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Introduction 

― Spectacular increase in cross-border financial positions during 1995-2007 
― But financial de-globalisation in 2008-2009 
― Some regulatory forces acting against financial integration 
― Cross-roads:  financial autarky versus deeper financial integration 
― Timely to review role of  financial globalisation 



Implications of  Financial Globalisation 

•  In principle, increase in international risk sharing, improving macroeconomic 
stability 

•  Intertemporal resource shifting:  consumption smoothing; investment 
response to shocks 

•  Long-term:  impact on economic structures, productivity growth 
•  Decline in home bias:  increased elasticity of  capital flows and potential for larger and more 

persistent current account imbalances 
•  Transmission of  monetary policy affected by increased importance of  global factors in asset 

pricing 
•  Regulatory challenge: cross-border dimensions to financial stability 
•  Role of  valuation channel in external adjustment 



Outline 

•  Financial Globalisation: Stylised Facts 
•  Potential Gains from IFI 
•  Domestic Policies and IFI 
•  Global Governance 





Advanced Countries: Global Finance Share versus 
Global Trade Share 

Lane and Milesi-Ferretti, “The Drivers of  Financial Globalization,”AER, May2008 



Shares of  Advanced Countries in Global Totals  



The Differential Nature of  Financial Globalisation 

•  Tremendous Heterogeneity in international financial 
linkages   

•  Extensive cross-border asset trade among advanced 
economies   

•  Financial Innovation (Securitization, Hedge Funds, 
SPVs, ...): (a) often targeted at cross-border arbitrage; 
(b) innovation in country A creates demand from 
investors in country B   

•  The Euro (Intra-EMU asset trade but also extra-EMU 
asset trade) 



Financial Globalisation and Developing Countries 

•  Lower degree of  participation in wave of  financial innovation 
•  Currency risk still a limiting factor  
•  Improvement in net external position 
•   Shift towards equity financing of  liabilities (FDI, portfolio equity)   
•  Growth in gross foreign assets (but reserves largest component) 



Features of  the Global Distribution 

•  Advanced economies net borrower from developing countries   
•  Advanced economies 'long equity, short debt'; opposite pattern holds for 

many developing countries   
•  Trade and financial integration at different stages 
•  Implications for international transmission of  shocks  









The Drivers of  Financial Globalization 

•  Trade Openness 
•  Financial Development 
•  GDP per capita 
•  Country Size 
•  Capital Account Openness 
•  Euro / European integration process 
•  International Financial Centers 



The Drivers of  Financial Globalization 



Future Trends in Financial Globalisation 

•  Depends on pace of  trade integration   
•  Deepening of  domestic financial systems   
•  Convergence in scale and characteristics of  international financial integration 

between advanced and developing economies   
•  Decline in relative importance of  reserves (and SWFs) 
•  Reversal of  capital flows: China as world’s largest debtor economy? 



Summary 

•  Variable geometry of  trade integration and financial integration   
•  For advanced economies, financial innovation and monetary integration key 

drivers of  growth in cross-border holdings  
•  Asymmetries between advanced and developing groups   
•  Convergence conditional on domestic financial development in the latter 

group 



Long-Run Impact of  Financial Globalisation 

•  Key is contribution of  financial globalisation to productivity 
•  [Gain to capital deepening fairly limited unless productivity is improved] 
•  Any increase in probability of  crises may be dominated by long-term gains (Ranciere, 

Tornell and Westermann, QJE, 2008) 
Impact on Productivity 
•  Domestic financial development:   strong connection between financial development 

and long-term economic growth (Ross Levine studies, etc) 
•  Reallocation of  resources to most productive sectors and firms 
•  Greater risk tolerance under financial integration: promotes selection of  higher-risk, 

higher-return projects 



Macroeconomic Evidence 

•  Bonfiglioli (JIE, December 2008) 
•  Kose, Prasad and Terrones (JIMF, forthcoming) 
•  Equity integration more helpful than debt integration 
•  Bekaert et al (NBER, 2009):  similar results with de jure measure of  

liberalisation 
•  Gains conditional on good domestic institutions 



Source: Kose et al,  JIMF, forthcoming 



Firm-Level Evidence 

•  Reduction in firm-specific investment risk spurs innovation and investment: 
Chari and Henry (Journal of  Finance, 2004) 

•  Foreign acquisitions of  domestic firms spurs technological transfer and 
improved governance:  Chari, Ouimet and Tesar (Review of  Financial Studies, 
forthcoming) 

•  Acqusitions in advanced countries by EM firms a useful way to improve 
technology (Chari et al, NBER, 2009) 

•  Alfaro and Charlton (HBS 2007): entrepreneurial activity stimulated by 
FINGLOB 



Source: Alfaro and Charlton (2007) 



Thresholds and Ancillary Mechanisms 

Gains from FINGLOB conditional on several domestic factors: 
•  Domestic financial development 
•  Institutional quality 
•  Macroeconomic policy discipline 
•  Trade Openness 
Dynamic Interaction: 
•  These factors also influenced by ancillary effects of  FINGLOB 
•  Political economy of  domestic reform (veto power of  incumbents weakened) 
•  Gains to good policy choices amplified 
•  ‘Agency of  external restraint’ 





Policy Dilemma 

•  Excessive speed in liberalisation may lead to increased distortions:   
magnification effect 

•  But overly-slow path constrains productivity growth 



Obstfeld, “International Finance and Growth in Developing 
Countries: What Have We Learned?,” IMFSP, 2009 

•  Strong revealed preference for financial openness (FO) 
•  FO promotes domestic financial development 
•  Gains to FO increasing in domestic levels of  financial development,  

institutional quality and macroeconomic stability 
•  Feedback between FO and these domestic indicators 
•  Gradualist path appropriate 
•  Trade openness makes financial autarky less feasible 



Dynamics of  External Positions 

•  In addition to role of  capital flows, increasing importance of  valuation effects 
(capital gains and losses on external assets and liabilities) 

•  Valuation channel an important transmission mechanism for exchange rate 
movements 

•  Advanced countries versus emerging market economies 



Decomposition of  NFA Dynamics, 2001-2006 



Sources of  Net Valuation Gains 

•  Composition effect (long equity, short debt; maturity structure) 
•  Return differentials within categories 
•  Portfolio returns 
•  FDI returns 
•  Differentials and currency movements 



Valuation Shocks in 2008 

•  US loses $2 trillion 
•  Emerging markets: large gains, due to decline in value of  foreign liabilities 
•  Also: win on holdings of  dollar-denominated bonds 
•  Risk sharing in action 
•  But increases fragility of  US external position 





Source: Milesi-Ferretti, F&D, March 2009 



Financial Globalisation and Innovation

Contribution of IFI to domestic financial deepening

Risk profile of innovation activity: gain from international risk sharing
and global investor base

FDI and technology transfer in financial services

Indirect channels: political economy of financial reform and
macroeconomic policy discipline (Kose, Prasad, Wei and Rogo! ,
2009)
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Threshold Effects?

Impact of IFI conditional on level of development (Kose et al 2009)

Domestic financial system; institutional quality; policy environment

Equity-type cross-border flows versus Debt-type flows
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Financial Globalisation and Productivity: Evidence

Cross-country evidence: Bonfiglioli (JIE, 2008); Kose et al (JIMF,
2009); Bekaert et al (2009). Positive impact on productivity, subject
to threshold e! ects

Firm-level evidence: Alfaro and Charlton (2006); Chari et al (2009)

Sectoral evidence: Manova (2008); Gupta and Yuan (2009);
Eichengreen et al (2009)

Supportive evidence that financial integration boosts productivity

Innovation channel not directly explored in this research
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Innovation and Development: Empirical Evidence

Lederman and Maloney (2003). Social return to R&D higher in
developing countries but level of R&D spending much lower than in
advanced economies

Lederman and Saenz (2005). Causal link from innovation to higher
output per capita

(Main channel is technology adoption rather than frontier-level
innovation)

Firm-level evidence (Lederman 2009; Gorodnichenko et al 2008):
globalization associated with greater innovation (but financial
globalistion not directly studied)
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Empirical Approach

We examine the following baseline specification
�

R&D

GDP

�

i

= α + β ∗ log YPCi + γ ∗ IFIi + σ ∗ log YPCi ∗ IFIi

+χ ∗ Zi + εi (1)

We also consider an alternative specification

�
R&D

GDP

�

i

= α + β ∗ log YPCi + γE ∗ IEQi + σE ∗ log YPCi ∗ IEQi

+γD ∗ IDEBTi + σD ∗ log YPCi ∗ IDEBTi + χ ∗ Zi + εi(2)

IFI = (FA + FL)/ GDP; IEQ = (PEQA + FDIA + PEQL + FDIL)/ GDP;
IDEBT = (PDEBTA + ODEBTA + FXRES + PDEBTL + ODEBTL)/ GDP

Z: education; trade openness; institutional quality; domestic financial development; corporate tax rate

Also run for business density and business entry rate

Cross-section (2005-2006)
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Data Sources

R&D: UNESCO

business density; business entry rate: World Banks Entrepreneurship
Survey

International financial integration data: Lane and Milesi-Ferretti (JIE,
2007) External Wealth of Nations Mark II

IMF; World Bank; Barro and Lee; Danjkov et al (2009)
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Table: R&D and International Financial Integration I

(1) (2) (3) (4)
α -1.4 -2.3 -3.3 -3.2

(.53) (2.1) (2.2) (2.4)
Ypc 0.34 0.24 0.21 0.19

(.07)*** (.1)** (.12)* (.13)
IFI -0.015 -0.023 -0.027 -0.029

(.004)*** (.007)*** (.008)*** (.008)***
IFI*Ypc 0.0015 0.0022 0.0026 0.0027

(.0004) (.0006)*** (.0007)*** (.008)***
IQUAL 8.6 13.9 15.8

(14.7) (15.3) (15.0)
Trade 0.0035 0.0037 0.0037

(.0017)** (.0018)** (.0019)*
EDUC 0.009 0.01 0.009

(.01) (.011) (.01)
LLY 0.24 0.28

(.34) (.33)
STKCAP 0.31 0.29

(.17)* (.18)
TAX -0.01

(.02)
R2 0.58 0.56 0.61 0.6
N 71 53 50 50
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Table: R&D and International Financial Integration II

(1) (2) (3) (4)
α -1.3 -2.2 -2.9 -2.8

(.52)** (2.1) (2.2) (2.40
Ypc 0.33 0.24 0.2 0.18

(.07)*** (.1)** (.12) (.13)
IEQ -0.023 -0.02 -0.025 -0.026

(.011)** (.012) (.014)* (.015)*
IEQ*Ypc 0.0028 0.0024 0.0028 0.0029

(.0012)** (.0014)* (.0016)* (.0017)*
IDEBT -0.013 -0.025 -0.029 -0.03

(.0077) (.01)** (.01)*** (.01)***
IDEBT*Ypc 0.0011 0.0022 0.0026 0.0027

(.0008) (.001)** (.001)** (.001)**
IQUAL 8.7 11.9 13.0

(14.6) (14.8) (14.3)
Trade 0.0014 0.0013 0.0013

(.002) (.002) (.0024)
EDUC 0.008 0.011 0.011

(.01) (.01) (.01)
LLY 0.46 0.48

(.35) (.34)
STKCAP 0.16 0.15

(.17) (.18)
TAX -0.006

(.02)
R2 0.59 0.56 0.61 0.6
N 71 53 50 50
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Table: Business Density and International Financial Integration I

(1) (2) (3) (4)
α -4.7 -5.6 -5.0 -4.9

(1.1)*** (2.3)** (2.2)** (2.2)**
Ypc 0.84 0.82 0.82 0.81

(.12)*** (.17)*** (.19)*** (.19)***
IFI 0.023 0.018 0.019 0.018

(.007)*** (.007)** (.007)*** (.007)**
IFI*Ypc -0.0023 -0.0018 -0.0018 -0.0018

(.0007)*** (.0006)*** (.0006)*** (.007)**
IQUAL 7.2 5.8 7.2

(11.8) (12.1) (13.8)
Trade -0.0004 -0.001 -0.001

(.002) (.002) (.002)
EDUC -0.0018 -0.011 -0.012

(.015) (.014) (.014)
LLY -0.18 -0.13

(.35) (.39)
STKCAP 0.07 0.06

(.43) (.17)
TAX -0.01

(.02)
R2 0.53 0.59 0.61 0.6
N 60 44 43 43
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Table: Business Density and International Financial Integration II

(1) (2) (3) (4)
α -4.3 -5.5 -4.2 -4.2

(1.1)*** (2.2)** (2.1)* (2.1)*
Ypc 0.8 0.8 0.78 0.78

(.12)*** (.18)*** (.19)*** (.19)
IEQ 0.053 0.073 0.043 0.043

(.03)* (.036)* (.026) (.026)
IEQ*Ypc -0.005 -0.007 -0.0038 -0.0038

(.0032) (.0037)* (.0028) (.0028)
IDEBT 0.0019 -0.024 -0.0024 -0.0026

(.019) (.03) (.02) (.02)
IDEBT*Ypc -0.0003 -0.0023 0.0001 0.0002

(.002) (.003) (.002) (.002)
IQUAL 10.1 4.4 4.9

(11.3) (12.0) (13.8)
Trade -0.002 -0.0036 -0.0036

(.003) (.0027) (.0028)
EDUC -0.014 -0.015 -0.016

(.014) (.014) (.015)
LLY 0.048 0.06

(.38) (.42)
STKCAP -0.14 -0.14

(.19) (.19)
TAX -0.003

(.03)
R2 0.54 0.62 0.62 0.61
N 60 44 43 43
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Table: Entry Rate and International Financial Integration I

(1) (2) (3) (4)
α -3.4 -3.6 -3.8 -3.8

(.5)*** (1.0)*** (1.1)*** (1.2)***
Ypc 0.09 0.15 0.23 0.23

(.056)* (.062)** (.055)*** (.056)***
IFI 0.002 -0.009 -0.007 -0.007

(.004) (.005) (.004)* (.004)*
IFI*Ypc -0.0002 0.0008 0.0008 0.0008

(.0004) (.0005)* (.0004)* (.0004)*
IQUAL 1.4 2.3 2.4

(5.5) (6.4) (6.7)
Trade 0.0022 0.0015 0.0015

(.0012)* (.0013) (.0013)
EDUC -0.014 -0.021 -0.021

(.006)** (.005)*** (.005)***
LLY -0.62 -0.61

(.15)*** (.16)***
STKCAP 0.009 0.008

(.1) (.1)
TAX -0.001

(.007)
R2 0.13 0.25 0.42 0.4
N 57 43 42 42
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Table: Entry Rate and International Financial Integration II

(1) (2) (3) (4)
α -3.3 -3.5 -3.9 -3.9

(.5)*** (1.1)*** (1.3)*** (1.3)***
Ypc 0.077 0.14 0.23 0.23

(.051) (.058)** (.05)*** (.05)***
IEQ 0.019 0.036 0.027 0.027

(.013) (.014)** (.011)** (.011)**
IEQ*Ypc -0.002 -0.0038 -0.0029 -0.0029

(.0014) (.0015)** (.0012)** (.0012)**
IDEBT -0.008 -0.041 -0.032 -0.032

(.007) (.012)*** (.008)*** (.008)***
IDEBT*Ypc 0.001 0.0042 0.0033 0.0033

(.001) (.0012)*** (.0008)*** (.0008)***
IQUAL 3.3 3.7 4.0

(6.2) (7.1) -7.8
Trade 0.0027 0.0026 0.0026

(.0014)* (.0008)*** (.0008)***
EDUC -0.021 -0.025 -0.026

(.006)*** (.005)*** (.005)***
LLY -0.61 -0.61

(.17)*** (.17)***
STKCAP -0.0033 -0.0036

(.11) (.11)
TAX -0.001

(.008)
R2 0.14 0.39 0.51 0.49
N 57 43 42 42
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Threshold Effects

International equity integration associated with greater innovation at
lower levels of income (floor $3,700 in T2; ceiling $33,400 in T4;
ceiling $13,000 in T6)

International debt integration: positive only at very high income
levels, if at all
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Interpretation

Suggestive evidence but requires much more extensive investigation

Required environmental conditions?

Time series evidence

Timing and sequencing of financial liberalization

Two-way interaction between liberalization and domestic financial
development (Rajan and Zingales; Mishkin; Kose et al)

Reform of global financial governance reduces riskiness of
liberalisation
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Conclusions

Empirical conditional connection between financial globalization and
productivity

This paper examines innovation channel: supportive evidence

Financial liberalisation may o! er long-term gains

Speed and nature of liberalisation depends on global and country-level
reform strategies
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Final Remarks 

•  Appropriate response to crisis is to improve operation of  international 
financial system, rather than retreat from globalisation 

•  Crisis Avoidance and Management: Expanded role for IMF 
•  International supervisory committees for major multi-country banks 
•  Ex-ante burden sharing agreements by fiscal authorities 
•  Incrementalist approach by developing countries, with tight focus on 

domestic institutional/policy environment 
•  Ongoing development of  research on implications of  financial globalisation 

for external adjustment dynamics 


