall flows 
•  Even accepting temporary effects, no evidence of 

higher investment/GDP ratio 



Alternative arguments: Henry 2007 (2) 
•  Stronger evidence on the effects of opening equity markets to 

foreign participation.  
 

     Advantage: Focus on large shocks with short-term  
     effects, within country. 
 

However: 
•  Equity market reforms happened together with trade reforms, 

privatization, macrostabilization, etc.. (Hard to isolate equity effect, 
plus reverse causality issue) 

•  Small sample size: about 20 observations 

•  Growth effect too big to be credible (1% per-year which implies an 
elasticity of output to capital of 1% when it should be capped to no more 
than a third of that – Result from Bekaert et al., not Henry) 

 
 
 



Alternative arguments: Kose et al. 2009 

•  The growth effect of financial globalization is not 
through higher investments, but through “collateral 
benefits”, i.e.: 
•  Macroeconomic discipline 
•  Financial development 
•  Institutional development 

 
•  These effects operates in the long-run and are hard to 

detect in the standard cross-country framework 
 

 



Alternative arguments: Kose et al. 2009 



Alternative arguments: Kose et al. 2009 

•  Theoretical counter-arguments can be easily made: 
-  i.e. capital flow liberalization can reduce macroeconomic discipline (A:  

access to external finance enables profligate governments to operate 
soft budget constraints (e.g. Turkey in 1990s), B: wealthy stakeholders 
prefer ‘exit’ over ‘voice’.)  

•  Some unconditional effect should be evident (simple regression) 

•  Other variables with long run effects show evidence in cross-
country framework (i.e. education, macrostability etc) 

•  If free capital flows are beneficial for the “collateral benefits”, why 
not focus on reforms on those aspects rather than capital 
liberalization? 

However: 



Alternative arguments: Mishkin 2006 

•  Benefit from financial globalization not yet reaped 
because complementary reforms are missing: 

•  Sound financial system 
•  Strong property rights 
•  Strong legal system 
•  Lower corruption 
•  Better corporate governance 

 

•  Financial globalization could rise TFP by imposing 
capital market discipline and institutional reforms; 
(“collateral benefit” argument) 



Alternative arguments: Mishkin 2006 
However: 
 

•  Logical fallacy in the argument: collateral benefits and pre-
requisites coincide 

•  Pre-requisites very hard to implement 

•  Even with pre-reforms financial globalization can be 
detrimental; i.e. Argentina: 

•  Implemented one of the most innovative bank regulation 
•  Encouraged entry of foreign banks 
•  Capital requirements stricter than Basel 
•  World Bank ranked Argentina second only to Singapore in 

terms of quality of regulatory environment 
•  Nevertheless the country had a spectacular crash in 2000-1 



Missing point in all these discussions 

•  The constant underlying assumption is that limited 
savings are the constraint to investment 

•  Is this the case? 

•  In developing countries are there many profitable 
projects that saving-constrained entrepreneur cannot 
undertake, or there is enough credit but entrepreneurs 
don’t see many profitable projects? 

•  Key point: are developing countries saving- or 
investment constrained? 



Saving vs. Investment constraint (1) 

Growth Diagnostics:  
•  El Salvador held democratic elections in 1994. 

•  Between 1994-2004  remittances from abroad 
increased from 12% to 16% of GDP. 

•  Investment decreased from 18% to 16% of GDP. 

•  Where did the money go? Consumption! 

•  El Salvador was not saving-constrained. Banks had 
plenty of liquidity and had to expand internationally to 
find clients to lend to.  



Saving vs. Investment constraint (2) 
Regardless of whether an economy is savings- or 
investment-constrained, the private investment rate will be 
low.  
•  In savings-constrained economy: 

•  Real interests rates will be high. 
•  Borrowers will be chasing after lenders. 
•  Any exogenous increase in transfers from abroad will go 

to investment not consumption.  
•  In economies constrained by investment demand 

•  Real interest rates will be low. 
•  Banks will be sitting on piles of liquidity (money). 
•  Lenders who are running after borrowers.  



Saving vs. Investment constraint (3) 

•  A saving-constrained economy should be sensitive to 
exogenous source of capital inflows 

•  Capital flows to developing countries are sensitive to 
changes in US interest rate, which is an exogenous 
source of variation 

•  We should expect a correlation such that… 
 
 



US interest rate and investment in developing countries 

Source: Rodrik and Subramanian (2009) 

•  So what is important for greater investment:  
•  importance of institutions for encouraging investment 
•  Importance of self-discovery, property rights, stable macro conditions 

 



An analytical framework: Developing Country 

Type I: 

Profitability of investment projects is high 
relative to current cash flow, leaving firms in 
need of external finance for the undertaking of 
incremental investment  

Type II: 
Profitability of investment projects is low 
relative to current cash flow, leaving firms not 
in need of external finance 

Savings constrained: I 
sensitive to r 

Investment constrained: 
I not sensitive to r 

•  Firms will be one of two types:  
 



Saving-Constrained and Financial Globalization 
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Investment-Constrained and Financial Globalization 

r	  

S,	  I	  

S	  

S	  

Domes4c	  supply	  of	  
inves4ble	  resources	  

Domes4c	  Investment	  
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Capital	  Inflows	  

I1	  

I1	   I0	  

Ø  F o r e i g n s a v i n g s 
simply substitutes for 
domestic savings 



Why does the investment curve shift? 

•  Capital inflows lead to an appreciation of the real 
exchange rate. 

•  This is good for producer of non-tradables (especially if 
capital goods are imported). 

•  This harms producer of tradables. 

•  The second effect dominates in terms of growth; hence 
investment curve shifts leftwards and there is a lower 
level of saving than before capital liberalization. 



Real exchange rate undervaluation and growth 



Real exchange rate and growth 

Rodrik’s view: 
 

•  Tradables are more demanding in terms of institutional 
environment (i.e. garment firm need more public inputs 
and services than a barber shop)  

•  Weak institutions larger tax on tradables and 
overvalues RER exacerbates that decreasing 
investments 

•  Tradables more subject to learning and externalities, so 
RER appreciation is bad news for components of 
investment that matter most for growth 



What about finance and growth? 

•  Dermiguc-Kunt and Levine (2008) show that higher 
financial depth is associated with higher growth 

•  Despite causality and endogeneity issues, how can that 
be reconciled with the previous framework? 

•  Improvements in financial intermediation will increase 
the amount of savings available in the economy. 

•  In an investment-constrained economy this will not 
affect investment directly 

•  But the RER depreciates because of higher savings, 
boosting investment and growth 



Increase in domestic savings 



Bottom line 

•  There is not one-size fit all policy about financial 
globalization. 

•  The neoliberal (and the basic neoclassical) arguments 
in favor of financial globalization are superficial and 
wrong. 

•  Financial globalization may be an important instrument 
to growth under certain circumstances. 

 
Handle with care! 



Financial Globalization: 
 

Policy Constraints 



The Trilemma 
A.  Stable ER and free capital flows 

(not independent monetary policy 
because setting a domestic IR 
different from the world IR would 
undermine stable ER due to 
appreciation  or depreciation 
pressure on currency). E.g. 
Eurozone.  

B.  Independent monetary policy 
and free capital flows (not a 
stable ER). E.g UK or Canada.  

C.  Stable ER and independent 
monetary policy (not free capital 
flows, use of capital controls. E.g 
China.   



Aizenman et al., 2008 developed measures for each goal 
and found: 
1) Crises caused structural breaks in trilemma 
configuration: 

•  Collapse of Bretton Woods system 
•  Debt crisis of 1982 
•  Asian crisis of 1997-1998 

2) Countries do face a trade-off among the three policy 
choices. 



Key observations 
1.  EMGs (Emerging Economies) have converged to a middle 

ground configuration. EMGs have targeted intermediate 
levels of both monetary independence and financial 
openness while maintaining higher levels of exchange rate 
stability – leaning against the trilemma.  

2.  EMGs have moved more towards greater exchange rate 
flexibility than non-EMGs (developing), while holding more 
official reserves.  

3.  Both industrialised and EMGs have moved towards deeper 
financial integration and less monetary independence. 

4.  Non-EMGs have only moved marginally towards financial 
integration and not changed their monetary independence. 
Non-EMGs have pursued a high level of ER stability 



Trilemma configuration over time 



Emerging countries: different approaches 

Source: Aizenman et al. 2010 



Increasing Reserves 
International Reserves/GDP 

Source: Aizenman et al. 2008 



The evolution of the Trilemma 

Source: Aizenman et al. 2010 



Trilemma Choices and key goals: 

Examine how choices about the three policies affect final 
policy goals: 

1.  Growth stability 
2.  Low inflation 
3.  Inflation stability 

Ø  Only monetary independence is found to have a 
significant effect on output volatility.  

Ø  EMG countries with more stable exchange rates tend 
to experience higher output volatility. 
Ø  Countries with high levels of reserves are able to reduce 

output volatility (threshold 21-24% of GDP).  



Trilemma and Output Stability 

Source: Aizenman et al. 2010 



Trilemma and Output Stability 

Source: Aizenman et al. 2010 



Has the Trilemma become a Dilemma? 
•  Now have powerful global financial cycles – related to 

monetary conditions in US and changes in risk aversion 
and uncertainty. 
•  Financial flows (FDI, portfolio equity, debt and credit) 

surged in 2002-2007 and correlated with VIX measure of 
risk. 

•  Credit flows are procyclical and volatile.  
•  Fixed exchange rates export monetary policy from the 

centre country to the periphery.   
•  Whenever capital is mobile the global financial cycle 

transforms the trilemma into a dilemma or an 
irreconcilable duo: independent monetary policy if 
and only of the capital account is managed.   



Options to deal with this ‘irreconcilable duo’ 
A.  Targeted capital controls 
B.  Acting on (one of) source(s) of the financial cycle: monetary 

policy of the Fed (or group of CBs).  (PROVEN ELUSIVE) 
C.  Acting on the transmission channel cyclically by limiting 

credit growth and leverage during the upturn of the cycle  
D.  Acting on the transmission channel structurally by imposing 

stricter limits on leverage of all financial intermediaries.  



Macro-prudential policy 
C.  Acting on the transmission channel cyclically by limiting 

credit growth and leverage during the upturn of the cycle 
i.e. macro-prudential policies. 

D.  Acting on the transmission channel structurally by imposing 
stricter limits on leverage of all financial intermediaries. 

Ø  Counter cyclical capital cushions 
Ø  loan to value ratios 
Ø  debt to income ratios 
Ø  tougher leverage ratios 
Ø  constant stress testing of financial sector balance sheets  



 
 
 

Please attend your assigned tutorial. 
Attendance will be taken in tutorials.  

 
Thank you!  


