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THE IMPACT OF GLOBALISATION ON THE FINANCIAL
MARKETSOF THE DEVELOPING COUNTRIES

Dr. M. Kabir Hassah

The purpose of this paper is threefold. First, it surviygs globalisation of capital

markets in a historical context. Second, it discussesrtpkcations of globalisation for

the developing countries’ capital markets. Finally, itdshight on the future course of
action that each member of the international community oughinttertake for a

smooth and effective functioning of the international findnoiarkets.

1. INTRODUCTION

In the last decade, global financial markets and@rinediaries have faced
several costly and contagious financial crises.r&mave been abrupt declines
in asset prices (for example, global equity market$987, real estate values
in the late 1980s and early 1990s, and global boadkets in 1994); major
bouts of volatility in the foreign exchange marké@ts example, the European
exchange rate mechanism (ERM) crises in 1992-@8dtilar-yen market in
early 1995); an exchange rate crisis together aitlebt crisis in the emerging
markets in early 1995; and a number of costly bagkiroblems in several
industrial and some key emerging market countiireaddition, there has been
a string of serious, albeit nonsystemic problemsinidividual institutions
around the world (Barings, Bank of Credit and Comueelnternational,
Daiwa Bank, Metallgese Uschaft, Orange County, aBdimitomo
Corporation). Although many factors have contriblute including
macroeconomic policies and management controlrisluhese events appear
to have been a by-product of the transformation aestructuring of
international finance that has taken place durimglast ten years, including
the increase in competition that accompanied therdilisation of the financial
sector in most of the major industrial countries @eveloping countries; the
integration of capital markets; the increasing dwanice of institutional
investors; the development of new financial tecbas] and instruments,
particularly in the derivatives area; and the gtoeftthe emerging markets.
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The evolution of international financial marketacs the early 1990s, as
well as more recent developments, provide someatigat evidence that
international markets and their major participafitsancial intermediaries and
their supervisory authorities--are settling dowtoia more steady pattern of
growth and innovation. It should be expected thétrnational markets will
continue to become more global and more dominageddtitutional investors,
that the continuing international diversificatiohiostitutional portfolios will
mean that the exposure of these investors to engergarkets will grow along
trend, and that the spread of global derivativearice will continue. The
evolution will take place against the backdroproproved risk management in
the international banking sector, strengthened etaskirveillance within an
adaptive regulatory environment, a more resilieatk®at structure, and with an
official sector that has made it top policy prigrib create the infrastructure
required for a stable market environment.

2. CHARACTERISTICSOF A DEREGULATED AND INTEGRATED
GLOBAL ECONOMY

An appraisal of the key features of a deregulatechadly integrated,

increasingly internationalised, yet inadequatelyesuised capital market
structure reveals first excessive indebtedness ten gart of numerous
corporations, households, and governments in severtatries. This is the
undesirable legacy of dramatically increased actessedit during the past
10-15 years. Second, many developed and develgpimgtries have impaired
financial institutions. When many of their most ditevorthy commercial

borrowers gravitated to the opening credit markatiarge number of banks
reacted by going into a variety of questionabléviigs--balance of payments
loans to less developed countries (LDCs) that car® fully repaid, a

headlong rush into financing commercial real estatel funding speculative
ventures such as leveraged buyouts and corpoiateteers.

Third, there is an absence of a truly level playiigyd among different
types of financial institutions, despite the highgtee of globalisation of
capital markets. Some institutions such as commakbainks are regulated on a
consolidated international basis; other institugiench as securities firms and
insurance companies are regulated piecemeal; otkach as finance
companies have no formal official oversight what®we The persistence of
gaping anomalies casts great doubt on how therayatea whole would be
impacted by a major failure and who would have oespbility for holding the
system together.
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Fourth, the world savings rates are smaller. Alatgthe development of
more integrated capital markets, savings rates Hagbned in virtually every
major industrial country. According to official é@sates, total national
savings, including households, businesses, andigoents, declined from an
average of 23% of GDP for the major industrial does for 1974-79 to
20.4% during the decade of the 1980s. The saviatgsfell for every major
industrial country except West Germany, where it treughly steady. One
important consequence of this decline has beenswridally high cost of
capital.

Fifth, there exists a large role of government diebtational capital
markets. High real long-term interest rates, ave§% per annum or more
in most major industrial countries, are also a pobdf the continuing large-
scale borrowing requirements of many governmeritg, debt of which
dominates most domestic fixed-income markets.

In sum, while deregulation and globalisation of itA@pmarkets have
provided some benefits in terms of greater flekipiland efficiency, the
preservation of the safety and soundness of thendiml system requires a
more forceful and internationally co-ordinated swjsory presence.

3. THE GLOBAL CAPITAL MARKET DURING 1870-1939 PERIOD

The 1870-1939 period was dominated by the Londpanitial market as a
source of capital for other countries. Europe’sustdal revolution produced a
strong demand for food and raw materials, whichiccde satisfied only by
investment in many other parts of the world. Expam®f railroads and other
infrastructure was externally financed, and fordigrestors were repaid later
from the resulting export earnings. Some of thentoes where these
investments were made--such as Argentina, Ausir@imada, and the United
States--were able to buy imports of manufactures fthe more industrialised
countries in Europe. Then, as now, this growingnecaic interdependence
was facilitated by international finance.

What was unique about the years 1870-1914 wasctle of international
finance. Over the period as a whole, Great Briiawested 3% of its GNP
abroad, reaching a peak of 10% just before World Wdts net receipts of
investment income from abroad were in the rangesadb 8% of GNP,
implying that new foreign investment did not kegp fully with inflows of
interest and dividends. As a proportion of Britiséivings, capital outflows
ranged between 25 and 40%. France and Germanyiralested heavily
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abroad, though not as much as Britain. By the riteteenth century, French
and German gross capital exports were averaging3Zetof GNP.

The nature of the capital flows varied consideraiplyl870-1914. The
largest single group included the market-orientetestments, largely
undertaken by Britain, in the resource-rich cowstrof North America, Latin
America, and Oceania. In 1914, these accounted@®6 of Britain's total
foreign investments and more than half of all grieseign assets. A second
group, accounting for a quarter of all foreign istreent, involved investments
in Russia and other Eastern European countriesirai@tandinavia; France
and Germany were the principal investors. A thirdug covered the primarily
politically motivated investments in China, Egypidia, Turkey, and some
African colonies. These three groups received abpit different times, so
new regions were financially linked with the woddonomy only gradually.

For the large debtors in the nineteenth centurgitakbinflows had only a
small weight in their economies. For most decadapijtal inflows to the
United States were around 1% of its GNP and nexeeetled 6% of its
domestic investment. For the smaller debtors, hewesapital inflows as a
proportion of GNP were higher than they are for yndaveloping countries
today. Capital inflows to Canada averaged 7.5%tfGNP, accounting for
between 30% and 50% of annual investment from X871910. Ratios were
similar in Australia and the Scandinavian countri€se most striking case
was that of Argentina, where capital inflows anhughnged between 12 and
15% of GNP and financed about 40% of its total gtweent during the first
two decades of the twentieth century. By contrast, capital inflows to all
developing countries averaged 2 to 3% of GDP betvl®60 and 1973. Since
1973 they have not exceeded 6% of GDP and havadathbetween 12 and
20% of gross investment.

Differences do not stop with geography and thetikegavolume of external
finance. In the years 1870-1914, almost all lendiage from private sources,
in the form of stock and bond issues. Lending tewase long: maturities of
up to ninety-nine years were not uncommon. Neang-thirds of foreign
capital went to finance investment in railroads atilities.

A large proportion of the flows went to the thematiwely high-income
countries; North America, Latin America, and Aulrareceived more than
half of the total. The international capital markethe nineteenth century did
not, and was not designed to, provide poorer castrith access to capital.
For example, even India- though favoured in Britisipital markets--received
very little investment. Capital was drawn to inveshts that yielded higher
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returns than were available in the domestic econofiyus it operated
selectively, to the advantage of high-income boemy although there were
some politically motivated investments with margieaonomic returns, they
were not significant in terms of the volume of flaw

These differences compared with the recent past &kso accompanied
by some close parallels: periodic debt-servicin§fiadilties and an early
version of what is now known as conditionality. dens and borrowers
operated against a backdrop of large cyclical swingnternational economic
activity compounded by rebellions and wars. Somegirborrowers failed to
make their payments. They fell into two broad categs. First, countries such
as Argentina and Brazil, where foreign capital vimaportant in integrating
their economies into an expanding world economypeernced cyclical
problems related to abrupt declines in foreign exge earnings. Foreign
loans were used, along with domestic policy changeslleviate liquidity
crises until exports recovered. In some casesigiovereditors got involved in
domestic policy issues. In the Brazilian crisistioé 1890s, for example, the
government pledged all its customs receipts andeagto a moratorium on
new (internal and external) debt issues.

The second kind of debt crisis was the result afgrsant domestic
revenues and expanding fiscal deficits. Countneiis group included Egypt,
Peru, and Turkey in the 1870s, and Greece in tB@s&apital inflows could
not continually finance deficits and became incregly expensive. These
countries’ export growth slowed considerably beftirey defaulted. In these
cases, creditors intervened not only at the moroémtefault but sometimes
much sooner. In the Turkish crisis, for exampldpieign loan (the first in
series) was issued in London with the encouragenwntthe British
government. A condition of the loan was that consioisers should be sent to
oversee the expenditure of the proceeds.

Notwithstanding all these difficulties, the recard to 1914 shows that
investment abroad was profitable for investors ied® Britain and continental
Europe. It earned returns that have been calcutaté& between 1.6 and 3.9
percentage points higher than returns on domestiesiment. Within that
average, although there were a number of defaunlt®reign loans, the most
profitable investments were in railroads in the tddi States. Although they
were untypically lucrative, they helped to fostegemeral climate in favour of
foreign investment. Another influence working ireteame direction was that
loans were used to purchase British exports, sniral and real flows went
together. When borrowers got into difficulty, théyund that the London
capital market was not an unyielding taskmaster.
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Between the two world wars, the pattern of intdore! investment
shifted dramatically. The United States emergedmeitely as a net creditor
country, but as the main source of new cashflowsetrtain respects, it played
a role similar to Britain’s earlier one. It finarttenany long-term bond issues:
of the 1,700 foreign dollar issues offered in theiteld States in the 1920s,
almost half had average maturities of twenty ye&mme 4% had average
maturities of forty years and 1% of more than forars. At least forty-three
governments borrowed during the 1920s, and noreuttetl. During the peak
period of flotations, from 1924 to 1928, the inwdrdifferential in favour of
new foreign issues was between 1.7 and 1.9 pegemaints. The US also
financed a large amount of direct investment, nyainl Canada and Latin
America. Its direct investment rose by almost $#idni in the 1920s, two-
thirds of it going to Western Hemisphere countries.

However, the 1920s were different from earlier diesain several vital
respects. First, the volume of government lendind aorrowing was far
greater. Borrowings by governments accounted farlpenhalf of the foreign
dollar issues in the United States. No less importé/orld War | had left a
legacy of official debt. The United States was owédost all the debts made
between the Allies, totalling more than $16 billidn addition, the Allies had
heavy reparation claims against Germany.

The second difference was that foreign capital madonger part of an
integrated pattern of population and trade. By thiel-1920s, commodity
prices were falling. Some countries borrowed tafiice a growing stockpile of
unsold commodities; one example was Brazil in tB20%, to finance coffee
stocks. In the mid-1920s, there was an increas&%f in commodity stocks,
financed indirectly by foreign capital.

The third difference with the pre-World War | patiwas the trade policy
followed by the major global creditor. British freeade had served to
guarantee debtors a market for their products. Uhiged States was more
protectionist and its external trade was a relatigenall portion of its GDP.
Following the recession of 1920-21, it raised farlfack to where they had
been before some liberalisation in 1913. If debtmald not generate export
surpluses, they needed capital inflows to serviest glebts. The process
inevitably produced ever-increasing debt.

The Great Depression of 1929-32 turned a potetitialat into a disaster.
Between 1929 and 1932, output in industrial coestrfell 17% and the
volume of world trade by more than a quarter. Thierhational monetary
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system disintegrated. There was no lender of &irt to provide liquidity, a
function that the United Kingdom had previously artdken. And the liberal
trading system of the pre-war years virtually dissgred. Most countries
raised tariffs and applied quotas and exchangerasntLack of finance
contributed to the decline of international traaled vice versa.

Several industrial countries defaulted on their wabts and reparation.
Germany, facing declining production, exports, gmites, first obtained a
one-year moratorium in 1931 and then defaulted lbitsaexternal debts in
1932. Developing countries were also failing toveer their debt. Bolivia
defaulted on its dollar obligations in 1931 and vgasn followed by most
other Latin American countries. By the end of 1988jentina was the only
Latin American country that maintained full servigion its external debts.
Effectively, access by developing countries to camial markets ceased
until the 1960s.

Although the deterioration in the general econordiitcnate was the
proximate cause of defaults in the interwar peribdyas not the only one.
Other contributions came from excessive borrowipgrticularly between
1925 and 1929; poor risk assessment on the paenalers; panic; and an
abrupt cessation of lending just before a defdultgeneral, the financial
penalties for defaulting were rather small in th&30s. Defaulting
governments had established a precedent, and theemwf private defaulters
was too large for sanctions to be enforced. Howetrex cost in domestic
adjustment could be severe. Between 1929 and 1B88naximum peak-to-
trough declines in output for major Latin Americeountries ranged from 7%
for Brazil to 26% for Peru.

Three broad lessons emerge from the experiencet@fational finance
between 1870 and 1939. First, finance seeks otit:grogeneral, the highest
returns were from investments that directly or riadily exploited natural
resources. Technological innovation--such as tipaesion of railroads in the
nineteenth century--was also a major absorber pftala and international
capital in particular. Repayments were more likelyen investments led to
increased exports (as was generally the case bE8dw) than when the ability
to export was constrained by protectionist measunesapital-exporting
countries (as was the case in the interwar perfdljtical risk was minimised
by investing in colonies or in countries that weémtegrated with capital
exporters through trade and finance.

Second, the volume and composition of finance caang reflect shifts in
the world economy. Before World War |, private d¢apimarkets were
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dominant; in the interwar period, public borrowiagd lending assumed a
much larger role. Financial innovation is also uefhtial: for example, the
nineteenth century saw the establishment of muiwads, which separated
ownership from the management of portfolios an@agrisk more widely.

Third, reschedulings and defaults were the restilinadequate policy
responses by borrowers to declining terms of tré&kfaults were typically
settled in negotiations with bondholder committems terms that seldom
preserved more than a small fraction of the origuagital value. Negotiators
explicitly assessed the borrowers’ ability to urnidke policy reforms; this
“capacity to repay” formed the basis for determinirow much debt should be
forgiven. In most cases, existing debt was conat#id and extended with a
significant reduction in principal and interest gdirderest arrears were often
waived entirely. External intervention, includinglitary force, was common
where lending had been determined by politicaldiectWhen countries ran
into liquidity difficulties, they were able to bawv more if they revised their
policies and while they waited for their exportrgags to recover.

4. THE GLOBAL CAPITAL MARKET DURING THE POST-1945
PERIOD

The Bretton Woods Conference in July 1944 outlinket post-war
international economic system and led to the aveatf the International
monetary Fund and the International Bank for Retanson and
Development. After World War I, the United Stataantinued as the major
creditor country, and its dollar became the maseree currency. In 1947, it
announced the Economic Recovery Program (or Mdrgthah), designed for
the reconstruction of the war-ravaged countrie€ofope. Between 1948 a
1951, the program provided over $11 billion to VéestEurope, with a further
$2.6 billion between 1951 and mid-1953. The aidngarily took the form of
grants of commodities. The counterpart funds weesluo finance investment.
This helped Europe to make a dramatic recoverycthmtries participating in
the Economic Recovery Program increased their tnidlioroduct by 39%
between 1948 and 1952.

The ending of Marshall aid did not produce a swimghe US balance of
payments. On the contrary, US foreign investmemtaaged as a result of
incentives to US banks and corporations to invedstoad, plus a big
devaluation of European currencies against thedoll 1949 and the large US
military presence in Europe. The US also incredtedoans and grants to
developing countries, and private direct investmpateased sharply in Latin
America. The overall US balance of payments mowead deficit in 1950 and
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stayed there for many years. During the 1950s, dhisised little concern. It
was a commonly held view that there was a “dollasrgage” and that such
deficits were appropriate for the leading interoaail creditor.

Europe’s balance of payments improved considerabl®58, boosting its
foreign reserves. At the end of that year, mosbpean governments declared
their currencies convertible (Japan did the sanheiaorl964). Capital markets
in Europe and the United States started to integwith private capital flows
becoming responsive to movements in interest ratés.the late 1950s,
European banks, notably in London and Switzerld&egan to deal in dollars.
This marked the inception of what came to be knawiturocurrency markets.
The decade had begun with official capital flowsteibuting to economic
growth and trade expansion; it ended with a growiolgme of private capital
flowing between industrial economies.

The post-war years also saw the progressive deecaliton of the
developing countries. The United States and latkeroindustrial countries
began their formal programs of foreign aid. In ¢aely 1950s, the World Bank
shifted its focus from reconstruction to developtmehough it continued
lending to industrial countries, including Japamridg the 1950s and 1960s. In
1956 the International Finance Corporation (IFC)sveseated to assist the
private sector in developing countries through $and equity investments. In
1960 governments formed the International Develafirssociation (IDA) to
provide a multilateral source of concessional fownfor low-income
countries. These years also saw the establishménseweral regional
development banks, including the Inter-American &epment Bank (1959),
the African Development Bank (1964), and the Asevelopment Bank
(1966).

For most of the 1960s, the world economy enjoyguedaod of largely
untroubled progress. Industrial economies grew foyaeerage of 5% a year,
with little year-to-year variability in growth rade World trade grew even
faster, at an average of 8.4% a year, helped by pttogressive trade
liberalisation policies pursued under the GATT.ldtibn rates in industrial
economies as a group varied between 2 and 4% a treargh individual
countries had bouts of more rapid price increademninal interest rates
adjusted for inflation (that is, real interest s)tavere usually in the 2 to 3%
range.

Developing countries benefited from these inteorati conditions. As a
group, their output increased by over 5% a yeameSdeveloping countries
grew much faster than others, accentuating thereifices in average incomes.
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Current account deficits were financed chiefly Hfictal flows (loans and
grants), by private direct investment, and by triience. Official aid grew by
about 3% a year in real terms in 1950-65. Direckifpn investment also
increased rapidly, as multinational corporationagsd new supplies of raw
materials in developing countries. Export creditgved as a source of finance
for developing countries--a mixed blessing, asrthelatively short maturities
contributed to debt-servicing problems for manyriddes.

Several developing countries ran into debt diffied in the 1950s and
1960s. Between 1956 and 1970, there were sevemteknh reschedulings
involving seven countries (Argentina, Brazil, ChiBhana, Indonesia, Peru,
and Turkey), each of them more than once. The nsaw their difficulties
varied. Argentina, Brazil, Chile, Peru, and Turk&hared certain problems:
large budget deficits; rapid inflation and delaystjustments of the exchange
rate; deteriorating terms of trade; declining exgarnings; the accumulation
of short-term external debt. Ghana and Indonesia hhd these problems--
though more acutely, because they launched lasgg;term projects that they
financed with short-term credits and executed ioigffitly. In a number of
other cases, including India, debt rescheduling uwsesdl to provide increased
capital flows to low-income countries when concesal flows from industrial
economies were constrained.

Creditors rescheduled their loans through ad holtilateral groups, such
as the Paris Club. The International Monetary Fwat also involved in
providing extra finance to support policy reformisgeneral, creditors did not
incur capital losses; they extended maturities aedeived interest on
schedule. Borrowers undertook policy reforms desilgto bring their balance
of payments into better equilibrium and to estdblise basis for economic
growth.

Although the 1960s saw a rapid expansion of woulghot and trade, some
international monetary problems started to emefde United States made
efforts to control capital outflows. Many countriegperienced difficulty in
maintaining their exchange rates, notably Britairthe mid-1960s and France
a few years later. The need for reform of the imaional monetary system
was formally recognised as early as 1963.

By the end of the 1960s, the rate of growth of stdal economies had
begun to slow and inflationary pressures to bupd @ontinued deficits in the
US balance of payments found their counterpartumplases in Europe and
Japan. The dollar’'s exchange rate started to camderupressure. In August
1971, the United States temporarily suspended @hgectibility of the dollar
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into gold. In December 1971, it devalued the dobar part of a general
realignment of currencies. Further pressures orhange markets led to
generalised floating of exchange rates in 1973.

5.KEY CHANGESIN GLOBAL CAPITAL MARKETS: 1940s TO 1990s

Since the start of the post-World War Il era, tHesge been a number of basic
changes in global capital markets. Any reform o thternational economic

institutions supporting a new world order shoulketéhese vital changes into
consideration.

First, at the end of World War Il, the United Statsas the dominant
economic superpower, and this made it relativegyda fashion international
economic agreements. The Bretton Woods conferenas @ssentially a
discussion between two dominant parties--the UnBg¢ates and the United
Kingdom. The Germans, Italians, and Japanese warsciuded for obvious
reasons. France was still occupied. The Russians there, but they were not
a major force, and much of the rest of the worlé wamebody else’s colony.
As a result, it was possible for the two closeesllio settle their modest
differences between the so-called Keynes’ planthaddmerican approach.

The economic realities of the 1990s are quite cifie from those of the
1940s. If the Bretton Woods conference were attechppw, there would, of
course, be many more countries, and groups of deantwith many different
points of view about how to set up any new finahaistitutions, and the
chance for success would be thin.

Second, at the end of World War Il, many leadingegoments practised
exchange and capital controls. Currently, few legdgovernments practise
these controls, and deregulation has vastly alt¢hedlandscape in many
financial markets. A sweeping transformation froigorously government-
controlled, segmented, and frequently inefficieational markets to the far
more open, broadly interconnected, and inventiveitah markets has
occurred. This transformation did not come aboutaasesult of careful,
deliberate planning by government officials, acaidenor market participants
themselves. Instead, it came in fits and startsvds spawned by repeated
bursts of financial opportunism, as borrowers, &sd or intermediaries
sought ways to avoid regulations, side-step tagedn access to cheaper
sources of funds, trade currencies or securitiefower cost and without
onerous restrictions, or find new avenues for sjative activity.

Third, at the start of the post-World War Il era,namjor portion of
international capital flows was between governmg@nit quasi-government)
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agencies. As a result, a major portion of inteorel capital flows often did

not strictly follow the dictates of so-called frewmrket forces. However, in the
1990s, a major portion of international capitamffooccurs between private
sector, profit-maximising corporations. These coations follow the dictates
of market forces, and they often give priority kmd-run influences over long-
term factors. This shift has dramatically influeddde environment in which
global capital markets function, and it has credtedpossibility of instability

in many financial centres.

A fourth difference is the relative reversal in ionfance of international
trade and international finance. In the 1940s rn#tonal trade was treated as
“king” and international finance was viewed as swonat of a “junior
partner”. In large measure, this was due to thetikel magnitudes of
international trade and international financialcks. International trade was
viewed as being much larger and generally more rmapb than international
finance. This picture has changed in recent yedrspurse, as the growth of
international financial markets has outstripped grewth of international
trade. In the short and intermediate terms, exohamates often follow the
dictates of international capital markets and nt#rnational trading forces.

For example, in the early 1980s, when the UnitedteSt followed a
macroeconomic policy of significant government dié$i--due in large part to
tax reductions and a military build-up coupled wghbstantial growth in
entitlements--most economists predicted that highrest rates would choke
off any economic recovery. However, the United &taexperienced the
longest peacetime expansion of the post-World Ward in the 1980s. This
was primarily due to the significant role of intational capital markets, as
foreign lenders were willing to finance the US goweent budget deficits at
unprecedented levels. The change in size and guadliinternational capital
markets often is not fully appreciated by decisioakers.

A fifth major change in global capital markets geston technological
and entrepreneurial innovations. In the 1940s af@f04, computers and
derivative instruments (such as interest rate swipsres, and options) had
no real influence on, and did not exist in, mostbgl capital markets. Given
major advances in microelectronics, telecommurooati and deregulation,
computers and derivative instruments will have gomafluence on global
capital markets in the 1990s. National and intéomal regulators have often
lagged well behind these innovations.

A sixth change centres on the relative roles ofltiternational Monetary
Fund and the World Bank. In the 1940s, the IMF #r&Bank had clear and
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different roles to play in the international econoraystem. In general, the
IMF was supposed to manage macroeconomic forces exctange rate
matters. The mission of the Bank was to make lengrtloans for various
development projects. In contrast to the IMF, treiBwas supposed to deal
with issues on the microeconomic level.

In recent years, a certain amount of overlap hageldped in the
operations of the World Bank and the IMF, and tmmsplies possible
bureaucratic waste and unnecessary expense. Tée ablthe Bank and the
Fund were originally quite different and distinéthe World Bank was in the
business of lending for specific projects, suchraifoads or hydro-dams.
These were long-term loans, and their evaluatiors wamarily on a
macroeconomic or individual project efficiency EsiThe International
Monetary Fund, in contrast, was in the businegsaifing shorter-term loans--
normally for three to five years--for balance ofypeents support. The Fund
had mostly a macroeconomic focus--it judged fismadl monetary policies,
exchange rates, and other macroeconomic factors.

Over the past decade or so, the distinction betwkese two roles has
become unclear, particularly with the World Bankigolvement in structural
adjustment loans. These loans are not based oifisgaojects, but instead
are designed to produce financial (which really msebalance of payments)
support during a period in which various structadjustments are made in a
country. With an extended Fund facility and theistural adjustment facility,
the IMF began longer-term lending. At the same tithe Bank became more
involved in macroeconomic or broad policy consitierss. To some degree
their functions began to overlap, suggesting thssitdity that operational
expenses were being duplicated.

The less developed countries (LDCs) have been yyhayer the way that
the IMF has operated its conditionality program.ndigonality means that
loans from the Fund are conditional upon the ptirgsbimacroeconomic and
exchange rate policies that make it likely that liben will be repaid. Thus,
countries may get loans, or are allowed drawirfgieir budgets move toward
balance and if their money supply growth is reduodido, their loans are
conditioned on their exchange rates being set@ppiate levels. In addition,
the Fund looks at various structure problems likegpcontrols. Many LDCs
think that conditionality is an imposition on thewvereignty, and they view it
as “mother” telling them what to do. However, thenB’s policies are
designed to make repayment possible. If such galigiere not pursued, it is
unclear how the Fund would be repaid. The censsalé for the Bank and the
Fund is lack of money. There are numerous new h@r® coming into the
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system with the admission of the republics thatenierthe USSR. There are
also enormous needs in Eastern Europe.

Lastly, the start of the post-World War Il era wassociated with fixed
exchange rates. Although there have been sometrpgosals to go back to
fixed exchange rates--or narrow exchange rate bahdsl990s have been an
era of flexible or floating exchange rates. Howewhrs does not mean that
governments in this decade are willing to take adseoff view toward
exchange rates. Governments frequently still becowelved in supply and
demand management when dealing with exchange fHtes, it may be more
accurate to call the 1990s a period of “dirty” oamaged floats than a period
of perfectly free exchange rates. Also, at thet siiathe post-World War Il era,
national regulators were able, for the most part.dpe with the international
side of financial markets. Currently, national regors are often unable to
cope with this aspect of financial markets.

A key goal of the IMF should be to redefine a cbéelrole for itself in the
management of the international monetary systenileitne Fund has proved
to be an effective agent in promoting financialbgtey and reform in the
developing world, it has yet to be drawn into tliéigymaking councils of the
industrialised governments. That role is of faragee importance from the
standpoint of the international economy than theequaluable role that the
Fund has played in promoting a sound financial mnent in the developing
world. Also, the Fund is clearly the preferred iostent in promoting the
transition to market economies in the former Souieion and Eastern Europe.
Again, however, in terms of the world economy, trae is dwarfed by the
contribution the IMF could make to future econorpiosperity and global
growth by bringing about better co-ordination oé tnonetary and financial
policies of the industrialised countries. The Fumekds to make sure that
monetary and exchange rate policies are conduciee@nomic growth rather
than the reverse.

In general, a major economic initiative is undeetalonly when political
leaders are deeply convinced that the time is fight change and when key
political constituents appear to be willing to sagpthat shift. The 1990s
probably will see marginal reforms of the internpatl economic system and
not the wholesale and sweeping reforms that toakeafter World War 1.

6. FINANCIAL SYSTEMSIN DEVELOPING COUNTRIES

The evolution of financial systems in developinguewies reflected their
diverse political and economic histories. Latin Aioan and Mediterranean
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countries, politically independent since at lease¢ ftfirst quarter of the
nineteenth century, suffered frequent bouts of ol instability. These

prevented the emergence of mature financial systemsontrast, developing
countries in Africa and Asia, under colonial rulgilthe end of World War I,

enjoyed relative financial stability, but their &incial systems suffered from
colonial neglect and stagnation.

The financial systems of most developing countwese heavily oriented
toward agricultural exports, other primary prodanti and foreign trade. In
Africa and Asia, financial systems catered prinlijpato expatriate
communities. Financial services for the indigenpapulations were limited.
Foreign banks confined their operations to portrnsvand other centres of
commerce where the expatriate communities wereegadh The domestic
population, especially in Asia, hoarded precioustatse and jewellery.
Hoarding was insurance against financial emergsncaised by war, crop
failure, natural disaster, and personal mishap, ibutas saving denied to
productive investment.

Sound banking promoted financial stability in A&iand Asia. Currency
boards regulated the money supply and maintaireztves that were invested
in London and Paris. The financial systems of mafican countries,
however, were underdeveloped until independencey Tdomprised a few
foreign colonial banks, post office savings bard@operative societies, and
moneylenders. Nigeria was the only African countmgth indigenous
commercial banks before the late 1940s.

Financial development was more advanced in Asia.infAfrica, foreign
banks confined their operations largely to theritiag of foreign trade, but
they also helped to finance internal trade. MostaAscountries also had a
fairly well-developed indigenous banking systemthwéommercial banks, co-
operative credit societies, and informal bankerd amneylenders. India, in
particular, had a sophisticated indigenous banlsimgcture. It had evolved
over several centuries, developing the use of cawialeills known as hundi
for financing nonlocal trade and relying on an elate system of personal
relations to finance local, mostly small-scale atiés.

Foreign banks operated in pre-1949 China, mostlyréaty ports, and
some indigenous banks (shansz) remitted funds sieeggons and financed
local trade. Foreign banks promoted foreign direstestment in railroad
construction, mining, and manufacturing. They atsle massive loans to the
Chinese government and in the process gained daftits customs and salt
revenues. Modern Chinese banks came into beirtteii®30s. They had close
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links with the government and the ruling familiesdavere able to seize the
initiative from foreign banks and emerge as the idamt group. After 1949
China built a monobanking system typical of cemyralanned economies.

Indigenous bankers and moneylenders were able & the borrowing
needs of local traders and farmers by maintainlogecpersonal contact with
them and acquiring intimate knowledge of their apiens. Their services
were accessible but expensive. Informal finaneiatitutions, such as rotating
savings and credit associations (ROSCAs), also gaden most countries.
Indigenous bankers and informal financial instdns, however, could not
mobilise the resources required for industrialmati

Throughout the nineteenth century, Latin Americaurtries relied too
much on foreign capital. Argentina and a few ottwuntries developed active
mortgage-bond markets and stock exchanges alongisidéng but fragile
banking sectors. Unfortunately, however, recurrirfhancial crises
undermined attempts to develop the system adegué&ieknce lagged behind
the region’s achievements in infrastructure, adpira, and mining. Instability
resulted from too much foreign borrowing; the ossde of currency;
imprudent domestic banking; speculation in comnypdiécurities, and foreign
exchange markets; excess capacity in industry anurerce; regional wars;
and internal political unrest. Many of these werdigure in the debt crisis of
the 1980s.

Latin American economies ran for long periods withonvertible paper
money, high inflation, and depreciating exchangées.a Producers and
exporters of primary commodities welcomed this;ytlséood to benefit and
had a strong hold on government policies. Latin Ao countries
occasionally suspended the servicing of their edledebt. Foreign lenders,
however, were usually lenient, probably because rdggon had immense
potential for profitable investment. Major interimaial houses arranged so-
called funding loans, such as the Brazilian loanl898, which had many
features in common with the multiyear reschedulagyeements of recent
years. In contrast, foreign lenders imposed striitrols on the finances of
many other countries, such as China, Egypt, Greaod, Turkey. Their
governments were forced to cede revenues from stamgustoms duties and
from state monopolies (on salt, matches, and tahacntil the debts were
fully repaid.

World War | and the depression of the 1930s pldyeebc with the world
economy. Latin American countries were particuladyfected by the
development of man-made raw materials and thefoemation of the British
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Commonwealth into a protectionist bloc. Most of nthelefaulted on their
foreign debts, but the central and other state ©#mit had been created in the
1920s averted the panics of earlier periods.

Before World War I, developing country governmehtsl a poor record
on financial development. In Latin America and Mediterranean countries,
they failed to create sound legal and regulatorgtesys and to maintain
macroeconomic stability. Borrowers relied excedgiwam foreign capital, and
financial systems were undermined by imprudenceAfiica and Asia the
restricted use of bank credit, the limited sprefithe banking habit, and the
persistence of the hoarding habit were all legagfelonial banking systems
that had failed to reach the indigenous population.

In the late 1960s and early 1970s, high inflatiod ahanges in financial
markets undermined many of the credit and bankiogtrols then in use.
Several countries, including Britain, Canada, Feante Netherlands, and
Sweden, enacted a series of wide-ranging bankifigme. These abolished
the distinctions among different types of instibuti relaxed both global and
selective credit controls, removed branching retms, and liberalised
interest rates on lending and wholesale deposits.

Financial deregulation was interrupted by the macoaomic turmoil that
followed the rise in oil prices in 1973. Many coues$ reimposed credit
controls, hoping to contain monetary expansion euithraising interest rates.
But deregulation resumed in the late 1970s. It ednfgom the elimination or
relaxation of controls on credit, interest ratesd doreign exchange to the
removal of restrictions on the activities of ingtibns and on new financial
instruments. In most countries the changes weréoteuand gradual. This
contrasted sharply with the experience of somenL&tnerican countries.

Deregulation was prompted by the growing realisattmat direct controls
had become less effective over time. The growththef Euromarkets, the
development of new financial instruments, and thiveat of electronic
technology all made it easier to bypass the regns. Governments also
recognised that the prolonged use of directed abdidised credit programs
would lead to the inefficient use of resources himdler the development of
better systems.

7.MACRO-FINANCIAL INDICATORS OF DEVELOPING COUNTRY
CAPITAL MARKETS
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We discuss major macro-financial indicators of depig countries and their
implications in the context of globalisation of wbrcapital and financial
markets. Among developing countries, Asia had thedst GDP which
constituted slightly above 50% of the total GDPRdekeloping countries. The
Western Hemisphere comes in second place with 2Zdbdwed by the
Middle East and Europe with 12.0%. The least wasgcafwith 8.2%. For
exports of Goods and Services, nonfuel exports datad by 78.7% and fuel
exports only 21.3%. More than 50% of the nonfuglats were manufactures.
For total debt outstanding, about 96.1% are netodetpuntries while only
3.9% are net creditor countries (See Table 1; SouktF).

Although there were fluctuations, the GDP deflatansl consumer prices
of industrial countries had an overall downwarchtrédrom 1986 to 1996. In
contrast, consumer prices of developing countrie @untries in transition
had an upward trend. For developing countries, wmes prices rose steadily
from 1986 to 1990 and dropped by approximately 50%991. It increased
steadily from 1992 to 1994 and declined substdptial 1995 and 1996. For
countries in transition, consumer prices rose d$edcbm 1986 to 1991,
skyrocketed in 1992, and declined thereafter witubstantial drop in 1996
(See Table 2: Source: IMF).

For industrial countries, the central and geneoaleghment fiscal balance
increased from 1987 to 1990, decreased from 1991968, and increased
steadily from 1994 to 1996. The growth of broad mpaof industrial countries
increased from 1987 to 1989, decreased from 199@%@2, increased in 1993
and declined in 1994. No figures were reported 1885 and 1996. For
developing countries, the central government fidmabnce increased from
1987 to 1992, decreased in 1993 and increasedafteraip till 1996. The
weighted average of growth of broad money of deuielp countries rose from
1987 to 1989, declined in 1990 and 1991, rose 821thd 1993, and declined
thereafter till 1996. For countries in transitidghe central government fiscal
balance was stable in 1987 and 1988, rose stefidity 1989 to 1992, and
declined in 1993 and 1995 - with a slight increias&994. Except for the drop
in 1990, the growth of broad money increased fr@®71to 1992 and dropped
in 1993 and 1994 (See Table 3: Source: IMF).

The broad money aggregates of developing couninagased by 75%
from 1987 to 1989, dropped by 27% from 1989 to 198treased by 20%
from 1991 to 1993 and declined steadily thereafiith a total decrease of
77% from 1993 to 1996. The bulk of this amount caneen the Western
Hemisphere. The Western Hemisphere contributedoappately 70% of the
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total. Africa, Asia and Middle East and Europe titaged roughly 30% (See
Table 4: Source: IMF).

There has been a lot of fluctuations in the volwheorld trade between
1986 and 1996. The volume of world trade increaseth 1986 to 1988,
decreased in 1990 and 1991, increased in 1992ea= in 1993, increased
in 1994 and declined in 1995 and 1996. World tradees of manufactures
have not followed a steady pattern as well. lt@ased in 1987, decreased in
1988 and 1989, increased in 1990, decreased in, li@Bfeased in 1992,
decreased in 1993, increased in 1994 and 1995 aackabked in 1996. QOil
prices dropped substantially by 117% from 1987 @88l increased
significantly by 205% in 1989, increased slighthy 1990, dropped in 1991,
increased in 1992, dropped in 1993, increased 884 to 1995 then dropped
in 1996. World trade prices for nonfuel primary coodities increased from
1986 to 1988, dropped from 1989 to 1990, increased991 and 1992,
dropped in 1993, increased in 1994 and droppe®85b land 1996. Overall,
world trade volumes and prices have been very blesteetween 1986 to 1996
(See Table 5: Source: IMF).

There has been a lot of fluctuations in the pattgrpayment balances on
current account for industrial countries, develgpaountries and countries in
transition. For industrial countries, their paynseriialances increased by
10.67% from 1987 to 1988, declined by 47.7% in 1888 further dropped by
21.2% in 1990. Thereafter, from 1991 to 1996, tlveme an upward trend with
a significant increase of 155.3% in 1993. While tr&yments balances on
current account of industrial countries have hadupward trend, the overall
payment balances of developing countries have ibyedetlined from 1987 to
1996 with significant increases only in 1989 and®@9For countries in
transition, there has also been a downward trentthenpattern of payments
balances from 1987 to 1996 with a significant dasesof 197% in 1990.
Despite the fluctuations, the figures show thattthial payments balances on
current account have been on a downward trend avilignificant increase
only in 1993 which is probably due to the incredsem the industrial
countries (See Table 6: Source: IMF).

We can divide the discussion of external finandgitgation of developing
countries according to their various criteria. Ine tpredominant export
criterion, the total net external financing of fuedports decreased by 35% in
1988, increased by 316% from 1988 to 1991, decde@yell% in 1992,
increased by 27% in 1993, declined by 78% in 19%her dropped by 42%
in 1995 and rose by 146% in 1996. Except for thieiial 988, we could say
that there was an upward trend in the externahtimgy of fuel export from
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1987 to 1991. The trend from 1992 to 1996 has Inaigad with increases and
decreases. For net external financing of nonfupbges, there was a steady
increase from 1987 to 1993, and a downward treacktfter.

According to financial criteria, for net creditoountries, the total net
external financing decreased substantially from6188 1990 by 112%, it
increased in 1991 and 1992, declined in 1993 a®d 18nd increased in 1995
and 1996. For net debtor countries, the net extefinancing increased
steadily from 1987 to 1993 by a total of 448%, dexd by 34% in 1994 and
increased by 7% in 1996. For market borrowers, ribeexternal financing
increased steadily from 1987 to 1993, declined9®4land 1995 and increased
slightly in 1996. For diversified borrowers, the tnexternal financing
increased from 1987 to 1990, decreased in 199teased in 1992 and 1993,
decreased in 1994 and increased in 1995 and 19@&all except for the
decreases in 1991 and 1994, the net external fimgnfor diversified
borrowers has followed an upward trend from 19871886. For official
borrowers, the net external financing fluctuatetieen 1987 and 1996. There
was an upward trend from 1987 to 1989 with a tatalease of 49%, a
decrease of 27% from 1989 to 1991, no change il 39@ 1992, increase of
58% from 1992 and 1994, and a decline of 34% in4188d 1996. For
countries with recent debt-servicing difficultiemxcept for the decrease in
1989, the overall net external financing increastecdily from 1987 to 1993,
decreased in 1994 and 1995 and increased in 199@okintries without debt-
servicing difficulties, the net external financimgreased steadily from 1987
to 1993, declined in 1994 and 1995, and increasedi906 (See Table 7:
Source: IMF).

Except for the decrease in 1988, the reserveswalojging countries have
followed an upward trend from 1987 to 1996. Theéoraf reserves to imports
of goods and services in developing countries reethbetween the range of
39.1 to 32.1 from 1987 to 1996. It decreased by 16%088, experienced no
significant change from 1988 to 1989, increased3%y in 1990. Although
there were fluctuations from 1991 to 1996, thers wa change that exceeded
7% (See Table 8: Source: IMF).

The net credit and loans from the IMF to developtogntries increased
steadily from 1987 to 1991 by a total of 123%, aedreased from 1991 to
1994 by a total of 173%. For countries in transitithe net credits and loans
from IMF increased steadily from 1987 to 1991 by8%i and declined
thereafter. The total decrease between 1992 and %88 41%. Overall, it
could be said that the net credit and loans from WMF to developing
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countries and countries in transition had an upweedd from 1987 to 1991
and a downward trend from 1992 to 1994 (See TabBoarce: IMF).

The amount of external debt of developing countireseased steadily
from 1987 to 1996. Although there were mild fludtoas in the external debt
of countries in transition, there was an overalvapl trend from 1987 to
1996. Except for the mild decreases in 1989 and?2188 amount of debt-
service payments of developing countries increasteddily from 1987 to
1995. It declined slightly in 1996. For countriestiansition, there were major
fluctuations in the amount of debt-service paymdmsn 1987 to 1996. In
percent of exports of goods and services, the mextedebt of developing
countries had a downward trend from 1987 to 1986 ceuntries in transition,
except for the decrease in 1988, the overall eatetabt in percent of exports
of goods and services showed an upward trend fi@87 10 1994. It declined
in 1995 and 1996--although not substantially. Alitjo there have been
fluctuations, the overall debt-service paymentsdeleloping countries in
terms of percent of exports of goods and serviesshiad a downward trend
from 1987 to 1996. For countries in transition thend has not been that
smooth. Although it maintained stability between4land 13.3%, there were
significant drops in 1990 and 1993 (See Table bor&: IMF).

The overall ratio of external Debt to GDP for deyehg countries has had
a downward trend from 1987 to 1996. Overall, theerest payments of
developing countries has decreased from 1987 t®%.198ere were mild
increases in 1991, 1993 and 1995, but not sigmificdhe amortisation
decreased from 1987 to 1989 and remained stable98®. Thereafter it
fluctuated (within a 20% range) (See Tables 11EhdSource: IMF).

The net capital inflows to developing countries andntries in Transition
increased in 1991, dropped in 1992, increased #818ropped in 1994 and
increased again in 1995. The foreign direct investmplus portfolio
investment (net) increased steadily from 1990 t83]%ropped in 1994 and
increased in 1995. The net foreign direct investniecreased steadily from
1990 to 1995. The net portfolio investment increlafem 1990 to 1993 and
dropped in 1994 and 1995. The total net capitdbws of all other short- and
long-term credits, loans, currency and deposits,, éiad major fluctuations
from 1990 to 1995. It increased from 1990 to 198dpped in 1992 and 1993,
increased in 1994 and 1995 (See Table 13: Souvife:. |

There have been fluctuations in the intraregiolwal$. They decreased by
13% in 1990, increased in 1991, and decreased92.18 1993 it increased
substantially by 192% and continued with an upweedd to 1995. The trend
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of equity flows from Japan to Asian Developing ctri@s remained between
24.40 to 22.70 billion dollars from 1989 to 199eiteafter it skyrocketed. In
1993 it increased by 175% and the upward trend \@@tit mild increases)

continued till 1995. Except for the decreases i801@nd 1994, the equity
flows from the rest of the world to Asian Developgicountries had an upward
trend from 1989 to 1995. The total equity flowsAsian Developing countries
remained between 24.1 to 28.2 billion dollars frdé8B89 to 1991. It rose

steadily from 1992 to 1995 with a slight drop 929 The equity flows from

Japan constituted the bulk of these flows.

8. GLOBAL CAPITAL SCARCITY AND ALLOCATION

In the 1990s, increasing demands will be madedpital and when the supply
of capital will be constrained for various reasdBssides traditional demands
for capital from the Third World nations, new demarwill be made by the

republics of the former Soviet Union and other EastEuropean nations.
Meanwhile, demands for capital in industrialisedirtinies such as the United
States and Germany will remain strong. The WorldiBand the International

Monetary Fund can help to mitigate potential cdgtertages. However, they
can only play marginal roles at best, and the majte must be played by the
private sector.

In a broader context, the question needs to bedaidether it ever makes
sense for banks to shoulder a substantial respbiysfbr financing long-term
international capital transfers. Banks in the maiave very short-dated
liabilities with interest rate costs that fluctuatédely over a business cycle.
Floating rate financing may very well mitigate theblem of rising liability
costs to the bank, but it will surely contribute ttee problems of marginal
borrowers. Moreover, in a market system, it hasdlgms advisable for a bank
to put itself in the position of extending credit afficial borrowers abroad,
with the near certainty that, if there is a problsamewhere down the road,
the bank will be largely dependent on its own gowent to negotiate on its
behalf with other governments. Privately-owned lzaakght to confine their
activities to market conditions where legal eqyalig the operative norm.
Other private sources of funds, essentially majattimationals will increase
their exposure internationally. Over time, they |wihake sizeable direct
investments, particularly in Eastern Europe.

The 1990s could become a decade of internationaityecpther than of
international debt. The Achilles heel of the pastource transfers to Eastern
Europe and most developing countries was thatitt@€ing took the form of
debt, with lending margins that were little diffeterom those available on
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loans to corporations of high credit quality, butharisks that were equity-like
in virtually every one of those countries. Henddsisimple logic that future
financial resource transfers must take the forneapdity-related instruments,
and that means yields to permanent investors neustbity-like as well.

By process of elimination, the main untapped sowifcénancing for the
developing countries and the emerging economidsastern Europe and the
former Soviet republics is the risk-taking equityestor. Realistically this
cannot be the retail investor who has little onimterest in investing anywhere
but at home. Therefore, it can only be the larggitutional equity investor
from the industrial countries--corporate pensionds; other retirement funds,
investment companies and other specialised finhneigerprises, and
insurance companies--which must be attracted toorwentional equity
investments. That will require time and fundamentange by those countries
which would like to see a sizeable transfusionooéign capital to speed their
economic development and some important changgeeimdustrial world as
well.

First, there needs to be moderate economic recoweme industrial
countries that are now in or near recession antimeggd moderate expansion
in the rest. Too rapid a rebound, rightly or wrgngkill incite inflationary
concerns; interest rates will be pushed up by ttrmarkets; and the relative
attractiveness of foreign investment will diminish.

Second, there needs to be a pronounced changee icothposition of
expenditures in many countries. Most importantlylitary spending needs to
be de-emphasised globally. Reductions in militaogrsling are required to
help achieve budgetary balance in the developeatdes. The resources,
both human and physical, that are devoted to wegpoeed to be made
available to the civilian sector, where they calp lenterprises achieve higher
rates of return on capital.

Third, there needs to be a continuing processhabititating the financial
health of deposit institutions. This includes regoty reforms and capital
infusions into marginally capitalised banks. Itcalgould be helpful to have a
continuation of a positively sloped vyield curve,igh provides opportunities
for banks to increase their earnings by taking mbdeerest rate risks, rather
than having to absorb additional credit risk.

Fourth, the developing countries have a lot of wiarldo in making the
transition to a market-based economy. This inclugsblishing a reliable
legal system, including a reasonable bankruptcy, la®pendable and
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transparent accounting standards, adequate paisati the right of an equity
investor to sell his position or repatriate dividenand a host of supportive
regulatory codes.

Finally, an atmosphere of capital scarcity will derthe world’s credit
system onto a sounder footing. There will be ldassa of the credit structure
when credit is harder to come by and the tolerdncdinancing marginal
investors is reduced. Credit allocation will be dshsmore on disciplined
analysis and objective evaluation of creditwortssméhan on what the levels
of fees were and how much the financial intermegdeould take out of the
deal for itself.

It is worth bearing in mind that many countries &deen able to achieve
highly satisfactory rates of economic growth withoelying on access to large
amounts of foreign capital. What is necessary idraamework of law,
institutions, government policies, and social attés that reward effort,
promote change, and rely on markets. But accesmaderate amounts of
foreign capital does provide clear benefits: Oh@llows a country to let its
consumers enjoy a better living standard, evert amintains a high rate of
business investment, and this can have a defimpadt on motivation and the
willingness to work hard. Two, it allows domestiagsinesses to leapfrog the
level of technology that they might otherwise hhae to settle for. And three,
it helps keep a lid on inflation while these postidevelopments are taking
place. The trouble arises when the foreign capmitahes in too readily, in
unsustainably large volumes, and in the wrong form.

9. THE DEMAND AND SUPPLY OF GLOBAL BOND AND EQUITY
MARKET

The rapid shift to a global securities market result of two major trends that
accelerated through the 1980s and are set to centitio the next century.
The first is a significant increase in the demamdaf global securities market.
The key source of this demand is the pool of ingtihal assets which have
grown exponentially and have diversified internatilly. The second is
deregulation which has opened up the world’'s ecoe®nand securities
markets, increasing the breadth and depth of imest opportunities.

The expected growth in the global pension fund $tiuis staggering.
According to the InterSec Research Group, a USipensonsultant, global
pension funds will top $11.2 trillion in assetsthe end of 1999, an increase
of 59% from the $7 trillion at the end of 1995.dntational investments will
form the largest part of that growth, more thankdmg to $1.7 trillion from
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$788 billion last year. To put this in perspectiviaternational growth
represents a 464% increase from $302 billion iregsbutside domestic
markets at the end of 1989.

Much of the increased commitment to overseas invest has and will
continue to come from the major pension marketgergitheir dominant size.
The US, Japan and UK pension funds, for examptmuatded for 80% of total
global pension assets last year, with total asse®b5.7 trillion. US pension
assets alone ($3.76 trillion) accounted for 53%lobal pension assets. These
assets are set to grow sharply, particularly assaltr of changing legislation
covering state funds in Europe. In addition, assait of ageing populations in
the Western economies, there will be a rapid niséhée private provision of
pensions forcing individuals to invest in markeisthe first time.

But it is not so much the growth of pension fundeds that is creating the
global market place, rather the decision to dignsension assets overseas. A
geographically diversified portfolio has a supetisk/return profile to single
country portfolios. It is widely agreed amongst #wtuarial profession that a
30% diversification to overseas assets gives th&iman benefit of risk
reduction, irrespective of base country. Of theangiension industries in the
world, only the UK is near to this target at 28%.

While InterSec expect British pension funds to keeprseas investments
at around 28% of assets, they expect a signifinate into foreign markets
by US and Japanese funds. US pension funds have thman doubled their
international investments over the past five yedisese investments are
expected to increase further from 8% of asset®81 %o 12.5% by the end of
1999. This would increase overseas funds to $7@Brbifrom $300 billion,
19.3% compound growth rate during the period.

In Japan, foreign investment has contracted becaaiube combined effect
of the collapse of the local equity market andweakness of the US Dollar.
Overseas investment by Japanese institutions isctag to triple to $252
billion from $85 billion last year over a five-yeperiod ending 1999. A surge
in foreign investment by Japanese public pensiamd$u triggered by the
liberalisation of pension rules by the Japanesesigowent, will be a major
factor in the funds flowing into international irstenents.

The process of deregulation has been led by a weassave of
privatisations and international equity offeringgep the last ten years. The
trend towards privatisation both boosts the ligyidind market capitalisation
in individual markets as well as raises the scape&rfoss-border investment.
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The UK'’s success with its privatisation program bBasouraged state sell-
offs elsewhere in the world. The increase in shafgzrivatised corporations
around the world has raised the liquidity of thebgll capital market and the
interest by investors in them. The deliberate umdeing of most issues has
helped the markets’ willingness to accept privditigaissues. Privatisation,
which involves international distribution, is insfying the development of
the global market. The process includes a wide eteug effort to investment
institutions. Moreover, the trend towards privdima is not restricted to the
major economies. Despite the collapse last yegdhénMexican market, the
enthusiasm for privatisation issues from Latin Alceer Asia and Africa has
been undiminished, while investors’ long-term bieliiethese markets remains
intact. In 1994 governments from emerging markeised a total of $17.6
billion, about $2 billion more than in 1993.

Privatisation has led to an increasing tendencyrfeestors to look at the
world in terms of large global industries and tanpare stock valuations
across markets. Privatisation has given the worldarkets large
telecommunications and electric utilities to trase and compare, while
deregulation and the increase in world trade hasham, and other industries
such as steel, mining, pharmaceuticals and oig sumpetition with each
other, in what were once their own protected matkét is, therefore,
increasingly possible to compare Thyssen with ghitsteel or Roche with Eli
Lilly and view them as competing investment altéines. This focus on
global industries is, of course, also making itiea$or large multinational
companies to raise both debt and equity on stodlkets across the world,
rather than concentrating on the market where thain listings lie.

In addition to the growth in the international d@gumarkets, there has
been a significant expansion in the sources ofnatgonal debt finance. For
example, total net issues of Euronotes and intenmat bonds soared by 45%
between 1993 and 1994. Announcements of new Euurites surged to
$197.2 billion last year. Despite the rise in woitderest rates in 1994,
announcements of international bond issues wdtegtial to $372 billion last
year.

The growth of financial derivative instruments hbsnefited global
markets by providing liquidity to institutional iegtors and facilitating
portfolio construction. A major shift between coiet can be made cheaply
and quickly through the futures markets, withoutihg to sell the underlying
securities.
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Improvements in infrastructure, the regulatory emwnent and
information technology are rapidly being put intaqe in order to facilitate
the increasing free flow of capital around the dofThis is essential if the
trends of the last fifteen years are to be continue

A key barrier to the development of a global cdpitzarket is the
multitude of different accounting standards. Thas Imeant accounts prepared
in one country are frequently difficult for investoin another market to
comprehend. Eliminating such barriers will stimelatpital flows through the
improvement in investor confidence.

In July 1995, an agreement between I0SCO, the ratemal
Organisation of Securities Commissions, and therational Accounting
Standards Committee (IASC) was a significant stsyatds creating a unified
global accounting standard. It is hoped that by9l@8mpanies preparing their
accounts according to IASC rules will be able $b their shares on any of the
world’s capital markets. More importantly, they Mok able to list their shares
in the US, gaining more immediate access to theldigoibiggest capital
market, without adapting to stringent US rules.ikteld American Depository
Receipts (ADRS) have, until now, been the only wayst non-US companies
have of tapping the US market.

Governments have played a key role in the developnoé a global
securities market by opening up their markets teigm investors. The most
important development was the wholesale removalkchange controls in the
1970s and 1980s. The process of liberalisationimoes.

Authorities in a number of countries continue toedilate their domestic
bond markets and facilitate access by domestic aomp to Eurobond
financing. Measures taken in domestic markets lymreerally been designed
to improve efficiency, liquidity and cost-effectivess for resident issuers and
to make the markets more attractive to foreign stwes. For example, in Italy
the stamp duty on the regulated trading of goventrhends was removed; in
Portugal the 20% withholding tax imposed on forefgiders of government
bonds was abolished and non-residents are alloweésstie on the domestic
market without requiring official permission; in 8zerland the authorisation
requirement for foreign issuers was lifted in Febbyu1995. In Japan there
have been widespread initiatives to remove theicishs on foreign issues of
Euro-yen bonds while about $200 billion of publiengion funds have been
opened up to foreign investment advisers.
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Capital Requirements for market operators (broKesisks, etc.) are being
stepped up in many countries. The norm is to usekBa International
Settlement guidelines. This encourages major iateynal investors. Listing
Qualifications increasingly seek to meet internadiocriteria in terms of
financial history, share capital structure andiliify, etc., though efforts have
been made to create simpler qualifications for be@inpanies. Compliance
with new insider trading and market manipulatiotesuis being enforced.
Market operatives are being required to pass ps@iral exams to ensure
compliance with best practices, and thereby helpimgcreate universal
professional standards and greater transparencybigleship of exchanges is
increasingly being opened up to foreign participant

The technological revolution, aided by informati@ervices such as
Reuters and Bloomberg, is rapidly improving thesdmination of financial
news and the exchange of information around thédw@ther developments
in CD ROMs and interactive communications systeni$ also facilitate
international communications for financial services

Screen-based trading systems are not only leadinghe demise of
traditional trading floors, but also opening up puessibility of direct access to
markets from overseas locations. For example, aalegtronic trading system
is being introduced on the Chicago Mercantile Exgga(CME) in 1996. The
Globex system has been developed in conjunctiom Réuters. The CME has
heralded the advance of Globex as the benchmarkh&industry, and has
made an effort to sign up other exchanges in atditlrn Globex into an
industry-wide network. The LIFFE electronic systefRT, has so far been
used to extend the trading day on the London Fsitivechange. Although
only currently used for an hour and half a daysitikely to be extended to
replace the floor system.

At the end of 1993, a new electronic trading systéBridge”, was
established between Cedel and Euroclear therebyingliing a time delay
between the delivery of securities and paymenttfiem. With the move to
electronic overnight processing, Cedel can setddes with Euroclear on the
same day.

Such developments will clearly contribute to impray the access of
exchanges to investors around the world, as wetbgsroviding global 24-
hour trading. They will also bring considerableisgs in transaction costs as
well as improving processing speed and accuracyraréet liquidity.
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An important factor that promises to ensure thetinooed growth of
international investment is the increasingly softeted custodian and
settlements practices. Improving standards aregbkielled by international
regulatory drives and technological advances. ik, the move to a five-
day settlement halves the previous settlement gefibe US runs a five-day
selling settlement; Japan three days; France thage and Germany two days,
while the situation in emerging markets is tougtwifter settlements is a
world-wide trend stimulated by the desire to redtlee risk of failed trades
and by the rapidly growing number of securitiesssue. There are likely to be
more improvements in the future. Taiwan, for exampgkttles on a T+1 basis
now.

Coupled with improved settlement practices, theamgnoof custodial and
settlement agency facilities is increasingly beiagtructured and dominated
by a handful of global banks, such as HSBC, whiakehthe international
reach and technological capability to handle thessiva increase in this
business. The benefits of such concentration imclggdeater efficiency,
security and lower costs. To institutional investohowever, the greatest
benefit is the knowledge that even in some of tharldis more exotic
emerging markets, their trades will be settled.

The success of American Depository Receipts (ADRSgncouraging
international companies to raise capital from Ulkstmarkets is well known.
They enable companies to access foreign capitdewgiving US investors an
ability to settle trades and receive dividends it home market and
currency. Global Depository Receipts (GDRS) areew form of this type of
instrument, increasing the potential for raisingita and liquidity. Typically,
GDRs are issued to facilitate a London or otherpgean listing, but priced in
dollars in conjunction with a local equity issueheTconvenience of trading
GDRs is popular with investors and will therefomewg in importance. This
may, in part, substitute for trading on local exuyes, as has been the case in
Latin America. If that continues to happen, ther fefalosing trading business
to off-shore exchanges can only spur local stockketa in developing
countries to reforms that make their markets matractive for international
investors.

10. SUMMARY, CONCLUSIONS AND IMPLICATIONS

Expanding global capital markets have brought mbagefits to both the
developed and developing nations. However, globpltal markets also have
produced various shortcomings. The emerging newdaander should face
these difficult shortcomings, which centre on pesbt such as the potential
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for financial instability; the lack of internatioh&ules of the road” in key
areas; the inability of national regulators to kgeee with certain financial
innovations; the tendency of many institutionsaket on high debt levels that
are not prudent; and the reality that internatiommionomic agencies
sometimes lack a clear mandate or mission. Addatidse are the issues of
capital shortages and the plight of the Third World

During periods of global economic stability, suchthe 1950s and 1960s,
international finance has contributed significaridyeconomic growth. Within
the total flows of capital to developing countrissifts from equity to debt
financing and from official to private sources wei® be expected. As
developing economies grow and their structure chatigir relations with the
world economy increasingly resemble those of thdustrial countries. As
industry expands, as exports shift from primaryn@nufacturing products, as
the domestic financial system matures, so devefppountries increase their
ability to exploit opportunities in internationah&ncial markets. However, the
flow of private external capital to developing ctigs did not increase
slowly, in line with their economic progress. Itpaxded suddenly in the
1970s and was accompanied by unprecedented imlesldncinternational
payments. The potential for using foreign capitalekpand investment was
therefore limited by the immediate need to paydiearer oil.

Emerging market countries have been prone to bgngioblems; the
problems have been costly, and they have the pateatspill across national
borders. Hence, the extension of international suge&ry arrangements to
include emerging market countries is important ooty to safeguard the
stability of the international financial system, tbalso to increase the
effectiveness of the surveillance over domestic kivan institutions in
emerging markets. The growing internationalisatbithe financial sectors in
emerging market countries--including increased s&de offshore derivative
transactions for the purpose of blunting the impattdomestic financial
regulations--also implies that a supervisory apghoaith a national focus will
be inadequate. Furthermore, the extent to whicletherging market countries
will be integrated into the international financsgistem will depend largely on
their success in raising supervisory standards #ed risk-management
capabilities of internationally active financialrfis to international standards.

Closer integration of the supervisory authorities @merging market
countries into a co-operative international arranget for the supervision of
international banking markets would have at least fain benefits: it would
facilitate the surveillance over international bsrdn a consolidated basis a
necessary condition for the effective supervisidnttee banking sector; it
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would facilitate a broader and more intensive ergesof relevant supervisory
information; it would create a co-operative atmasghhelpful for the quick
resolution of financial crises; it would providestemerging market countries
with an opportunity to have their views reflected the formulation of

international agreements in the supervisory andulaégry area; and
membership in an international arrangement and pibesibility of being

identified as not being in compliance with intefoaél standards would
provide increased authority and incentives for suipers to achieve a timely
and credible implementation of internationally agte regulatory and
supervisory standards.

A number of conclusions can be drawn on the impécfiobalisation on
the capital and financial markets of the developo@untries. First, the
underlying financial problem of the world is in gsope: it is the problem of
too much debt and too little equity. It is as mwfhan obstacle to adequate
capital formation in the advanced Western countireduding especially the
United States, as it is in Eastern Europe and weldping countries elsewhere.

Second, relying primarily on more debt to finanbe fphysical capital
needs of the emerging economies is mistaken ant neil succeed in
supporting either higher levels of capital investiner greater economic
efficiency. What will be successful are significarapital transfers that take
the form of equity. But an emphasis on equity inwvent carries with it
preconditions for the recipients as well as theviokers.

Third, the major commercial banks will play a sugipg role but not a
leading role in facilitating global transfers ofidincial resources. They will not
resume large-scale balance of payments lendinghgluhe decade of the
1990s, to the former Soviet republics or anyone,alsless they can pass the
risks onto their governments or onto one of thetitatéral official lending
institutions.

Fourth, whether there is a useful shift toward ggfinancing or whether
financial flows stay mainly in the form of debtpnéincing of looming capital
needs will almost surely involve some degree ofiomg specialisation.
European investors will focus on Eastern Europe #rel former Soviet
republics. The Japanese will concentrate on eabstSantheast Asia. The US
investors will lean somewhat toward investing inXiée and the rest of Latin
America. This greater regionalism in finance magvie certain benefits.
Investment decisions are apt to be better whendheynade by investors who
are committed to a particular market and who aepared to do whatever is
necessary to gain an intimate insight into the Wk of the enterprises in
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which they invest. But there will be a policy claige to keep financial
regionalism from justifying a departure from thebdial, multilateral
environment for world trade that we all benefitriro
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