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International economic
integration promotes
prosperity...

... and globalisation has
also worked well for the
people of Europe.

Deeper international
economic integration
offers the prospect of
further gains in living
standards...

... but public perceptions
are often dominated by
anxieties...

... and recent
developments appear

to have heightened
concerns about jobs and
wages.

Notwithstanding

the overall benefits of
globalisation, it must be
acknowledged that the
associated adjustment
process can be costly
for some people.

Summary and main conclusions

1. Introduction

More than 50 years of ever-growing international economic integration has confirmed
what economics has always taught: that increased trade and foreign direct investment pro-
mote prosperity — and thereby promote peace. The liberalisation of trade and investment
has proved crucial for raising the living standards of the world’s poorest. Since the Second
World War, no country has prospered by closing off to trade, while there are many, espe-
cially in Asia, that have grown rapidly by opening to the world economy.

Globalisation has also worked well for the people of Europe — including the less afflu-
ent, who probably benefit the most from the availability of affordable imports.
Conservatively estimated, about one fifth of the increase in living standards in the EU-
15 over the past 50 years is the result of our integration in the world economy — and
there is nothing in the historical record to suggest that this has come at the expense of
higher levels of unemployment.

The rapid global economic change we are now witnessing brings with it huge opportu-
nities and, as in the past, the potential for further sustained increases in living standards.
Rising international economic integration offers direct access to new and expanding
markets and sources of finance and technology, and provides firms with the potential
for significant cost advantages. This, in turn, opens the prospect of significant gains
across the whole economy, with EU Member States benefiting from lower prices for
consumers and firms, greater volumes of international trade, and potentially higher lev-
els of productivity, real wages and growth.

But, at present, many people in our high-wage countries see little or no benefit from
globalisation. Public perceptions of rising international economic integration are often
dominated by anxieties concerning job losses and downward pressures on wages and
working conditions. Fears are running strong that increased import competition from
low-wage countries puts too much pressure on local producers and workers and may
result in factories being closed at home and economic activities being relocated abroad.

Such concerns are not new, but they have been heightened by the acceleration of the
pace of international economic integration and the emergence of China and India on the
world trading scene. The combination of technological advance and policy liberalisa-
tion is allowing economic activity to become increasingly specialised and spread out
across countries and continents. The boundaries of what can and cannot be traded are
being steadily eroded, and the global economy is encompassing an ever-greater number
of tradable goods and services, increasingly affecting white-collar workers. Set against
the background of sluggish economic growth and persistently high unemployment in
much of the EU, these developments have led to a sometimes highly charged debate
about European competitiveness and the allegedly negative impact of rising interna-
tional economic integration on jobs and wages.

Notwithstanding the overall benefits of deeper international economic integration, both
economic theory and empirical evidence demonstrate that it may indeed result in the
welfare of some groups in the labour force being reduced even as aggregate productiv-
ity and income improve. Obviously, reaping the potential gains from globalisation
necessarily entails adjustment towards further specialisation, innovation and diversifi-
cation into new areas of comparative advantage, inducing shifts in the sectoral and
occupational composition of employment. The reallocation of resources may generate
frictions, in particular in the labour market, due to adjustment costs for workers who
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The EU economy: 2005
review seeks to provide a
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Global financial
integration has
developed dynamics of its
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... and the introduction
of the euro was a major
change in the
international financial
system as well.

Foreign direct
investment flows have
risen strongly.

Developed countries
continue to be the main
recipients of FDI...

have to acquire additional skills and/or to move between jobs, sectors, occupations and
regions. The challenge posed by globalisation should thus be seen as part of the broader
policy challenge of enabling dynamic economies to successfully cope with structural
economic change.

Against this background, the 2005 annual review attempts to provide a solid analytical
and empirical basis for the ongoing debate about how to respond effectively to the chal-
lenges of globalisation. Part I of the report reviews the main current trends in interna-
tional economic integration and examines the underlying mechanisms. Part II evaluates
the impact of deeper international economic integration and attempts to identify the
channels through which the EU can realise its potential gains. Special attention is
devoted to the impact of globalisation on jobs and wages, a focal point of the current
debate. The last chapter of this part examines the link between international integration,
growth and poverty reduction from the perspective of developing countries. Part III
complements the analyses of the previous parts with a number of specific studies fur-
ther characterising globalisation and assessing its impact.

2. Main findings

Global integration and economic performance has been fostered by a new dynamic in
financial markets, which both mirrors and amplifies the effects of foreign direct invest-
ment and trade-driven integration. The economic performance of countries across the
world is increasingly supported by — and dependent on — international capital flows,
which have built on a process of progressive liberalisation and advances in technology
since the 1980s.

The new dynamics in the global market also reflect the major institutional change
brought about by the introduction of the euro in 1999. EMU was built on and reinforced
the trade and financial integration that had already been achieved in the common mar-
ket. Externally, the euro has quickly established itself as the second currency in all
major segments of international financial markets. The introduction of the euro has fos-
tered economic and financial integration through the creation of more homogeneous
markets, a wave of consolidation among intermediaries and exchanges, and the emer-
gence of new and innovative products and techniques since 1999.

Global financial market integration has progressed rapidly. Cross-border holdings of
assets began to increase steadily from the mid-1970s on, with the accumulation of for-
eign assets accelerating sharply in the 1990s. In global terms, FDI flows rose from 5 %
of world GDP in 1985 to over 15 % by the late 1990s. The most remarkable feature in
foreign direct investment in recent years was the acceleration of mergers and acquisi-
tions activity from the mid-1990s, which drove global FDI inflows to a peak in 2000,
but FDI flows slumped sharply after the dot-com bubble burst.

In 2004, the USA was the biggest recipient of FDI, followed by the UK and China.
Developed countries continue to be the main recipients of EU outflows of FDI, with the
USA in first place. The most dynamic intra-EU flows are those between the EU-15 and
the new Member States, reflecting one of the benefits of the recent enlargement. Over
the period 2001-03, 7.1 % of all EU foreign direct investment went to the new Member
States, while only 1.6 % was directed to China and 0.4 % to India.



... but the new EU
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Summary and main conclusions

Attracting inward FDI is likely to become an ever more important challenge for the EU.
Present FDI stocks are still largely concentrated in those regions of the EU-15 Member
States which offer good market access, an existing strong industrial base and a well-
educated labour force. The new Member States have become particularly attractive for
FDI as well, often because they offer market access, as for example in the case of finan-
cial services. In manufacturing, the location decisions of multinationals have been
determined less by market access and more by the existence of a local manufacturing
base in the new Member States. Overall, lower wage levels in the new Member States
do not appear to be the main driving force for FDI flows from the EU-15.

World trade increased at an annual average rate of around 8%2 % over the period 1992—
2003. Growth in intra-EU-15 trade was less buoyant, while extra-EU-trade growth rates
were close to the world average. In global terms, the EU has embraced the process of
rising international trade integration, well defending its market share in world trade.
Perhaps the most striking development over the last decade is the rapidly growing role
of China in world trade. In 2003, Chinese exports accounted for 6.2 % of world exports,
up by almost four percentage points from 1992. However, as imports rose almost in par-
allel, China’s trade surplus increased only moderately, to 1.6 % of GDP in 2003. India’s
share in world exports and imports is still relatively small at about 1 % each, and it ran
a trade deficit with the rest of the world.

The EU industry’s position on world markets is still good, mainly due to its ability to
sell upmarket, high-quality products which now account for about half of European
exports and a third of world demand. However, the EU may be less than ideally posi-
tioned to fully realise the potential gains from deeper international economic integra-
tion and may be missing opportunities in newly emerging markets. Extra-EU-15 trade
balances show large and rising deficits with China and south-east Asia, compensated
by surpluses with other world regions, most importantly with the US and the recently
acceded Member States. Moreover, while the EU’s trade balance in high-tech sectors
is improving, a good deal of the EU’s positive trade performance is due to intermediate
skills sectors, whereas other high-income regions are more specialised in products
requiring high-intermediate to high skills. In those areas where most of the growth in
world exports is taking place (semiconductors, passenger cars, telecommunications,
computers, computer parts and pharmaceuticals), the EU has managed to maintain but
not improve its position.

As regards the (de)localisation of production activities, it is difficult to assess develop-
ments here because of the difficulty in defining and measuring the phenomenon. FDI
flows and trade data, particularly intra-firm trade and trade in intermediate goods, may
be used to assess the international division of the value chain and hence international
outsourcing, and in fact they show that trade in intermediate goods accounts for an
increasingly large proportion of total trade. But overall, and despite the measurement
problems, the available indicators suggest that delocalisation still remains fairly lim-
ited. However, surveys on EU firms’ intentions to delocalise suggest that the number
that will do so in the future will rise. Even so, the number of affected jobs is likely to
remain small compared to the impact of restructuring in general.
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Trade integration in
services has also
progressed, with both
imports and exports of
business services
increasing rapidly.

To fully seize the
opportunities that
globalisation brings, the
EU must shift towards a
knowledge-based
economy...
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for R & D investment.
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to jobs in general, but it
can negatively affect
certain sectors and
regions.

The overall impact of
trade integration on
manufacturing jobs has
been relatively small...

... but the labour market
prospects for the low-
skilled have deteriorated
in the process...

Trade integration has also progressed quickly in services and international outsourcing
of business services has been growing. However, insourcing — that is, exports of busi-
ness services — has also increased substantially in the EU in recent years. The UK is a
net exporter of business services, and several other EU countries have a balance of trade
in business services that is broadly in equilibrium. Looking ahead, however, some
authors see considerable potential for eventual off-shoring of ICT-intensive occupa-
tions; among the reasons mentioned for this is the overpricing of scarce skills at home
and a strong emerging skill basis abroad, while low-cost communication and global
cost competition facilitate and enforce the most efficient allocation of resources.

The potential macroeconomic pay-off from the ongoing deepening of international eco-
nomic integration could come through the same routes as in the past: lower prices for
consumers and firms; greater volumes of international trade; higher levels of produc-
tivity and real wages; and a wider choice of product varieties. However, there have been
difficulties on the part of the EU to seize the opportunities arising from globalisation in
the past 10—15 years. In order to fully realise the gains arising from globalisation, the
EU will have to shift the emphasis of its economic model towards much more innova-
tion and the creation of a more business-friendly environment.

It is a worrying sign that the EU is losing its attractiveness for R & D investment rela-
tive to the USA and other third countries. China, in particular, is a new hot spot on the
list of prospective location sites for R & D. The EU also lags far behind the USA in its
ability to attract highly skilled immigrants. The trend towards delocalising R & D activ-
ities is increasing, but most R & D still occurs in the home market. The empirical evi-
dence suggests that, although location of R & D is influenced by technology sourcing,
being close to local markets remains important.

The adjustment challenge in the labour market centres on the smooth reallocation of
labour from shrinking to growing activities. Indeed, from a general perspective, inter-
national trade and investment has not been associated with aggregate net employment
losses, and there is no indication that more open economies suffer from higher unem-
ployment. However, globalisation is a significant, though far from dominant, factor
behind overall job turnover and the reallocation of labour; as such it can have a negative
impact on employment in certain sectors and regions and may impose significant
adjustment costs on the people affected.

In particular, trade integration is likely to have had a negative impact on manufacturing
jobs in the EU, albeit a relatively small one, with industries affected by more intense
import penetration suffering from somewhat stronger declines in employment shares.
Estimates of job displacement accounted for by increased international trade range
between zero and 20 % of all permanent layoffs. However, the negative impact of com-
pany relocation on employment has been almost negligible, namely when compared to
total employment or total restructuring. The wage share in national income does not
appear to be systematically related to deeper international integration. Despite some
high-profile cases, it has not led to a systematic erosion of working conditions either.

In addition, while the outsourcing of intermediate inputs has contributed to increased
productivity, the available evidence also suggests that trade and vertical integration of
production processes has caused a decline in relative demand for unskilled labour, in
particular in manufacturing. This development is estimated to account for as much as
one third of the overall increase in wage inequality in the US. The case is less obvious
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in the EU, where there has been little increase in wage inequality, though the employ-
ment prospects for the low-skilled remain unfavourable.

Whether or not the benefits from globalisation can be fully reaped depends largely on
how well and how rapidly employment can be reallocated. In Europe, there appear to
be significant obstacles to the reallocation process, which lock resources into inefficient
use. This is particularly troublesome for labour, with displaced workers experiencing
undue difficulties finding new employment. High long-term unemployment is just one
indicator of this. Another sign is that displaced workers in the EU are less likely to find
a new job than those in the USA. In the USA, however, displaced workers have to
accept larger drops in earnings when re-entering employment. Occupational and
regional labour mobility is generally low in the EU-15 Member States and has hardly
increased over recent years. On an encouraging note, however, evaluation of training
programmes has shown that, if they are well designed, they have the potential to signif-
icantly improve re-employment chances.

Labour mobility improves the allocation of workers across firms, sectors and regions,
thereby ‘greasing the wheels’ of labour markets. Immigrant workers can play an impor-
tant role in this area. They may ease labour shortages in areas in which nationals do not
want to work and, as they are often more responsive than local workers to labour market
conditions, they may smooth the adjustment to regional differences or shocks. More-
over, increasing human capital through immigration would contribute to long-term
growth, in addition to the purely quantitative impact of increasing the labour force.
Indeed, attracting foreign talent is likely to become an ever more important challenge,
in particular for migration policy.

Net immigration into the EU-15 has risen again in recent years — partly due to labour
demand pressures in certain sectors and regions — and new destination countries have
emerged, particularly in southern Europe. With an overall level of around four per
1 000, relative immigration levels into the EU appear to be, at present, roughly on a par
with those into the US. However, the EU appears to be significantly less successful than
the US in efficiently absorbing migrants into its labour markets, as it has to cope with
a larger share of low-skilled immigrants. From an empirical perspective, past immigra-
tion has had no obvious impact on unemployment among nationals, nor have the esti-
mated effects on domestic wages been very conclusive. With the accession of 10 new
Member States in 2004, part of what was classified as immigration in the past has now
become internal mobility. The evidence so far and projections for the future suggest
that massive net westward flows of labour would not take place even if the movement
of workers were completely unrestricted.

Moving beyond the EU-25 to examine the link between globalisation, growth and pov-
erty reduction from the perspective of developing countries, the empirical evidence
generally supports the view that globalisation tends to be associated with higher
growth. However, trade is a necessary but not sufficient condition for growth and devel-
opment. Economic and social policies, institutions and geography, and public and pri-
vate investment are important additional factors in whether countries are able to fully
benefit from trade opportunities.
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3. Policy implications

The European economy is inextricably linked to the world economy. Happily, upon
close inspection, many of the allegedly negative implications of rising international
trade and investment for jobs, wages and living standards are belied by the evidence.
However, widespread public concerns should not be dismissed too easily. In order to
realise the potential gains from globalisation, production structures will have to shift
considerably towards further specialisation and diversification into new areas of rela-
tive comparative advantage, and this process is likely to be associated with considerable
frictions.

Throwing sand into the wheels of deeper international economic integration, as con-
templated by some, in order to reduce adjustment costs is not a viable option. Clearly,
it is difficult for policy-makers to withstand protectionist tendencies in the face of con-
centrated, localised short-term adjustment needs, when the gains from economic inte-
gration are dispersed and only materialise in the medium to long term. But living in a
fortress will not benefit us; it will only reduce economic efficiency, income and
employment opportunities in the long run. And it will weaken our bargaining stance
against trade barriers in other countries, thereby undermining job creation at home in
those sectors that would benefit from economic integration. Moreover, past experience
of defensive policies which try to shield established firms or industries from new
sources of competition and/or which have tried to protect people within specific jobs
has largely been negative.

Integration is a two-way street. The EU stands to win from the further opening of mar-
kets worldwide. An ambitious strategy in the Doha Round — complemented by bilat-
eral or regional initiatives — should ensure that domestic producers have adequate
access to third markets. Our response to globalisation cannot be to bring the process to
a halt, but rather to design policy in such a way as to capitalise on the opportunities that
it affords while minimising unavoidable adjustment costs. This is what the renewed
Lisbon strategy, with its focus on employment and productivity, sets out to do.

Obviously, well-functioning labour markets that enable workers to move smoothly
from declining to expanding activities will ease tensions in the adjustment process; in
practice, this may often mean ensuring a better balance between income support for job
losers, adequate job-finding assistance, training, and proper re-employment incentives.
In a nutshell, we need modern social and labour-market policies which match the pur-
suit of efficiency with considerations of fairness and ensure that citizens are equipped
with the skills, support and incentives they need to succeed in a changing world. A new
Globalisation Adjustment Fund could complement the Structural Funds, and notably
the European Social Fund, by providing a swift response, focused on people, to urgent
problems which result from globalisation; and targeted anticipation policies could
reduce the costs of change and facilitate transition.
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However, meeting the broader challenge from globalisation requires policy responses
that extend far beyond labour-market and social safety-net policies. The EU must
enhance its ability to create new activities and jobs in order to take the high road in the
emerging new international division of labour, and it must not miss out on the huge
sales and investment opportunities in the large and fast-growing new markets overseas.
Obviously, producing only goods and services reflecting traditional comparative
advantage will not be enough in the long run. Creating new high value-added activities
with deeply rooted comparative advantage requires a dynamic framework where inno-
vation and R & D, fostered by excellent education systems, can spur productivity and
job growth. This should be supported by regulatory reforms to reduce excessive and
unnecessary burdens on business and to facilitate entry and exit of firms.

Last but not least, any strategy designed to make globalisation a win—win situation must
include a stable macroeconomic environment, efficient and integrated financial mar-
kets, an open and dynamic internal market including a genuine single market in serv-
ices, responsive labour markets and a well-trained and highly skilled workforce, as well
as improved access to third countries’ markets.
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Introduction to the theme

This year’s edition of the EU economy annual review is
entirely devoted to the issue of globalisation. Although the
term ‘globalisation’ is widely used, it is not always clear
what is meant by the term. While it obviously encom-
passes a variety of phenomena, the focus in the report is
on the process of deeper international economic integra-
tion in terms of financial markets, trade in goods and serv-
ices, foreign direct investment, and flows of human capi-
tal, including issues such as outsourcing, off-shoring and
the relocation of production activities abroad.

At present, many people apparently see little economic
benefits from globalisation, if any at all. Public percep-
tions of how rising international economic integration
affects the EU economy are often dominated by anxie-
ties concerning job losses and downward pressures on
wages and working conditions, with potential detrimen-
tal impact on economic well-being. Fears appear to be
running strong, in particular in our high-wage econo-
mies, that increased import competition from low-wage
countries puts too much pressure on local producers and
workers; import penetration of products from countries
endowed with cheap labour may render domestic indus-
tries uncompetitive, enforce the closing of factories or
parts of them at home and induce the relocation of plants
and operations abroad. Clearly, such perceptions of the
impact of ‘globalisation’ fuel widespread anxieties that
this process will be associated with rising employment
and earnings insecurity, or may even lead to a mass exo-
dus of well-paid jobs in high-wage countries and induce
a ‘race to the bottom’ which is deemed as inescapable by
many.

Concerns about the impact of globalisation on jobs and
wages are not new, of course, given the rapid pace of
international economic integration in recent decades as
reflected in the steadfastly growing volumes of world
trade and foreign direct investment. However, more
recently, a number of factors appear to have heightened
public apprehensions about the negative impact of the
increasingly open character of the EU economy and have
led to a sometimes highly charged debate about Euro-
pean competitiveness and the allegedly negative impact
of rising economic integration on jobs and wages.

*  The weak economy. Weak economic growth across
the EU has exacerbated fears of losing jobs to inter-

national competition. While most economists would
argue that the lacklustre labour market performance
in much of the EU is due to a combination of cyclical
and domestic structural factors, globalisation has
also often been blamed for stagnant employment
and high unemployment.

Emergence of new key players. The rapidly growing
presence of large developing countries such as China
and India on the world trading scene has contributed to
reignite the recurrent fear in developed countries of
losing jobs to low-wage countries. The new interna-
tional partners are characterised by a large labour force
and relatively high (as compared with other episodes
of emerging developing countries) technical capaci-
ties, sometimes inherited from their industrial past,
sometimes stimulated by active industrial policy, as
well as transferred by multinationals. Obviously, a
lower wage than elsewhere is an even more attractive
competitiveness factor if it comes with a well-edu-
cated labour force. The annual output and quality of
science and engineering graduates from India and
China, as will be documented in the report, have been
increasing rapidly and are now comparable to the
advanced countries. This inevitably translates into low
wages in the exportable sectors, a relatively high pool
of skilled labour and technical capacities not very dif-
ferent from those of the industrialised countries.

ICT is affecting production structures. International
specialisation, according to Ricardo’s comparative
advantage, applies increasingly to segments of the
production cycle rather than to complete products.
The growing share of parts and components in world
trade (as will be documented in the report) indicates
the increasing fragmentation of manufacturing pro-
duction. ICT has been a fundamental contributor to
the dramatically changed tradability of goods and
services. The use of ICT allows knowledge to be
codified, standardised and digitalised which, in turn,
then allows the production of many goods and serv-
ices to be fragmented into components that can be
located in other countries to take advantage of costs
differentials, economies of scale, etc.

Services are affected. While modularity and frag-
mentation of manufacturing production is not a new
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phenomenon, it is now also being applied to
services. Many jobs previously considered as non-
tradable are suddenly exposed to international com-
petition and may risk being dislocated. Although
still in small numbers, the trend has worried many.
Examples of services being off-shored include audi-
ovisual and cultural services, business services,
higher education and training services; financial
services; health services; Internet-related services,
etc. Since services outsourcing is structurally easier
than manufacturing outsourcing in terms of
resources, space and equipment requirements, it
may proceed more quickly. Thus the spread of off-
shoring to services is likely to affect firms’ strategies
in all sectors of the economy. Since the services sec-
tors take up the bulk of employment in the EU, many
jobs are potentially at risk. Furthermore, while man-
ufacturing outsourcing mainly impacted blue-collar
jobs and led to increased inequality between blue-
collar and white-collar occupations, services out-
sourcing impacts white-collar jobs, and may lead to
increased inequality within white-collar occupa-
tions.

e Migration (labour mobility in the case of the
recently acceded Member States) may constitute
another mechanism whereby previously non-
tradable economic activities become exposed to
intensified competition as domestic workers find
themselves in more contestable positions in activi-
ties such as construction, hotels and restaurants, and
social and personal services.

e Last, but not least, the proposals for further liberal-
isation of trade and investment flows in the context
of ongoing WTO negotiations and the Doha Devel-
opment Agenda also appear to carry with them
intensified competitive pressures for workers, farm-
ers and firms in high-wage countries.

The widespread popular ambivalence towards globalisa-
tion in general and relocation in particular, stands in
stark contrast to the sanguine view shared by most econ-
omists that trade and investment liberalisation is an
important source of rising living standards for the overall
population. The broad consensus view holds that the
most important long-run impact of international trade
and investment has been to raise average real wages
without undermining the aggregate employment base,
thus providing substantial payoffs to all countries in the
aggregate. Indeed, conservatively estimated, about one
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fifth of the increase in living standards in the EU-15 over
the past 50 years is the result of our integration in the
world economy — and there is nothing in the historical
record to suggest that this has come at the expense of
higher levels of unemployment.

The rapid global economic change we are now witness-
ing offers the prospect of further gains in living stand-
ards. As in the past, these could come from lower prices
for consumers and firms, greater volumes of interna-
tional trade, higher levels of productivity and real wages,
and a wider choice of products. However, in order to
realise the potential gains from globalisation, production
structures will have to shift into new areas of compara-
tive advantage, and both economic theory and empirical
evidence demonstrate that in this process the welfare of
some people may be reduced even as aggregate produc-
tivity and income improve. There is no shortage of indi-
vidual case studies and anecdotal evidence indicating
significant labour market adjustment costs arising from
intensified international competition for certain groups
of the workforce, as reflected in higher job displacement
rates and the social hardship associated with ensuing
long spells of inactivity and unemployment and/or large
wage losses once re-employed.

Yet, the EU is inextricably linked to the world economy
and needs to be proactive in tackling the challenge of
globalisation. The question is therefore not so much
whether we should be for or against globalisation, but
rather how to make sure that it works to Europe’s advan-
tage. Against this background, the 2005 Annual Review
attempts to provide a solid analytical and empirical basis
for the ongoing debate about adequate responses to the
challenges of globalisation. The report is organised as
follows.

Part I examines recent trends in international economic
integration. It looks first at the process of global financial
market integration, which has been both mirroring and
amplifying the effects of foreign direct investment and
trade-driven integration; obviously, the introduction of
the euro in 1999 was a major change in the international
financial system as well. Next, the analysis turns to trade
in goods and services and foreign direct investment
flows; this also encompasses phenomena such as grow-
ing trade in intermediate inputs and business services,
and the relocation of production activities abroad. Last,
but not least, recent trends in labour migration and flows
of human capital are examined.



Part II evaluates the impact of deeper international eco-
nomic integration and attempts to identify the challenges
to realise the potential gains from this process. First,
model simulation techniques are employed to derive a
quantification of the macroeconomic benefits and risks
for the EU economy in a both backward and forward-
looking manner. Then, the available evidence of the
impact on jobs and wages in the EU is examined, a focal
point of the current debate. The last chapter in this part
looks at globalisation from the developing countries’
perspective, in particular under the aspect of its impact
on growth and poverty reduction.

Part III complements the analyses of the previous parts
by further characterising globalisation and its impact in

Introduction to the theme

a number of specific studies. Chapter 1 of this part pro-
vides an illustration of the trends and drivers in the inter-
nationalisation of R & D and offers an assessment of the
EU’s attractiveness for the location of R & D activities.
Chapter 2 reviews the existing literature and provides
empirical evidence on the pattern and determinants of
the location decisions of multinational companies in the
manufacturing industry across EU regions during the
period 1998-2002. The next chapter looks specifically at
the relocation of activities within services sectors,
clearly an important issue given the number and nature
of jobs potentially affected. Chapter 4 discusses the
ongoing process of integration in the banking sector.
Finally, Chapter 5 analyses the experience of Ireland
integrating into the world economy.
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Part 1

Characterising trends in international
economic mtegration






1. The internationalisation of
monetary and financial markets

Summary

Financial globalisation, i.e. the integration of more and
more countries into the international financial system
and the expansion of international markets for money,
capital and foreign exchange, took off in the 1970s.
From the 1980s on, the increase in cross-border holdings
of assets outpaced the increase in international trade, and
financial integration accelerated once more in the 1990s.
In EMU, monetary integration boosted the integration of
financial markets, which had begun under the single
market programme, even further. The internationalisa-
tion of finance was driven by technical advances, above
all the decrease in the cost of communication and infor-
mation processing as well as policy changes, in particu-
lar the spreading liberalisation of cross-border financial
flows.

This chapter discusses various facets of financial glo-
balisation, its benefits and challenges for different
groups of countries as well as its implications for eco-
nomic policy. While economic theory clearly predicts
efficiency gains from international financial integration,
the empirical evidence on the economic benefits of
financial opening remains weak and disputed. It is useful
to distinguish several dimensions. Plainly, trade integra-

tion (which is beneficial in itself) and financial integra-
tion reinforce each other in various ways. The past
decade has also seen widespread improvements in mac-
roeconomic and structural policies that may, to some
extent, be linked to a disciplining effect of financial inte-
gration. Moreover, there is evidence that financial link-
ages have strengthened the transmission of cyclical
impulses and shocks among industrial countries. Finan-
cial globalisation is also likely to have helped finance the
build-up of significant global current account imbal-
ances. Finally, a great deal of public and academic dis-
cussion has focused on the series of financial crises in the
1990s, which has highlighted the potential effects of cap-
ital account liberalisation on the volatility of growth and
consumption.

Macroeconomic policy in open economies is subject to
the so-called ‘policy trilemma’. It stipulates that a coun-
try normally can only sustainably pursue two of the three
goals of a fixed exchange rate, an open capital account
and an autonomous monetary policy. The policy section
of this chapter highlights some of the different solutions
that have been applied to the ‘trilemma’, in different
countries and at different times. It also reflects the recent
discussion on the preconditions for, and appropriate tim-
ing of, financial opening in emerging economies.
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1. Introduction

Financial globalisation is associated with such diverse
phenomena as daily foreign exchange transactions worth
trillions of euros, strong and mutual foreign ownership
of companies across the Atlantic, massive foreign direct
investment flows to some emerging markets such as
China, and the emerging market financial and currency
crises of the 1990s.

Financial integration in the current wave of globalisation
first occurred among industrialised countries, and still
remains concentrated among them, despite a spread of
financial openness (') to the developing world and, in par-
ticular, emerging markets. It has been favoured by the tre-
mendous decrease of the cost of communication and
information processing, but also by recent improvements
in (external and internal) macroeconomic and structural
policies. While theory predicts a positive effect of finan-
cial integration on growth and the capacity to weather vol-
atility of consumption, empirical evidence for these bene-
fits is still weak and disputed. Moreover, scepticism about
the benefits of financial opening for emerging economies

(") In this chapter, the term ‘financial openness (opening)’ is used as a syno-
nym for ‘open (-ing of the) capital account’. It should not be confounded
with openness to trade in financial services.

was nourished by the series of financial crises in the
1990s. Economists’ advice to policy-makers has therefore
recently focused on improving the functioning of the
international financial architecture, finding sustainable
solutions to the “policy trilemma in open economies’ and
carefully sequenced capital account liberalisation.

This chapter undertakes a structured discussion of the
various facets of the internationalisation of financial
markets. While describing a global phenomenon, it also
addresses the specific developments in, and challenges
for, advanced, emerging and developing economies. The
specificities of monetary integration in EMU and the
role of the euro in international financial markets are also
dealt with. The chapter is structured as follows: The next
section provides an overview of capital market integra-
tion since the 1970s as well as recent monetary integra-
tion and the international role of the euro. It then turns to
the main drivers of financial integration, in particular
technological advances and changes in policy. The
fourth section discusses the benefits and challenges of
financial globalisation based on economic theory and the
empirical findings in the substantial body of literature on
the subject. The fifth section discusses the policy impli-
cations of the preceding. Section 6 concludes.
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2. Financial market integration

Financial market integration has increased significantly
in recent decades. The strong internationalisation first
occurred among industrial countries from roughly the
mid-1970s on. Since then, more and more developing
countries (in particular emerging economies) have also
been progressively integrated into the global financial
system (see International Monetary Fund, 2005). The
introduction of the euro in 1999 was a major change in
the international financial system. EMU built on previ-
ous trade and financial integration in the common mar-
ket and reinforced it. On the external side, the euro has
quickly established itself as the second currency in all
major segments of international financial markets.

2.1. Capital market integration

Financial globalisation took off later after the Second
World War than trade integration. Trade is a major factor
underpinning financial integration, both directly (settle-

ment of trade accounts) and indirectly. Lane and Milesi-
Ferretti (2003) find that trade flows can statistically
explain financial flows that are a multiple of their own
size. It is therefore not surprising that, from the 1980s on,
the build-up of foreign assets and liabilities in industrial
countries outpaced the increase in trade.

2.1.1. A short overview

Alongside falling tariffs, the value of world merchandise
exports has surged, reaching USD 9.1 trillion in 2004,
compared to USD 58 billion in 1948.

Since the General Agreement on Tariffs and Trade
(GATT) was first established in 1948, and through the
following seven rounds of multilateral trade negotia-
tions, the average tariff level for non-agricultural prod-
ucts has fallen from 40 % to 4 %. The number of coun-
tries involved in multilateral trade negotiations has also
continued to grow since the inception of the GATT,
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reaching 148 WTO members today. The growing role
of services in global production is yet to be reflected in
international trade data, with services representing just
20 % of global trade.

Graph 2 depicts the development of financial integra-
tion. Cross-border holdings of assets began to increase
steadily from the mid-1970s on. The accumulation of for-
eign assets accelerated sharply in the 1990s. By contrast to
the relatively early multilateral reduction in tariffs, capital
controls remained a common feature for quite some time
after the end of the war, even among industrial countries.

Convertibility was reintroduced in Europe only in 1958,
but remained mostly limited to current account transac-
tions. In fact, participants in the Bretton Woods system
were supposed to ensure convertibility for the purpose of
current account transactions. Opening of the capital
account was not seen as crucial (see Obstfeld and Taylor,
2002). It took some major industrial countries until the
1990s to fully liberalise capital account transactions.

Table 1 distinguishes the trade and capital market inte-
gration of country groupings, namely G7 industrial
countries, other OECD countries and key (non-OECD)

Sy
=
]

~

Indicators of trade and financial integration

Average G7

Average other OECD Average emerging

Imports plus exports (million USD)

949 212

159 122 109 893

External assets + liabilities (million USD)

8032734

940 959 273 376

Net assets/GDP (%)

0.1 -24.2 -20.2

Current account/GDP (%)

2.0 3.7 2.8

Source: International Financial Statistics, IMF, 2003 data.
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emerging markets (). Trade openness is here approxi-
mated by the sum of exports and imports relative to GDP
and financial market integration by the sum of external
assets and liabilities relative to GDP (?). (These measures
are common in the literature, for example, IMF, 2002;
Lane and Milesi-Ferretti, 2003; however, see also the
caveats in Obstfeld and Taylor, 2002). While dominating
the picture in absolute terms, G7 countries have the lowest
trade integration figures, doubtless because these are large
economies: trade penetration tends to be higher in smaller
economies, which is also the case in the sample presented
here (). However, the G7 also come slightly behind the
other OECD countries in terms of the financial integration
indicator. Here, the highest individual values can be found
in middle-sized OECD countries with a developed finan-
cial industry (*). The indicator of financial integration is
also more than twice as high in the industrialised econo-
mies as in selected emerging markets.

(') Argentina, Brazil, China, India, Malaysia, South Africa and Thailand.

(*>) Note that the higher relation of foreign assets and liabilities to GDP com-
pared to the relation of trade to GDP does not express more advanced
financial market integration. In fact, one is a stock variable, whereas the
other is a flow variable. Obviously, the stock of assets is linked to the flow
of goods through balance of payments mechanics.

(®) For example, Malaysia 177 %, Slovakia 136 % and Belgium 130 %.

(*) Seventeen times the size of its GDP for Ireland, seven to nine times in Bel-
gium, the Netherlands, Switzerland and the G7 member the UK.

The absolute size of the balance of the current account
and net foreign assets are also reported, both in relation
to GDP. Again, the OECD countries other than the G7
score the highest values, followed by the emerging econ-
omies. Several OECD countries have very substantial
net foreign liabilities. They lie above 75 % of GDP in
Hungary, Iceland and New Zealand. Switzerland has net
foreign assets of 148 % of its GDP.

Graph 3 shows, for 11 industrial countries (°), the evolu-
tion over time of the stock of private foreign assets and
its main components: bank lending, foreign direct
investment and portfolio investment. The most striking
feature is the 13-fold increase of foreign assets in the
23 years under observation.

Portfolio investment was even multiplied by a factor of
54 and represents today over a third of foreign assets.
The burst of the asset price bubble in 2000/01 provoked
a setback, but in 2003 there was again strong growth of
the stock of portfolio investment.

(°) Austria, Belgium, Canada, Finland, Germany, Italy, Japan, the Nether-
lands, Spain, the UK and the USA (the choice is driven by the availability
of data from 1980 on).

Graph 3: Evolution and composition of foreign assets (1980 = 100)

1400
1200 | | M FDI

[] Portfolio investment
s [ Bank loans

B Other assets

800

600

1980 = 100

400

200

1980 1985 1990

1995 2000 2003

NB: The data are expressed in current prices, which means that part of the increase over the 23 years is driven by inflation.

Sources: IFS, IMF.
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Although they have also grown by a factor of eight, the
relative importance of outstanding bank loans has
strongly decreased from over 40 % of foreign assets in
1980 to a quarter today.

Finally, foreign direct investment has grown 16-fold in
the country sample and today also represents a quarter of
their foreign assets. Their FDI stock decreased in 2001,
but its growth picked up again in 2003.

2.1.2. The main forms of cross-border investment

The most remarkable feature in foreign direct investment
in recent years was the acceleration in mergers and
acquisitions activity from the mid-1990s on (see Unctad,
2004). It drove global FDI inflows to a peak of USD 1.4
trillion in 2000. This was followed by a sharp slump of
FDI flows. In 2003, global inflows amounted to USD
560 billion, of which USD 367 billion (two thirds) flew
to developed countries. Excluding Luxembourg, China
was, in 2003, the biggest recipient of FDI, followed by
France and the USA.

Still, FDI flows are the largest capital flows to develop-
ing countries, where they represented 10 % of gross
fixed capital formation in 2003 (7 % in developed econ-
omies).

Graph 4 presents the evolution of inward and outward
FDI stocks since 1980. It highlights both the massive
increase in FDI stocks over the past 25 years and the con-
tinuing concentration on developed countries. In 2003,
global outward stocks of FDI represented USD 8.2 tril-
lion.

Obviously though, outside the OECD area investors are
also increasingly attracted to large economies such as
Russia, China and India that offer not only competitive
production costs but also access to a buoyant customer
base with good prospects for further fast growth in the
future. The recent changes in the international trade archi-
tecture, including China’s WTO accession and the termi-
nation of the multi-fibre arrangement, have further
encouraged direct investment. In addition, regulatory and
administrative reforms have encouraged international
investors to take a closer look at developing countries.

Graph 4a: FDI outward stock
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Graph 4b: FDI inward stock
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The EU-15 is, by far, the largest investor ‘abroad’ (the
data are not adjusted for intra-EU FDI), accounting for
half of the world’s outward FDI stock. In 1980, it was
39 % for the EU, compared to 43 % for North Amer-
ica. North America’s share has since fallen to 29 %.
Developing countries’ share of outward FDI stocks has
been relatively stable over the past 25 years at low lev-
els and in 2003 accounted for 10 %. Most of this FDI
originates in the Asia/Pacific region. Africa accounts
for less than half a percent of the global outward FDI
stock.

Inward foreign investment is distributed a bit more
evenly, with developing countries accounting for 28 %
in 2003. Of this, the Asia/Pacific region (64 %) and
Latin America and the Caribbean (28 %) have the largest
shares. However, developing countries have not been
able to benefit proportionally from the increase in FDI
over the past quarter of a century — in 1980, their share
stood at 44 % of global FDI stocks. Again, the EU is, at
40 % in 2003, the largest recipient of FDI ahead of North
America (22 %). Central and eastern Europe, despite the
progression since the early 1990s, still accounts for only
3 % of the global inward FDI stock.
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More recently, in 2004, the trend in inward FDI in con-
tinental Europe was downward. Sluggish economic
growth in much of the area is likely to have been one of
the factors behind this development. Another important
factor has been the weakening US dollar. Apart from
equity investment, FDI includes large amounts of cross-
border transactions between the related entities within
the ownership structures of multinational enterprises
(MNE). According to the OECD, many MNEs have
reportedly taken advantage of the weak dollar to repay
inter-company loans, which has had the effect of
depressing inward FDI figures in some of the European
economies in 2004.

In Germany, for example, total equity investment
inflows in 2004 were USD 22 billion, which, while
somewhat lower than in previous years, was comparable
with other large developed economies. In the overall fig-
ures this was drowned out by no less than USD 46 billion
in credit flows out of foreign-owned German companies
toward related enterprises. Apart from the historically
high valuation of the euro, changes in the corporate tax
code may have played a role as well. In France, the drop
in inward FDI from USD 42 billion to USD 24 billion in
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2004 was influenced, as in the case of Germany, by
declining inter-company loans, but it also reflected a
drop in equity investment by USD 12 billion, probably
due to a dwindling number of large-scale transactions.
The UK saw a sharp pick-up in inward FDI to USD
78 billion in 2004, about triple the values of 2002 and
2003, and even exceeding the 2001 value by some USD
25 billion. One reason for this was an apparent pick-up
in large-scale mergers and acquisitions (M & A); the
largest individual inward M & A transaction was in the
financial sector with a publicly announced value of
around USD 15 billion.

Globally, portfolio investment is the largest asset cate-
gory held cross-border; global portfolios (equity and
debt securities) amounted to USD 19 trillion at the end
of 2003 (IMF CPIS, preliminary data). Turnover in inter-
national financial centres is very substantial. At the Lon-
don Stock Exchange, EUR 7.6 billion worth of foreign
equity was traded on a daily basis in May 2005. That rep-
resents 45 % of the total London trading volume. The
part of turnover of foreign equity in the New York and
Frankfurt stock exchanges stands at 8 % and 7 % respec-
tively. Currently, 235 EU firms are listed in US stock
exchanges and 140 US firms in London, Frankfurt or at
Euronext. Moreover, an agreement on equivalence of

accounting standards was reached, in April 2005,
between the US Securities and Exchange Commission
and the European Commission.

Table 2 shows the 10 countries that are the largest investors
and recipients of portfolio investment in absolute terms.

The group consists of large developed countries, coun-
tries with a large and internationally oriented financial
industry and financial centres. Almost by definition,
financial centres receive and invest by far the largest
amounts in relation to their GDP.

Cross-border bank lending, as reported by the BIS
(Table 3), amounted to USD 13.9 trillion at the end of
2004 (2003: USD 11.8 trillion). Some three quarters
are interbank loans. 57 % of all lending, and two
thirds of the lending to the non-bank sector, go to G7
countries. Among them, overall lending to the euro
area and the US has more than doubled over the past
10 years, while lending to Japan decreased (driven by
a strong decrease of lending to the banking sector).
Within the group of ‘other countries’, off-shore finan-
cial centres play a significant role, receiving 16 % of
all lending.

Table 2

Top 10 economies by holders and issuers of portfolio investment (billion USD)

I“V‘*Stf'r‘:)em“f 1 2 3 4 5 6 7 8 9 10

:l‘:ve“me“t Us UK J;) FR LU DE IE IT NL CH Other Total
1 us n.a. 432 620 152 228 133 223 99 217 96 1926 4126
2 UK 663 n.a. 100 126 98 77 156 42 74 33 452 1822
3 DE 187 119 155 187 203 n.a. 70 96 144 82 572 1814
4 FR 183 124 90 n.a. 109 122 51 74 74 44 423 1294
5 NL 182 109 61 171 80 143 32 63 n.a 53 222 1116
6 IT 67 113 58 181 100 110 66 n.a 52 9 216 972
7 LU 23 39 54 50 n.a 171 7 190 12 106 195 847
8 JP 292 118 n.a 30 41 26 18 12 19 12 169 736
9 c 125 58 206 43 34 20 10 19 10 21 158 702
10 ES 52 36 22 108 34 78 27 16 27 5 76 480
Other 1360 582 356 318 353 325 153 181 155 194 1094 5070

Total 3134 1730 1721 1367 1280 1205 812 791 783 654 5502 18978

Year-end 2003, preliminary.

Source: IMF CPIS.
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Table 3

BIS bank lending statistics

To all sectors To non-bank sector

Bank lending to
(billion USD) 111995 end 2004 end 1995 end 2004

All countries 7 395 13923 1743 3496
G7 3858 7 935 705 2 307
Euro area 2159 4753 444 1214
Japan 895 512 128 198
us 601 1762 124 428
Non-G7 OECD n.a. 3335 n.a. 735
Other countries n.a. 2654 n.a. 454

Euro area in 1995: without EL.

OECD: not all 30 OECD members report.

Other countries: off-shore centres and emerging economies.
Source: BIS.

2.1.3. Flows of finance to developing countries

An important aspect of financial globalisation is the extent
to which it mobilises capital flows to developing countries.
As shown above, capital flows are fairly concentrated
among industrial countries. In theory, before financial inte-
gration takes place, one would expect the return to capital
to be higher in capital-poor countries, though, and accord-
ingly increased investment in developing countries as they
open up their capital accounts (*). Graph 5 plots selected
financial flows to developing countries comprising FDI,
portfolio investment and debt on the side of the capital

account as well as the current account items official devel-
opment assistance (ODA) and workers’ remittances.

Until the mid-1990s, debt represented the largest flows to
developing countries. However, these flows have been
characterised by periods of strong volatility and sharp
declines in the 1980s and around the turn of the millen-
nium. FDI took over as the largest source of finance from
the mid-1990s, but, following rapid expansion, declined
after 1999 (i.e. slightly before the global decline in FDI
flows). While portfolio investment saw a short period of
rapid expansion in the early 1990s, it has been hovering at
low levels since. Official development assistance (ODA)
accounts for a relatively stable source of finance, but has
been stagnating or decreasing for most of the past decade.
Only most recently has official development assistance
been on the increase again. While private capital flows
exceed aid by far for developing countries as a whole, for
some 40 least developed countries, ODA largely exceeds
private flows (Fisher, 2003). Much attention lately has
been paid to flows of workers’ remittances. Officially
recorded remittances now represent the second source of
finance to developing countries after FDI (experts esti-
mate that the amount of unrecorded remittances could be
as high as the recorded amount).

(') Capital flows to industry and infrastructure in emerging economies were
relatively stronger in the first wave of financial globalisation at the end of
the 19th century.

Graph 5: Selected resource flows to developing countries (billion USD)
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2.1.4. The persistence of ‘home bias’

The rapid increase in financial integration notwithstand-
ing, the world is still far from being a single financial
market, and investment continues to be biased towards
the investor’s domestic market. The so-called ‘home
bias’ consists of a relative overweight of domestic assets
in investor’s portfolios that cannot be explained by the
return of domestic assets. Investors’ apparent preference
for domestic assets is usually interpreted as an indication
of financial market imperfections such as cross-border
transaction and information cost.

One possibility of assessing home bias is to compare a
country’s foreign equity and bond portfolio to a ‘world mar-
ket portfolio’ (that is, a portfolio in which each country’s
assets are represented according to their share in world
assets). Since financial globalisation decreases financial
market imperfections that hinder international diversifica-
tion, average portfolios should become more internation-
ally broad-based as financial integration progresses. The
IMF (2005) uses this method for selected industrial coun-
tries and finds a significant decrease of home bias between
1990 and 2003 (see also Lane and Milesi-Ferretti, 2004).
However, proximity continues to play a role in international
portfolios: assets tend to be over-allocated (compared to the
benchmark) to countries in the vicinity. (This is why the so-
called ‘gravity model’, based on distances between coun-

tries, performs well in explaining international asset alloca-
tion (see Portes et al., 2001.)

Another indicator of the persistence of home bias is the
correlation between domestic saving and investment. If
capital mobility was perfect, domestic savings of any
country should be allocated globally to the investment
project yielding the highest return, and there should be
no systematic relationship between domestic saving and
domestic investment. However, as Graph 6 indicates for
a sample of 12 major countries ('), the correlation of
domestic saving and investment is, in fact, quite
strong (?) Moreover, according to this indicator, interna-
tional capital market integration was only beginning in
the 1980s to get back to the level of the late 19th century.

Other assessments of financial integration use financial
market data. A straightforward approach consists of ana-

(") Argentina, Australia, Canada, Denmark, France, Germany, Italy, Japan,
Norway, Sweden, UK, US.

(*) This idea is often referred to as the Feldstein-Horioka puzzle after the 1980
paper that examined it. A number of explanations have been proposed as to
why the correlation of domestic savings and investment may be high even
in the presence of capital mobility. These explanations include policies
aimed at balancing the current account (and by implication the capital
account), the intertemporal budget restriction that balances the capital
account in the long run as well as shocks that may affect savings and
investment in a similar way (see Stierle, 1998).

Graph 6: Correlation between investment and saving
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lysing the co-movements of market indices (such as
bond spreads or stock market indices) over time. The fact
that the correlation of the indices of major stock markets
increased during the 1990s could be interpreted as evi-
dence for stronger integration between these markets.
This approach has, however, been criticised as being too
blunt to actually single out integration as the factor driv-
ing stronger co-movements of asset prices. Ayuso and
Blanco (1999) therefore propose an indicator that meas-
ures deviations from the law of one price between finan-
cial centres. They look at the way particular elements of
risk are priced in two different markets. The greater the
pricing differences of similar risks, the greater the seg-
mentation between these markets must be — otherwise,
arbitrage would set in to equalise the pricing. They find
too that their more sophisticated indicator shows that the
integration of three major stock exchanges (New York,
Frankfurt and Madrid) became stronger during the
1990s. Still, Lannoo (2005) points out that there remains
scope for further beneficial integration of EU and US
securities markets.

2.2. Monetary integration —
the international role of the euro

The start of the third stage of EMU in 1999 was an
extraordinary event in the international monetary sys-
tem, as 11 (now 12) countries went beyond tying their
exchange rates to a monetary union with irrevocably
fixed exchange rates, a common currency, common
monetary policy, and coordinated macroeconomic and
structural policies.

Monetary union was able to build on a high degree of
real and financial integration achieved under the com-
mon market programme with its four freedoms (for
goods, services, people and capital). In turn, monetary
union boosted the integration of EU financial markets.
The integration of the money market was particularly
fast and close (Bundesbank, 2000); other financial mar-
ket segments followed suit (see European Commission
Economic and Financial Affairs DG, 2004 and Chap-
ter 5.2).

On the international scene, the euro has quickly estab-
lished itself as the second currency in all major segments
of international financial markets, and its role continues
to gradually increase in many. The US dollar remains the
preferred choice in most areas, but the euro is playing a
dominant role in the immediate neighbourhood of the
euro area.
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2.2.1. The role of the euro in financial markets

By the end of June 2004, the euro accounted for around
31 % of the outstanding amount of debt securities
(bonds, notes and money market instruments) issued in a
currency other than that of the borrowers’ country of res-
idence. This compares to a share of 21.7 % in 1999,
reflecting a marked increase of the euro’s share in this
market segment since the launch of the third stage of
EMU. The share of the constructed aggregate of the
euro’s predecessor currencies was relatively stable
below 20 % in the years prior to the introduction of the
euro. The share of the US dollar has declined moderately
since 1999 from 46.8 % to 44 %.

The importance of the euro in the international loan mar-
ket varies with different segments of the market. Since
1999, the euro has been the second currency of denomi-
nation of loans by euro-area banks to non-bank borrow-
ers outside the euro area, with a share of 38 % in the first
quarter of 2004, against 45 % for the US dollar. Within
this segment, the euro was the main currency of denom-
ination for loans made to companies in developing coun-
tries and emerging market economies in Europe, Asia
and the Pacific, Africa and the Middle East. Loans by
non-euro-area banks to non-bank borrowers in the euro
area are predominantly denominated in euro, with a
share of about 60 % against 20 % for the US dollar of
total amount of loans outstanding. Where neither the
bank nor the borrower is from the euro area, the euro
only comes third with a share of about 6 %, behind both
the Japanese yen (10 %) and the US dollar (around
67 %).

According to the latest triennial survey of the Bank for
International Settlements (BIS) in April 2004, the euro
accounted for almost 19 % of all foreign exchange trans-
actions (spot, outright forwards and swaps). This com-
pares to 44 % for the US dollar, 10 % for the Japanese
yen and 8.5 % for the pound sterling. The 2004 euro
share is higher than the share held by the German mark
in 1998 (15 %), but somewhat lower than the share of the
synthetic euro composed of the aggregate of its prede-
cessor currencies. The latter is mainly due to the fact that
the introduction of the euro has reduced the overall turn-
over, notably through the elimination of currency trading
within the European monetary system (EMS). The dol-
lar/euro pair was by far the most traded currency pair in
2004, accounting for 28 % of global turnover, followed
by the dollar/yen (17 %) and the dollar/sterling pairs
(14 %).
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2.2.2. The use of the euro in international trade

The euro is used to quote, invoice and settle external
trade transactions between the euro area and third coun-
tries and, in some cases, also between third countries. In
2003, in most euro-area countries for which data are
available, the share of euro-denominated exports and
imports was above 50 %, for both goods and services.
For most acceding countries, this share was even higher
(e.g. Slovenia 87 %, Hungary 85 %, Poland 65 % and
Romania 64 %). Overall, invoicing data remains notori-
ously patchy.

2.2.3. The use of the euro by third countries

The euro can be used in third countries: (i) as a parallel
currency (i.e. deposits and cash for daily transactions);
(ii) as an anchor currency in exchange rate regimes;
(iii) as an official intervention currency; (iv) as a reserve
currency in official foreign exchange holdings. The
functions of anchor, reserve and intervention currency
are, of course, closely interrelated.

Approximately 10 % of the euro cash is estimated to cir-
culate outside the euro area as a parallel currency, mainly
in some countries of central Europe and the western Bal-
kans. The amount of euro banknotes shipped outside the
euro area increased from EUR 36.4 billion by June 2003
to around EUR 46 billion by June 2004. Overall, the
share of the euro as a parallel currency in EU neighbour-
ing countries has remained fairly stable since 2002.

Out of some 150 countries that practise some sort of
exchange rate management or peg, about 30 countries
are using the euro as the main anchor or reference cur-

rency in their exchange rate regime. Ten more countries
are managing their exchange rates with respect to a cur-
rency basket or special drawing rights (SDR) involving
the euro. The euro is mainly used in the exchange rate
regimes of countries in the European region, notably
acceding and accession countries, countries of the west-
ern Balkans, as well as northern Africa and the CFA
franc zone in western and central Africa. Bosnia and
Herzegovina, Bulgaria, Estonia and Lithuania operate
euro-based currency arrangements. In the rest of the
world, the euro plays only a limited role as an anchor
currency.

Countries that are using the euro as an anchor currency
in their exchange rate regimes are most likely to use the
euro as an intervention currency, too. However, data on
the currency composition of official interventions is
rather limited.

The share of the euro in official foreign exchange
reserves held by central banks around the world is grad-
ually increasing and stood at a quarter of identified cur-
rency reserves at the end of 2004, significantly exceed-
ing positions held by the previous aggregate of the euro’s
predecessor currencies. Between 1999 and 2004, the
amount of euro held in foreign exchange reserves more
than doubled from SDR 180 billion to SDR 404 billion.
Some 21 % of the official exchange reserves held by
industrial countries and 29 % of reserves held by devel-
oping countries were denominated in euro. The share of
the US dollar declined from 71 % in 1999 to around
66 % in 2004. Overall, the currency composition of offi-
cial exchange reserves evolves only slowly over time.
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3. Drivers of financial globalisation

This section looks at the technical developments and
policy reforms that have facilitated the rapid financial
integration of the past three decades.

3.1. Technical developments

The recent surge of international capital flows would
not have been conceivable without a strong reduction
in communication and information processing cost.
Changes in production techniques also make cross-bor-
der investment more attractive.

3.1.1. The cost of communication and information

The costs of sea and air transport of merchandise have
been relatively stable in real terms since the 1960s and
the 1980s, respectively. They declined significantly after

the Second World War but less so than in the phase of
rapid trade integration in the late 19th century (IMF,
2002). The same is not true for the cost of information
exchange, which has continued to decrease tremen-
dously in recent years (World Bank, 1995; IMF, 2001),
making communication technology widely available. In
fact, successive technical innovations — the transatlan-
tic telegraph in 1858, the use of communication satellites
since the 1970s, the spread of the Internet in the 1990s —
have made communication faster and more efficient.
This development was underpinned by a fast increase in
information storage and processing capacity.

The availability of cheap and fast communication tech-
nology is important for several aspects of financial mar-
ket integration.
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Faster communication increases the availability of up-to-
date information that is relevant for making investment
decisions. Global financial news networks and the Inter-
net make information immediately available. It is there-
fore possible to monitor the development of geographi-
cally diversified portfolios from any location. Faster
exchange of data also speeds up financial transactions.

Easier communication has improved customer aware-
ness of financial products abroad and thus facilitated the
emergence of standardised financial products. Standard-
isation — as well as lower communication costs — has,
in turn, favoured the development of more cost-effective
structures for clearing, settlement and custody and by
that means reduced the direct cost of cross-border finan-
cial transactions.

Cheaper communication also plays a facilitating role for
trade in services, including financial services, where it
has become common for customer and service provider
not to be in the same location. Modern information and
communication technology allows the customer to exert
a higher degree of control over the remote provider of
services and thereby limits principal-agent problems.
This, in turn, facilitates the international segmentation of
the value-added chain, thereby inter alia fostering for-
eign direct investment. Finally, modern communication
techniques allow financial market operations to be car-
ried out 24 hours a day, as trading activity in the same
assets moves through different time zones.

Taken together, these developments have also under-
pinned a reorientation of the financial industry. Financial
firms have broadened their international presence and
range of activities in order to reap economies of scale
and scope. Since institutional investors (including
mutual funds and hedge funds) face lower information
and transaction cost per transaction (economies of
scale), they have been able to attract individual savings
and channel them into international investment.

The reorganisation and internationalisation is not limited
to the banking sector. Similarly, there is a tendency for
stock exchanges to cooperate and merge internationally
(see Mussa, 2000).

3.1.2. Production techniques and trade

Product life cycles have shortened over recent decades
(see Stierle, 1999). This is due to changes in goods pro-
duction, such as the increased flexibility of production
chains to switch between products, marketing and, argu-

ably, consumer preferences. Faced with shorter product
life cycles, producers can no longer wait for deep pene-
tration of the domestic market before launching a prod-
uct internationally. This need to swiftly introduce prod-
ucts internationally makes foreign direct investment
interesting as a vehicle for foreign market penetration.

At the same time, the added flexibility of production
processes favours the distribution of the value-added
chain over different locations. Outsourcing (discussed in
detail in Chapter 2.1) is also an important driver of FDI.

3.2. Policy

The past 15 years have seen the transition of formerly
centrally planned economies to market economies, as
well as a widespread reorientation away from economic
isolation and import substitution towards opening to
international markets. As a result, the international econ-
omy (though still being concentrated on exchanges
between OECD countries) now encompasses most quar-
ters of the world.

This general shift was accompanied by policy shifts that
can be expected to have an impact on financial integra-
tion. Capital account opening, trade liberalisation, but
also domestic policies play an important role. This sec-
tion will only elaborate on some of the underlying devel-
opments. For an analysis of the respective importance of
the factors underpinning financial integration for a sam-
ple of industrial countries, see Lane and Milesi-Ferretti
(2003). They find, inter alia, that the liberalisation of
capital account transactions played only a limited role
for financial integration among industrial countries after
1983, but that trade is a major factor underpinning finan-
cial integration.

3.2.1. Capital account liberalisation

Freedom from restrictions on capital account transac-
tions is a necessary condition for substantial cross-bor-
der movements of capital and therefore financial integra-
tion (although it is in itself not a sufficient condition for
creating capital flows to and from a country).

The IMF collects data on restrictions on capital account
transaction that show that the last industrial countries
liberalised their capital account in the 1990s. The
number of emerging economies without capital account
restrictions is also growing, but a slim majority still
operates such restrictions (IMF, 2005).
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Mody and Murshid (2002) present a broader indicator of
financial openness, based on capital account openness,
current account openness, requirements for repatriation
or surrender of export proceeds and the existence of mul-
tiple exchange rates for 60 developing countries. Their
indicator shows that developing countries’ financial
integration decreased in the late 1970s to a very low
degree of openness. Financial integration increased
strongly in the late 1980s and early 1990s, but suffered a
partial setback in the mid-1990s (see also Edison and
Warnock, 2001, who document a general relaxation of
foreign ownership restrictions in 29 emerging markets).

3.2.2. Exchange rate regimes

The relative decline of capital controls could be expected
to be related to changes in exchange rate regimes, as
moves towards exchange rate flexibility can lessen the
need for capital controls ('). However, on aggregate, there
is little evidence that capital account liberalisation was
driven by changes in the exchange rate regime. In fact,
recent analysis highlights that the distribution of exchange
rate regimes has been relatively stable over time.

According to Reinhart and Rogoff (2002), there have been
far less changes in exchange rate regimes than official
announcements would suggest. Attempting to solve the
issue of differences between the declared exchange rate
regime and the de facto regime, Reinhart and Rogoff
undertake a reclassification of the exchange rate regimes
observed in the past 60 years. They notably show that offi-
cially fixed exchange rates often mask a dual market with
some sort of exchange rate flexibility and that, inversely,
many floating regimes have de facto limited flexibility.
They thus find that the breakdown of the Bretton Woods
system had been largely anticipated through more flexible
parallel arrangements, and that, on aggregate, there was
little change in the distribution of exchange rate arrange-
ments between the periods 1974-90 and 1991-2001.

In fact, in their classification, pegs still account for some
30 % of observed exchange rate arrangements in the
1990s, but there was a certain ‘bunching to the middle’
with de facto crawling pegs and managed floating

(') Section 4.3 elaborates on this link through the so-called ‘policy trilemma
in open economies’. For example, Obstfeld and Taylor (2002) argue about
the post-Bretton-Wodds era that ‘the years from the 1970s to the 1990s
have been characterised by a seeming increase in capital mobility. Gener-
ally speaking, industrial country governments no longer needed capital
controls as a tool to help preserve a fixed exchange-rate peg, since the peg
was gone.’
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together accounting for almost 40 %. Less than 10 % of
countries were freely floating, and 13 % (mostly transi-
tion countries) had ‘free-falling’ currencies (i.e. curren-
cies with an annual inflation above 40 %) — almost irre-
spective of their official exchange rate arrangement.
This research suggests that, with so little change in de
facto exchange rate regimes, the impulses for financial
openness stemming from this policy area should have
been limited as well.

3.2.3. Domestic policies

A widespread tendency towards improved domestic eco-
nomic policies (sound macroeconomic policy mix, rule
of law, financial system oversight, deregulation) has
favoured capital flows in the 1990s.

For example, Rogoff (2003) elaborates on global disinfla-
tion and its interdependence with globalisation and
improved domestic policies. Also, if cutting back of red
tape while ensuring financial system stability leads to effi-
ciency gains in domestic financial centres, this may favour
trade in foreign assets alongside domestic ones. Prasad et
al. (2003) point out that stock market liberalisation (usu-
ally including liberalisation of foreign ownership) and pri-
vatisation underpinned capital flows to emerging econo-
mies. However, the (perceived) exchange rate risks and
risks of expropriation, default and bad structural policies
may still impede capital flows to many developing coun-
tries (see Obstfeld and Taylor, 2002). Finally, income and
corporate tax policies may influence capital flows by pro-
viding (dis)incentives for investment.

3.2.4. The international framework, regional and
bilateral integration

The 19th century episode of financial globalisation
occurred largely in the absence of international institu-
tions. Britain as hegemonial power secured the rules of
the game (in particular the pax Britannica and the gold
standard). In the aftermath of the Second World War,
international organisations (in particular the IMF) were
set up to promote a stable framework for international
financial interaction (*). The international system to
ensure monetary stability, fight balance of payments
disequilibria and avoid abuses of the financial system
has become more sophisticated and differentiated over

(?) See European Commission (2002).
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time ('), not least in response to the experience of
financial crises.

Regional and bilateral economic integration has also
spurred the internationalisation of financial flows. In
terms of financial market integration, the EU single mar-
ket and EMU were groundbreaking developments.
While the single market creates a legal level playing
field for cross-border operations of financial service pro-
viders in the EU, the advent of EMU has boosted this
development through increased transparency, the aboli-
tion of exchange rate risk and the creation of unified
infrastructures (such as for clearing and settlement).

Bilateral efforts to facilitate cross-border investment
have also flourished. Unctad counted some 2 265 bilat-
eral investment treaties to increase and protect FDI in
2002, as against 385 in 1989.

(') There are now a number of international institutions (e.g. IMF, OECD,
BIS and WTO) and more informal fora (e.g. the G7, G10, Financial Stabil-
ity Forum and Financial Action Task Force) dealing with different aspects
of the global financial architecture (see annex).

Table 4

Share of bilateral investment treaties per country by
region, as at 2002

Region Number of Economy Average BITs
BITs /economy

Developed countries 1170 26 45
Developing countries 1745 150 12
Africa 533 53 10

Latin America and 413 40 10
Caribbean

Asia and the Pacific 1003 57 18
Central and eastern 716 19 38
Europe

Source: Unctad.

Looking ahead, ageing in most advanced economies is
likely to push the internationalisation of investment fur-
ther. As private old-age savings increase and shifts in the
composition of the workforce might lead to a decrease of
productivity growth in ageing societies, returns to
investment in these societies could decline relative to
those in emerging markets (see Prasad et al., 2003;
Pichelmann and Roeger, 2004).
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4. Benefits and challenges of financial

globalisation

Financial integration is one of the most criticised dimen-
sions of globalisation, which is not least due to the series
of financial crises in the 1990s. Based on economic the-
ory and the empirical findings in the literature, this sec-
tion reviews the impact of capital account openness on
growth, trade, policy framework, shock transmission,
volatility and the risk of crises.

4.1. Growth effects of financial openness

While the positive link between trade openness and
growth is well documented, the evidence is far less clear
on the relation between financial openness and growth.
Some authors even reject such a link right away: for
instance, Joseph Stiglitz, in a 2004 Financial Times arti-
cle, writes, ‘Even the IMF now agrees that capital market
liberalisation has contributed neither to growth, nor to
stability’ (!). This section recalls how financial openness
might benefit growth and briefly reviews the empirical
literature, leaving the question of growth volatility and
crises to Section 3.4.

4.1.1. Theoretical gains

There are a number of channels through which interna-
tional financial integration should contribute directly or in
an indirect manner to growth. These mechanisms can be
summarised as follows: increased ability to borrow (and
lend), improved allocation efficiency (and higher produc-
tivity), insurance and the smoothing of shocks as well as
incentives for sound policy-making. (For what follows see
Obstfeld and Taylor, 2002, as well as the overview in
Prasad et al., 2003, and the references therein. A more crit-
ical view can be found in Stiglitz, 2000 and Rodrik, 1998.)

(") Stiglitz seems to refer to the paper by Prasad et al. (2003). On the IMF’s
stance towards capital account liberalisation, see also Independent Evalua-
tion Office (IEO) (2005).

38

At the quest for return to investment, capital should flow
towards (developing and emerging) countries with rela-
tively low capital intensity. The additional supply of for-
eign capital should lead to a reduction of market interest
rates in the receiving countries, thereby stimulating
domestic investment and growth. Of course, certain bar-
riers to financial integration persist even after the full lib-
eralisation of capital account transactions. The persist-
ence of home bias and some possible explanations were
already mentioned. Furthermore, currency risk and the
fear of shifts in government policy (in particular preda-
tory tax policies on physical capital) are likely to prevent
this mechanism from playing fully.

The inflow of capital should make domestic capital mar-
kets deeper, reduce transaction costs and, also by these
indirect means, favour domestic investment. The pres-
ence of foreign agents in the financial market is likely to
facilitate domestic (non-financial) firms’ access to inter-
national financial markets and innovative financial
instruments. Moreover, it can stimulate competition and
efficiency in the domestic financial industry.

The development of domestic capital markets and access
to international financial markets can, in turn, be
expected to facilitate risk diversification, allowing eco-
nomic agents to engage in riskier activities with higher
average returns. In particular, the opportunity of diversi-
fying risks through international financial markets may
induce a greater specialisation of the domestic real econ-
omy than would otherwise be the case.

Moreover, to the extent that the reliance on foreign cap-
ital acts as an incentive for sound policies (disciplining
effect), one can expect more stability-oriented macro-
economic policies as well as business-friendly structural
policies and the strengthening of the regulatory and
supervisory framework for the financial sector.
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Foreign direct investment is furthermore likely to induce
spillovers of technology (see Mayer, 2000) and business
practices. Finally, the implementation of multinational
firms should boost competition and stimulate domestic
R & D and productivity.

4.1.2. Weak support from empirical work

The empirical evidence on the role of financial openness
for growth is sobering. It is true that industrial countries
are financially integrated and that fast-growing emerg-
ing economies are, on average, more financially open
than less developed economies. However, the majority
of econometric studies into the contribution of financial
opening to growth performance have not been able to
confirm that financial opening is necessary or sufficient
for growth. The mentioned overview article by Prasad et
al. refers to 14 recent studies, 11 of which failed to find
a positive effect of changes in capital account openness
on the growth of per capita GDP or at best found mixed
effects.

Some studies find evidence that the benefits of capital
account liberalisation are confined to relatively
advanced economies. Others find that countries reap
benefits from capital account liberalisation only if they
first liberalise trade and implement a sound macroeco-
nomic framework (see Arteta et al., 2001).

Among the more recent empirical work, Tornell et al.
(2004) find that, despite increasing financial fragility,
capital account liberalisation leads to higher growth in
countries with constraints in domestic credit markets.
This is because financial liberalisation leads to financial
deepening and, in particular, helps to overcome credit
constraints for firms in the non-tradables sector (export-
ing firms normally have access to international capital
markets). However, the expansion of credit typically
happens in a ‘bumpy’ way, implying lending booms and
occasional financial crises.

Mody and Murshid (2002) look at the nexus between
inflows of foreign capital and domestic investment in
developing countries. They find that this link has
become weaker in the 1990s than in the 1980s, because
much of the additional finance went into official reserves
or led domestic agents to diversify into foreign assets
instead of investing in the domestic market. However,
they also find evidence that improvements in the policy
environment strengthen the capital flow—investment
relationship.

Looking specifically at the FDI component of foreign
capital inflows, the picture becomes more positive. Here,
the literature is generally more optimistic concerning
growth outcomes. However, there may be threshold
effects: Borensztein et al. (1998) argue that technology
transfer through FDI will only happen if the host country
has sufficient absorption capacity, i.e. in the case of tech-
nology a sufficiently strong stock of human capital. The
beneficial effect of FDI is not limited to developing
countries. Barriers to FDI also remain between the USA
and the EU, despite the fact that the regions are already
each others’ largest foreign direct investors. They are
particularly high in network industries such as telecom-
munication, transport and energy (Golub, 2003). The
OECD (2005) argues that slashing remaining barriers to
transatlantic FDI could still set free perceptible growth
effects.

4.2. Financial integration and trade

“The capital account commands, the trade balance obeys,
not the other way round’, wrote Austrian economist
Eugen von Béhm-Bawerk in 1914. Despite the clarity of
this early statement, the underlying interactions of trade
and capital flows are complex.

Trade integration and financial integration are inter-
linked through several mechanisms. They may in some
constellations be complementary, in others substitutes.
The IMF (2002) reports that trade openness rose more
strongly than financial openness over the past three dec-
ades in developing countries, while the opposite is true
in industrial countries. This finding notwithstanding,
there is a positive and significant correlation of trade and
financial openness in both groups of countries (see also
Lane and Milesi-Ferretti, 2003). Moreover, the IMF
finds that capital account restrictions as well as current
account restrictions have a negative impact on trade.

This section firstly looks at ways in which trade favours
financial integration, then at ways in which financial
integration may boost trade. Finally, the issue of a sub-
stitutional relationship is raised, in particular in the con-
text of horizontal FDI.

4.2.1. The link from trade to financial integration

Trade flows in goods and services trigger compensating
financial flows. Therefore, infrastructure for payment,
settlement and foreign exchange — a crucial ingredient
of financial integration — will quite naturally emerge as
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a result of trade. Furthermore, financial instruments will
be developed to hedge the risks associated with trade.
Sinn (1986) points to an historical example for this: actu-
ally, early forms of insurance emerged from risk pooling
among Venetian merchants in the 14th century.

Trade may also play a role in overcoming home bias in
foreign investment, if existing trade relations can be
exploited to reduce the cost of information gathering in
the foreign financial market. The lack of trade integra-
tion is, in turn, detrimental to financial integration. Obst-
feld and Rogoff (2000) show that trade frictions can
explain imperfect financial integration even in the
absence of frictions in international financial markets.

Trade openness may also reduce a country’s exposure to
debt and currency crises. Firstly, trade provides a source of
foreign exchange that (provided there is an appropriate cur-
rency match) can be used for servicing external debt. This
ability to raise foreign currency may also reassure foreign
investors about the country’s solvability and might there-
fore reduce the risk of sudden reversals in capital flows.

Secondly, Rose and Spiegel (2004) argue that bilateral
trade linkages provide creditors with a mechanism for
enforcing a penalty on their foreign sovereign borrower
in case of default. In other words, sovereign borrowers
have an incentive to service their debt because they fear
the reduction in trade that typically follows debt default.
Knowing this, foreign creditors are more inclined to
extend credit to countries with which there are close
bilateral trade links. Sgherri (2002) provides evidence
that trade openness in developing countries is indeed
related to a lower risk of external financial crisis.

4.2.2. Financial integration can boost trade

Similarly to the impact of trade on financial integration,
a number of potential channels can be identified through
which free capital flows benefit trade.

Firstly, capital flows may be a precondition for the ability
to participate in trade, for instance if necessary trade infra-
structures have to be created. A straightforward example
is ‘greenfield’ foreign direct investment in manufacturing
(i.e. the construction of a new factory), which is likely to
be accompanied by the import of capital goods, in partic-
ular in developing countries that do not produce the nec-
essary machinery themselves. Note that such FDI is also
likely to lead to technology transfer, which will further
increase the capacity to participate in trade.
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Secondly, incomplete financial markets are one explanation
of incomplete trade specialisation according to comparative
advantage. In developing countries in particular, capital
account restrictions remain a significant impediment to
trade integration (see IMF, 2002). Koren (2003) argues that,
in the absence of international risk pooling through finan-
cial markets, real integration will remain incomplete.

Finally, monetary integration, motivated by the desire to
abolish exchange rate fluctuations within a geographic
area, is a special case of financial integration. In theory,
the effect of exchange rate volatility on trade flows, and
hence of monetary integration on trade, is not clear cut.
Traditionally, empirical evidence that exchange rate vol-
atility disturbs trade is weak at best (see Clark et al.,
2004). However, Rose (2000) argues that, while there is
a small negative effect of exchange rate volatility on
trade, the positive effect of an outright currency union on
trade is much larger than previously estimated. Micco et
al. (2003) study the ‘Rose effect’ on the euro area. They
find a significant positive effect of EMU on trade (an
increase in bilateral trade between EMU members of 4—
10 %), although it is less spectacular than Rose’s initial
paper would have suggested.

4.2.3. A special role for FDI

Finally, the role of foreign direct investment for trade
deserves some special attention. Vertical specialisation,
i.e. the distribution of different stages of the production
process over different countries according to their com-
parative advantage, has contributed to the steep increase
in trade in recent years (see Chapter 2.1 of this report as
well as IMF, 2002). Vertical specialisation can be organ-
ised in various forms, not necessarily involving foreign
ownership. Nevertheless, foreign direct investment is
playing a major role in shifting parts of the production
process from one country to another.

Note, however, that the patterns of FDI to emerging econ-
omies may change as these economies mature. In the early
stages of development, trade with an emerging economy
may be motivated by the relative abundance of, say, low-
skilled labour. To this would correspond a pattern of ver-
tical FDI in labour-intensive industries. However, if, as a
result of economic catching up, the workforce becomes
better educated over time, the pattern of trade might shift
towards more intra-industry trade. This would probably
also shift the balance towards more horizontal FDI.

While vertical FDI is underpinning trade, horizontal FDI
may actually substitute for trade. Its impact is huge: Haa-
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land et al. (2001) report that the sales of manufacturing their subsidiaries than through exports. However, these sub-
goods by US subsidiaries in the EU are approximately 3.8 sidiaries themselves also participate largely in bilateral
times larger than EU manufacturing imports from the USA, trade. EU subsidiaries in the USA are involved in as much
while EU firms sell 3.6 times as much in the USA through as 28 % of EU manufacturing exports to the USA.

Box I1: The impact of globalisation on current account imbalances

Given the size of global current account imbalances and
the concerns often voiced about how they will eventually
unwind, the question arises as to what role globalisation
has had in the build-up of these imbalances and whether it
can be expected to contribute to their orderly unwinding.
Of course, large current account imbalances are only pos-
sible if there are cross-border economic and financial
transactions. International trade transactions must be
allowed to develop. Also, investors in surplus countries
must be willing and able to accumulate claims on deficit
countries in order for imbalances to be sustained. In that
sense, some degree of globalisation is a prerequisite for
imbalances to occur. However, it does not follow that
increasing globalisation by necessity leads to larger global
imbalances. In fact, the channels through which globalisa-
tion affects global imbalances are complex and multi-
faceted and do not always have clear implications for the
sustainability of large current account imbalances.

The impact of globalisation on current account imbalances
can conveniently be analysed in terms of financial and real
globalisation, respectively (!). Regarding financial glo-
balisation, cross-border financial flows and stocks took off
in the early 1980s and have accelerated sharply since the
mid-1990s. Industrial countries’ holdings of foreign assets
and liabilities (excluding central bank holdings) about tri-
pled as a share of GDP between 1990 and 2003, reaching
around 200 % at the end of the period. In emerging mar-
kets, the trend has been similar, but the level of assets and
liabilities is much lower. In addition, the share of foreign
assets in investor portfolios has increased, reflecting a
decrease in the home bias of investors. Data also show that
the premium that investors demand for holding foreign
assets has come down over the last two decades. All else
equal, this would indicate an increased ability and willing-
ness of financial markets to finance larger imbalances.

Given the increasing levels of gross external assets and lia-
bilities, in particular in industrial countries, valuation

(') The following analysis partly draws on Chapter III of World Eco-
nomic Outlook, IMF, April 2005.

effects are likely to play an increasing role in global adjust-
ment. Whether they facilitate or hamper the adjustment
depends on the structure of the external assets and liabili-
ties of the countries involved, including their currency
composition. For industrial countries, where foreign debt
is mostly denominated in domestic currency and foreign
assets in foreign currencies, an adjustment process involv-
ing a depreciation of the deficit-country currency would
tend to lead to a valuation effect that supports the adjust-
ment by increasing the domestic currency value of foreign
assets, while the value of foreign debt remains unchanged.
In the 2002-03 period of US dollar depreciation, it has
been estimated that valuation effects offset about three
quarters of the accumulated current account deficits over
the same period, thereby limiting the deterioration in the
US net debt position. The same phenomenon was observed
in the 1985-88 adjustment period. By contrast, for emerg-
ing market economies, valuation effects tend to compli-
cate adjustment, since foreign debt tends to be
denominated in foreign currencies, thereby putting the
onus of adjustment squarely on the deficit country itself.

Real globalisation has also increased steadily over
recent decades, with global imports and exports as a
percent of world GDP increasing from about 20 % in
the early 1970s to around 55 % in 2003. The implica-
tions for global adjustment are, however, not clear-cut.
On the one hand, the increasing share of emerging mar-
ket economies in total global trade would tend to facil-
itate global adjustment, as the burden of adjustment can
be spread over a larger number of countries. Moreover,
structural reforms, partly reflecting globalisation-
induced competitive pressures, have increased flexibil-
ity and lowered rigidities in product and labour markets.
This may facilitate adjustment. On the other hand, there
is no clear evidence that globalisation has increased the
price elasticity of trade flows. Integrated production
lines may have made firms dependent on particular
inputs, making their demand for foreign inputs less
price-elastic. This could complicate global adjustment,
as bigger price changes (for instance through exchange
rate changes) would be needed to achieve a given
adjustment in quantity.

(Continued on the next page)
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Box 1 (continued)

In sum, the analysis above suggests that increasing financial
and real globalisation have helped finance the build-up of sig-
nificant global imbalances. In some respects, it could also
facilitate an orderly adjustment of these imbalances. How-
ever, given the size of the imbalances and the level of gross
assets and liabilities, the adjustment process has become
more sensitive to shifting investor sentiment. To avoid a sud-
den reduction in the willingness of foreign investors to accu-
mulate and hold US dollar-denominated assets, which would
risk triggering a disruptive adjustment, it is essential that mar-
ket confidence in the long-term sustainability of US macro-

economic policies be preserved. That aspect has gained in
importance now that the euro is emerging as an alternative to
the US dollar as an international reserve currency (').

(") Eichengreen (2005) points out that there have been historical exam-
ples of several international currencies existing in parallel. (Eichen-
green, Barry; NBER Working Paper, No 11336, ‘Sterling’s past,
dollar’s future: historical perspectives on reserve currency competi-
tion’, May 2005).

This is the topic of the ‘new’ trade theory, which looks
into firms’ decisions to service foreign markets through
exports of domestically produced goods or through local
subsidiary sales (see, for example, the paper by Helpman
et al., 2003, with the appropriate title ‘Export versus
FDI’) ("). The decision to set up a foreign subsidiary
depends, inter alia, on the size of the foreign market to be
serviced, trade frictions, economies of scale and firm
productivity.

Strong trade frictions (tariffs and other trade barriers)
can indeed be a major motivation for horizontal FDI.
Haaland et al. find that US firms in the EU are over-rep-
resented in sectors with relatively high remaining trade
protection, although the same is not true for EU FDI in
the US.

4.3. The impact on economic policies

Financial integration has consequences for the degree of
freedom of economic policies. Financial openness can
have a disciplining effect on domestic macroeconomic
policies, but has also been accused of triggering a race to
the bottom in terms of regulations, fiscal and social pol-
icies. Moreover, open economies are faced with a hard
choice between macroeconomic goals.

4.3.1. Disciplining effect

The goal of attracting foreign capital (and avoiding sud-
den reversals of such inflows) can be expected to enforce
discipline on macroeconomic policies. Policy-makers
will assess the challenges of adhering to prudent fiscal

(") For earlier work on the localisation decision, see also Dunning (1981) and
Dunning (1988).
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and monetary policy against the gain from sustained
access to international capital and avoidance of crises
(IMF, 2005). However, capital flow fluctuations are not
always related to the quality of (macro) economic policy
in the host country (possibility of contagion and herd
effects), which might loosen the incentive to conduct
sound policies.

Despite the clear theoretical intuition, Tytell and Wei
(2004) find it hard to identify a disciplinary effect in the
data. They find some evidence in favour of a small dis-
ciplinary effect of financial openness on monetary policy
(see also Rogoff, 2003), while no such effect can be
identified for budgetary policy.

4.3.2. A ‘race to the bottom’?

There are also concerns that competition for foreign cap-
ital may trigger a ‘race to the bottom’ in terms of the reg-
ulatory, fiscal and social policy framework. In a nutshell,
the ‘race to the bottom’ argument predicts that increas-
ingly mobile capital will flow to the location offering the
highest rate of return. Several factors with an impact on
returns are often highlighted: wages, productivity, non-
wage labour cost (related to the welfare system) and
working conditions, environmental regulation and cor-
porate taxes. Countries competing for scarce capital will
therefore face an incentive to reduce regulations, taxes
and the size of the welfare state (?). Since all countries
are faced with the same individual (short-run) incentive,
they might engage in a downward spiral that is wasteful
collectively (in the long run).

(*) The dilemma was modelled by Zodrow and Mierzkowski (1986); see Sinn
(2004) for a recent warning on the ‘erosion of national regulatory system’.
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There is little evidence in the empirical literature that the
predicted race to the bottom is actually taking place (').
Some authors also cast doubt on the validity of the theo-
retical argument. For example, Basinger and Hallenberg
(2004) argue that the political cost of tax reform miti-
gates the pressure on downward convergence of tax pol-
icy. Baldwin and Krugman (2004) take agglomeration
forces into account and show that countries in which
industry benefits from agglomeration economies can
charge higher corporate taxes.

4.3.3. The policy trilemma in open economies

Financial integration exposes the impossibility of hav-
ing, simultaneously, a monetary policy oriented at
domestic goals, a fixed exchange rate and capital
account openness (this is referred to in the literature as
the ‘policy trilemma in open economies’ or as the
‘impossible trinity’). The financial history of the past
century and a half has seen various combinations of pol-
icies to address this difficulty (see Obstfeld and Taylor,
2002, for an overview).

Contrary to the gold standard with its priority on fixed
exchange rates and free capital flows, the strong increase
in financial integration among industrial countries since
the 1970s occurred against a backdrop of high political
priority to the freedom of monetary policy to pursue
domestic goals. Consequently, in the past three decades, it
was routinely exchange rates that had to give when the
three goals came into serious conflict, even in constella-
tions where currencies were not officially free floating ().

After the breakdown of the Bretton Woods system, for-
mal pegs have been more widespread among developing
and emerging economies than in industrial countries,
again with varying approaches to the trilemma. The
strongest form of subordination of domestic monetary
policy under an exchange rate regime is the currency
board. However, the breakdown of Argentina’s currency
board in 2001, despite the seemingly robust way in
which it was conceived, has highlighted the difficulty of
ensuring the credibility of such an arrangement in the

(") For example, in her literature survey, Brown (2000) finds at best mixed evi-
dence on the relation between labour standards and FDI inflows. Likewise,
Kucera (2001) finds no solid evidence that investors favour countries with
weaker worker rights. Smarzynska and Wei (2001) only find weak evidence
that multinational firms relocate to locations with weaker environmental
standards. Brown et al. (2002) point out that multinational firms in develop-
ing countries typically pay higher wages than alternative employers.

(®>) On the difference between de jure exchange rate regimes and the de facto
situation, see Reinhart and Rogoff (2002).

long run. The crises of the 1990s have demonstrated the
vulnerability of hard pegs in the presence of a sudden
reversal of capital flows more generally.

In addition, financial globalisation may modify the
framework conditions for monetary policy in other
ways, such as by reinforcing the exchange rate channel
of monetary policy transmission, by exerting competi-
tive pressures that keep a lid on mark-ups and wages, but
also by increasing the exposure to shocks in the interna-
tional economy (see IMF, 2005).

4.4. Shock transmission, volatility
and financial crises

This section briefly looks at the transmission of macro-
economic cycles and shocks through more integrated
financial markets before turning to the risk of volatility
and crises associated with financial opening.

4.4.1. Transmission of shocks and cyclical dynamics

Financial integration creates new channels for the trans-
mission of business cycles and shocks. Cross-border
portfolio diversification strengthens the international
synchronisation of wealth effects, which impact on con-
sumption. Foreign direct investment creates corporate
linkages which can act as transmission channels. Finally,
confidence spillovers may also transmit economic
impulses across borders.

It should be noted that the transmission of cyclical
impulses does not, by itself, increase volatility. Where
financial openness leads to stronger specialisation
according to comparative advantage, the importance of
common shocks and spillovers relative to country- or
industry-specific shocks could actually decrease. Finan-
cial flows may also expose countercyclical features, for
example if the appetite for riskier investment in (higher-
yielding) emerging market assets increases whenever
yields in industrial countries are relatively low.

The empirical literature suggests that financial integration
has reinforced the co-movement of business cycles among
industrial countries (see the overview in Kose, 2004).

The European Commission Directorate-General for Eco-
nomic and Financial Affairs (2003) analyses specifically
the transmission of cyclical patterns and shocks from the
US to the euro area and finds that the role of equity and
bond market correlations as a vector of transmission has
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increased. They find little evidence for consumer confi-
dence spillovers; consequently, the observed consump-
tion cycle synchronisation seems to be driven to a large
extent by common shocks rather than by the spillover of
country-specific developments. There is, however, evi-
dence for spillovers in business confidence, and invest-
ment cycle co-movements are partly driven by these.

There is also evidence for increased financial spillovers
within regional blocks (both among industrial and devel-
oping countries). Bordo and Murshid (2002) highlight
that, despite potentially wide spillovers of emerging
market crashes, emerging country crises have remained
predominantly regional.

The evidence for business cycle transmission through
financial linkages is weak though between industrial coun-
tries and developing countries. Here, specialisation and
countercyclical investment patterns may play a larger role.

4.4.2. Output volatility

Does financial opening in itself make an economy more
prone to output volatility? The effect of financial inte-
gration on the volatility of output is related to the degree
of specialisation or diversification it induces. In theory,
financial integration could work in both directions: it
provides the opportunity for developing countries with a
relatively narrow production structure to diversify their
economy, thereby reducing the impact of industry-spe-
cific shocks on the economy as a whole. However, the
external capital could just as well be used to foster spe-
cialisation according to comparative advantage, in which
case the vulnerability to sector-specific shocks would
increase. More sophisticated models highlight that, in
addition, the nature of the shock matters for the impact
on output volatility (see Kose et al., 2003).

The evidence in the literature on the link between finan-
cial openness and output volatility is, again, weak. The
IMF (2002) presents evidence that openness to FDI and
portfolio investment reduces the volatility of output in
developing countries. Prasad et al. (2003) also find some
evidence that suggests that financial integration in the
1990s may have reduced the volatility of GDP growth.
They go on to survey evidence on threshold effects. It
suggests that only countries with more developed finan-
cial sectors are more likely to reduce output variations
through financial integration.

Tornell et al. (2004) argue that volatility is not, on its own,
an appropriate measure for assessing whether financial
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globalisation makes an economy more vulnerable to cri-
ses. They argue that volatility may reflect a high fre-
quency of small shocks, which may be exogenous or due
to bad policies. According to the authors, one should
rather measure financial fragility in terms of skewness of
GDP growth, that is, one should look at the likelihood of
infrequent but severe crises. As reported above, the
authors find that the benefits of foreign capital inflows are
larger than the price to pay in terms of occasional crises.

4.4.3. Consumption smoothing or volatility?

Of greater relevance in terms of social consequences is
the question of whether financial openness helps reduce
the volatility of consumption. Here, the theory is unam-
biguous: financial openness allows economic agents to
better diversify the risk of income fluctuations and there-
fore a smoothing of consumption over time.

However, the empirical literature finds little evidence of
such international risk sharing (see, for example, Imbs,
2004, and the literature referred to therein). Kose et al.
(2003) also find that, on average, consumption volatility
is higher, not lower, in financially open economies.
However, they identify a threshold effect: above a cer-
tain level of financial integration, consumption volatility
decreases as predicted by theory. Unfortunately, most of
the more financially integrated developing countries
seem to be ‘stuck in the middle’, where the risk of crises
is highest. Huizinga and Zhu (2004) investigate, segment
by segment, how domestic and international debt and
equity markets work in developing and developed coun-
tries to allow consumption smoothing. They find that
international integration in general helps consumption
smoothing, as international markets offer an alternative
to investment in the limited domestic financial market.

4.4.4. The experience of financial crises

The recent debate about the advantage of capital account
openness has largely been influenced by the experience
of currency and banking crises in the 1990s. Strikingly,
these crises hurt a number of fast-growing countries and
some countries with policies that had been regarded as
exemplary.

The common feature, seen from a bird’s eye, in the run-
up to the emerging market crises of the 1990s, was a
boom in short-term, public or private external borrowing
(see, for example, Bordo, 1998; Rodrik 1999), often
channelled through a weak and poorly regulated banking
sector. When confidence in the sustainability of short-
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term external debt began to weaken, capital flows went
sharply into reverse resulting in joint currency and bank-
ing crises. A number of other factors played a role in
each of the crises, for example currency pegs inconsist-
ent with monetary policy oriented at domestic goals,
intransparency and corruption in the financial sector etc.

The series of crises highlighted the issue of the timing of
capital account liberalisation, financial sector stability and
oversight as well as the trade-off involved in currency
pegs, which were designed to import macroeconomic sta-
bility through the use of an external nominal anchor, but
also delayed devaluation to the point where it was forced
upon the countries through a currency crisis.

It also highlighted the vulnerability associated with
inflows of easily reversible short-term capital (in particu-

lar short-term debt and portfolio investment; FDI gener-
ally provides for more stable investment relationships).
This vulnerability is enhanced by the inability of most
emerging economies to borrow abroad in their domestic
currency, or to borrow long-term (*). In particular, in the
presence  of  foreign-currency-denominated  debt,
exchange rate movements have a direct impact on the
capacity to serve the debt. Therefore, the central bank’s
ability to act as a lender of last resort in a domestic bank-
ing crisis is also constrained, in the presence of ‘original
sin’, by the risk of inadvertently causing the exchange rate
to depreciate (see Eichengreen et al., 2005).

(") This ‘original sin’ hypothesis was first advanced by Eichengreen and
Hausmann (1999).
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5. Policy responses to financial globalisation

The previous section has shown that financial openness
is likely to benefit countries as they advance in their
development, but that it is not at all times beneficial to all
countries. The series of crises in the 1990s has high-
lighted this fact and has also led to strengthened interna-
tional efforts to improve the stability of the global finan-
cial architecture. The latter are addressed in an annex to
this chapter.

5.1. Different approaches to the policy
trilemma

Financial integration cannot be dissociated from the
other two prongs of the policy trilemma, namely mone-
tary policy directed at domestic goals and a fixed
exchange rate.

Contrary to the gold standard, there are very few exam-
ples, after the Second World War, of countries that sub-
mitted monetary policy independence to the goal of
exchange rate stability in a sustained way. Certainly,
pegs with a strong commitment to exchange rate stability
at the expense of monetary freedom have been used —
often with success — to import stability in countries with
a history of (hyper-)inflation. Usually, these pegs were
softened, and monetary policy tied to a different anchor
(such as inflation targeting) once the goal of stabilisation
had been reached. The record of ‘permanent’ hard pegs
has suffered, not least from the bleak experience of the
Argentinean currency board.

European economic and monetary union (EMU) is a par-
ticular arrangement in this context. In Europe, 12 coun-
tries have delegated monetary autonomy to the transna-
tional and independent European Central Bank, allowing
them to achieve irrevocably fixed nominal exchange
rates and financial openness. In addition, countries that
peg their currency to the euro as part of their strategy to
adopt the euro in the future do not suffer from the typical
problem of doubts about the de facto permanence of a
‘permanent’ hard peg (also referred to in the literature as
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the problem of committing to a credible ‘exit’ strategy).
In fact, with the goal of adopting the euro, the exit is
credibly defined.

If most countries display a revealed preference for mon-
etary policy autonomy, the policy trilemma suggests that
their exchange rate must be flexible, or the capital
account restricted (or both).

Not long ago, economists were pondering what seemed
to be a tendency towards the corner solutions or a ‘bipo-
lar view’ (Fisher, 2001) of exchange rate regimes. Given
the problems with any kind of ‘soft” peg, so the stylised
story goes, countries are moving either towards hard
pegs, currency boards and dollarisation at the one end, or
towards exchange rate flexibility at the other end of the
spectrum. However, the observed tendency towards hard
pegs is, to a large extent, driven by EMU and by a
number of dollarised small economies — both hardly
representative of a general tendency.

Moreover, the observation of countries moving towards
greater exchange rate flexibility has also been called into
question. Calvo and Reinhart (2000) argue that many
countries that officially float their currency in fact do
intervene in the forex market to stabilise the exchange
rate. The development of policy-controlled interest rates
and of foreign exchange reserves provides evidence of a
widespread ‘fear of floating’. Reinhart and Rogoff
(2002) question the categorisation of exchange rate
regimes previously reported by the IMF. Using an alter-
native way of categorising exchange rate arrangements,
they find a ‘bunching to the middle in terms of exchange
rate flexibility’, instead of a movement towards the
extremes as the bipolar view would have it.

That said, industrial countries have generally chosen
flexible exchange rates and capital account openness.
The ‘big three’ (US dollar, yen and mark/euro) have usu-
ally been floating. The rare interventions in situations of
manifest misalignment with fundamentals were often
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coordinated. Moreover, their ability to borrow in domes-
tic currency in international financial markets has con-
tributed largely to insulating the largest industrial coun-
tries from the risk of currency crises. Developing
countries have not enjoyed that comfortable situation.

A number of emerging economies, in particular in Asia,
have been limiting exchange rate flexibility. Interven-
tions in the foreign exchange market to resist apprecia-
tion have resulted in a large increase of foreign exchange
reserves in that region in recent years. China is an exam-
ple of a combination of limited exchange rate flexibil-
ity (') with restrictions on capital account transactions.
Moreover, in an effort to keep a lid on domestic liquidity
in a context of substantial intervention, the Chinese
authorities have combined sterilisation with administra-
tive controls on bank lending.

5.2. Financial opening in developing
countries

More generally, with a preference for freedom in domes-
tic monetary policy and a widespread tendency to care
about exchange rate developments (%), what is the role of
capital account openness in developing — in particular
in emerging — economies? What are the lessons to be
learned from the crises of the 1990s in terms of capital
account opening?

Some authors (e.g. Rodrik, 1999; Stiglitz, 2000) have
argued that the costs of financial integration for develop-
ing countries are likely to outweigh its uncertain bene-
fits. The empirical literature reviewed above points to
some (weak) evidence of threshold effects: more devel-
oped countries seem to be in a better position of reaping
the benefits of financial integration. That leads on to the
question of the preconditions and timing of capital
account opening. It is beyond the scope of this chapter to
give detailed and country-specific advice on the
sequence of domestic reform and financial opening.
There is a certain consensus in the literature, though, on
what ‘orderly and sequenced’ opening of the capital

(") As of 21 July 2005, the Renminbi peg to the US dollar was replaced by a
managed float with reference to an unspecified currency basket. Practice
will show the degree of flexibility of the new arrangement.

(®) In what follows, the focus is on the approach towards opening the capital
account. To elaborate further on the interactions with the exchange rate
regime would go beyond the scope of this chapter. On policy recommen-
dations for the choice of the exchange rate regime see, for example, Bordo
and Eichengreen (2002) and Bordo (1998). On the interaction of exchange
rate regimes with domestic reform see, for example, Schweickert (2001).

account should usually involve. In this context, the IEO
(2005) describes the IMF’s evolving attitude towards
capital account liberalisation. Related reforms are dis-
cussed in the annex to this chapter.

The key mechanism through which financial integra-
tion is thought to spur growth is by improving the allo-
cation of resources. In order for external capital to find
its way to the most efficient use, domestic disincen-
tives to the efficient allocation of resources (such as
subsidies for declining industries) would first have to
be removed (Arteta et al., 2001). The frictions result-
ing from the necessary reallocation of resources need
to be kept low, which calls for structural reform to
increase the flexibility of the economy prior to finan-
cial opening. (On this point, Rodrik (2000) stresses
that the required reform agenda will, however, vary
from one country to another and criticises the uniform-
ity of IMF recommendations for structural reform.) A
premature financial opening can lead to a net outflow
of capital (de la Torre and Schmuckler, 2005). This
will particularly be the case in the presence of a weak
domestic investment climate. Mody and Murshid
(2002) report that capital inflows are often diverted
into reserve accumulation or offset by capital outflows
as domestic investors diversify their portfolios. How-
ever, they also show that the link between openness to
capital flows and domestic investment works best in
the presence of policies oriented at growth and poverty
reduction (as measured by the World Bank country
policy institutional assessment index).

Several authors (e.g. Borensztein et al., 1998; OECD,
1999) have stressed the need for human resource devel-
opment in order to strengthen the capacity of the econ-
omy to absorb the knowledge that can be transported
through FDI inflows and through contacts with interna-
tional/institutional investors.

Arteta et al. (2001) stress the need for eliminating major
macroeconomic imbalances before opening the capital
account, as poor macroeconomic policy would provide
another incentive for capital flight. Sound macroeco-
nomic fundamentals obviously decrease the potential for
financial crisis.

The weakness of the financial sector exposed by the
emerging market crises of the 1990s has highlighted the
need for financial and corporate sector strengthening.
Financial market regulation and oversight as well as dis-
closure and transparency should encourage rigorous risk

47



The EU economy: 2005 review

assessments and market discipline. The tax system, com-
petition policy and corporate governance rules should be
designed in ways so as not to distort the efficient alloca-
tion of resources (see OECD, 1999; Fisher, 2003; Riba-
kova, 2005). Domestic efforts and international efforts in
this field are strongly linked, as argued in the annex to
this chapter.

Finally, targeted capital inflow controls (as used, for
example by Chile during the 1990s) can help in avoiding
the type of boom of short-term debt that proved so danger-
ous in the Asian crisis, by reducing capital inflows and
shifting their composition towards the longer term. The
use of capital outflow controls (as in Malaysia in 1998) is
far more controversial, and their effectiveness disputed
(Fisher, 2003; Rodrik, 1999). For all capital controls there
is a probability that their effectiveness declines over time
as investors develop vehicles to circumvent them.
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5.3. Addressing global current account
imbalances

Turning to policy challenges in the short run, the build-up
of global current account imbalances in recent years (see
Box 1) has a potential for disorderly unwinding. There is
widespread agreement in the policy debate (see the state-
ments of G7 finance ministers and central bank governors
in the past two years) that an orderly adjustment needs to
be facilitated through action at several levels, reflecting
the various elements that allowed the imbalances to grow
in the first place. These include prudent macroeconomic
policies, in particular to rebalance savings and investment
in the USA and to allow exchange rates to play their part
in bringing about more balanced imports and exports. The
policy agenda also includes structural reforms in all major
economic regions in order to achieve a better distribution
of economic growth.



6. Conclusions

6.1. Features and drivers of financial
globalisation

International financial integration progressed from the
1970s on and accelerated substantially in the 1990s. In
EMU, financial market integration was complemented
with, and further boosted by, monetary integration.

Although financial openness is increasing in the devel-
oping world, capital flows have so far remained fairly
concentrated among industrial countries and financial
centres. Still, even in highly open and integrated econo-
mies, financial integration is far from complete; a signif-
icant home bias in asset allocation persists.

The rapid financial integration of the past three decades
was mainly driven by technical advances and policy
reform. In particular, the strong reduction in the cost of
communication and data processing facilitated interna-
tional financial transactions, while exchange rate flexi-
bility (above all of industrial countries) and improve-
ments in domestic economic policies opened the way for
the liberalisation of capital flows.

Given the concentration of capital flows among industrial
countries and the importance of portfolio investment, it
has been argued that a ‘diversification mode’ prevails in
the current episode of financial globalisation. By contrast,
during the 19th century wave of financial globalisation,
capital flows into industry and infrastructure in emerging
economies (‘development mode’) prevailed. However,
private financial flows to developing countries continue to
exceed official development aid by far.

6.2. Benefits and challenges

In theory, international financial integration should
allow capital to flow to its most efficient uses, thereby
increasing economic efficiency and making all partici-
pants better off. However, the empirical evidence in the

literature on the growth effects of financial opening is
weak and disputed. Several dimensions play a role in this
context.

e Theory and evidence concur that openness to trade
and openness of the capital account reinforce each
other in various ways. Inter alia, foreign direct
investment can trigger technology transfer or help
develop the infrastructure needed for goods trade.
This notwithstanding, FDI, for example in the estab-
lishment of foreign affiliates, can also be a way of
substituting for trade.

e The past decade saw major and widespread
improvements in domestic macroeconomic and
structural policies. However, the empirical evidence
that this was brought about by a disciplining effect
of financial openness, acting through the desire to
attract foreign capital and avoid sudden reversals of
capital flows, is rather weak.

e Financial integration strengthens the channels for
international transmission of cyclical impulses and
shocks, and there is evidence that these channels are
becoming stronger between industrial countries as
financial integration continues to deepen.

e The series of financial crises in the 1990s has high-
lighted the effects of financial opening on the vola-
tility of output and consumption. Empirically, the
general impact of an open capital account on volatil-
ity is not yet settled. Much seems to depend on the
domestic economic situation prior to the opening of
the capital account. There are some indications that
financial opening is more beneficial, in terms of
average growth as well as volatility, for countries
that have already achieved a certain level of eco-
nomic development, pursue sound macroeconomic
policy and have a sound domestic financial sector.
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6.3. Policy responses

Financial openness is linked to the other dimensions of
external macroeconomic policy through the ‘policy tri-
lemma in open economies’. At country level, various
approaches to the policy trilemma have been operated.
Given a prevalent preference for autonomous monetary
policy, the combination of hard pegs and capital account
openness has been rare as a long-term approach (tempo-
rary anchoring of monetary policy through a hard peg for
the purpose of disinflation notwithstanding). EMU, with
a common monetary policy, a single currency and open
capital accounts, is a particular case in this context.

Among each other, the large industrial economic entities
have opted for principally flexible exchange rates and
open capital accounts. Moreover, unlike emerging econ-
omies, their ability to borrow from international finan-
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cial markets in their own currency makes them less
prone to currency crises.

Conversely, experience of crises in some emerging
economies that have seen strong and sudden reversals of
short-term capital inflows has led some authors to reject
capital account openness for developing countries and
emerging markets. The more widespread view is that
capital account opening should be undertaken only once
domestic financial markets are strong and sound macro-
economic policies in place, while capital inflow con-
trols can be beneficial as a transitory measure. Such
sequencing is expected to maximise the benefits of cap-
ital account openness (in particular a relatively undis-
torted and free allocation of capital to its most efficient
uses) while minimising the associated risks in terms of
incompatibility of economic policy goals and sudden
reversals.
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Annex

Policy responses to financial globalisation

1.  Strengthening the international
financial architecture

1.1. Introduction

In the 1990s, several emerging market economies were
affected by financial crises. The economic costs were
high, contagion was powerful, and the political and
social consequences were severe. These crises high-
lighted not only the crucial importance of sound policies
at the country level — a sound and properly regulated
financial system, sound macroeconomic and structural
policies and the appropriateness of the exchange rate
regime. The crises — characterised by large and sudden
reversals of private capital flows — also highlighted the
new challenges and risks that had arisen in the interna-
tional financial system amid the rapid growth and inte-
gration of financial markets, and stimulated an intensive
debate about the need to reform and strengthen the inter-
national financial architecture (*).

In the wake of the Mexican financial crisis in 1994/95,
the 1995 G7 summit in Halifax initiated work on
improved crisis prevention and management. It called
for improved transparency, both at the level of individual
countries and at the International Monetary Fund (IMF),
and for strengthened IMF surveillance. The Halifax
summit also pointed to the importance of effective finan-
cial regulation, market-reinforced prudential supervision
and enhanced international cooperation among regula-
tors and supervisors. Work was stepped up in the after-
math of the Asian crises, which revealed further vulner-
abilities in national and international financial systems.
In April 1998, finance ministers and central banks gov-
ernors of a group of 22 systemically significant econo-
mies (G22) met in Washington to discuss the causes that
triggered the Asian crisis in 1997/98 and the reforms
needed to contribute to crisis prevention and resolution.
The reports of the three working groups, which were
established by the G22, stressed the importance of

(') International financial architecture can be thought of as the institutional
framework and set of measures at an international level associated with the
prevention and resolution of financial crises.

strengthening the international financial system through
reforms in three key areas: (i) enhancing transparency
and accountability; (ii) strengthening domestic financial
systems; (iii) managing international financial crises.

The end of reform debate has not yet been reached but
there has been considerable progress. Whilst not claim-
ing to be exhaustive, this section focuses on key reform
efforts that have been undertaken in the wake of the
financial crises in the 1990s to strengthen the interna-
tional financial architecture (?). For this purpose, reform
efforts have been grouped into three categories:
(i) strengthening crisis prevention (Section 1.2);
(ii) strengthening crisis management (Section 1.3);
(iii) strengthening the international institutional set-up
(Section 1.4).

1.2.  Strengthening crisis prevention

Given that crises are costly both for the countries con-
cerned and for the international system, many efforts
have been devoted at the international level to strengthen
crisis prevention, i.e. ex-ante measures to improve mar-
ket participants’ risk assessment, strengthen market dis-
cipline and thereby minimise the risk of financial crises.
The key elements comprise in particular: the greater
focus of IMF surveillance on crisis prevention, increased
transparency, and the promotion of best practices for
sound domestic financial systems.

IMF surveillance

While preventing crises first calls for countries’ own
efforts to strengthen their policies and institutions, IMF
surveillance plays an important role in promoting these
efforts, in particular by detecting and heightening aware-
ness of vulnerabilities and by anticipating threats to the
financial stability of member countries. In response to a
changing global environment, the scope of IMF surveil-
lance has expanded from a relatively narrow focus on
fiscal, monetary and exchange rate policies to a broader

(*>) For a detailed analysis of the main proposals for reforming the interna-
tional financial architecture as a response to global financial crises see
European Commission (2002).
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purview encompassing external vulnerability assess-
ments, external debt sustainability analysis, financial
sector vulnerabilities, and structural and institutional
policies that have an impact on macroeconomic condi-
tions. Greater attention is also being given to appropriate
policies towards exchange rates and capital account lib-
eralisation.

Increased transparency

In addition, the IMF now discloses most of its country
documents and policy papers, and is encouraging and
promoting increased transparency by its member coun-
tries. There is now a presumption that IMF reports on
Article IV consultations and Fund programmes are pub-
lished. For example, more than half of these reports,
including those for the EU countries, are currently being
posted on the IMF website. In response to the Asian cri-
ses, which had revealed serious deficiencies in the avail-
ability of reliable statistics, the IMF has also developed
data dissemination standards. The IMF’s special data
dissemination standard (SDDS) of economic and finan-
cial data has become a widely recognised benchmark to
which a large and increasing number of countries have
subscribed (). At present, 61 countries, including mem-
ber countries of the euro area, subscribe to the IMF’s
special data dissemination standard (SDDS) and 78 to
the less demanding general data dissemination standard
(GDDS).

International standards and codes for sound financial
systems

More broadly, in the aftermath of the financial crises of
the late 1990s, the international financial community has
promoted the adoption and implementation of interna-
tional standards and codes, i.e. widely accepted good
principles, practices, or guidelines in the economic and
financial area, that have been developed by a wide range
of standard setters (?). There has been increasing recog-
nition that standards are yielding both national and inter-
national benefits. They are helping to:

(") The special data dissemination standard (SDDS) was established in 1996
to guide countries that have, or that might seek, access to international cap-
ital markets in the dissemination of economic and financial data to the
public. And the less demanding general data dissemination standard
(GDDS) was established in 1997 to guide countries in the provision to the
public of comprehensive, timely, accessible, and reliable economic, finan-
cial, and sociodemographic data.

(?>) These economic and financial codes and standards have foremost a moral
force in that there is no international ‘hard law’ that requires compliance.
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e strengthen domestic financial systems by encourag-
ing sound regulation and supervision, greater trans-
parency, and more efficient and robust institutions,
markets, and infrastructure;

e promote international financial stability by facilitat-
ing better-informed lending and investment deci-
sions, improving market integrity, and reducing the
risks of financial distress and contagion.

The Financial Stability Forum (FSF) has published a
compendium of standards with over 60 economic and
financial standards of best practices that are internation-
ally accepted as pertinent to preventing financial cri-
ses (}). Twelve of them have been highlighted by the
FSF as key for sound financial systems deserving prior-
ity implementation. As shown in Table 1, these 12 key
standards cover transparency standards (data dissemina-
tion, fiscal policy transparency, and monetary and finan-
cial policy transparency), financial sector standards
(banking supervision, securities regulation, insurance
supervision, payment and settlement, anti-money laun-
dering and combating the financing of terrorism), and
market integrity standards (corporate governance,
accounting, auditing, and insolvency). Each standard is
issued by the appropriate standard-setting body. The
IMF and the World Bank have developed a framework
for monitoring member countries’ observance of these
12 key standards, working in cooperation with national
authorities, standard-setting agencies, and other interna-
tional bodies.

Reports on the observance of standards and codes
(ROSCs), introduced by the IMF in 1999 and jointly pro-
duced with the World Bank, provide summary assess-
ments of member countries’ progress in observing and
implementing the abovementioned 12 key standards and
provide recommendations on how implementation could
be further improved. ROSCs are prepared and published
at the request of the member country. They are used to
help sharpen the institutions’ policy discussions with
national authorities, and in the private sector (including
by rating agencies) for risk assessment. ROSCs covering
the financial sector (i.e. banking supervision, securities
regulation, insurance supervision, payment and settle-
ment systems, and market integrity) and monetary and

(®) For the Financial Stability Forum (FSF), created in 1999 to promote inter-
national financial stability through information exchange and international
cooperation in financial supervision and surveillance, see section on the
institutional set-up.
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Twelve key standards for sound financial systems

Subject area

Key standard

Issuing body (')

Transparency standards

Data dissemination Special data dissemination standard (SDDS) IMF
General data dissemination standard (GDDS) ()
Fiscal policy transparency Code of good practices on fiscal transparency IMF
Monetary and financial policy transparency Code of good practices on transparency in monetary and financial IMF
policies
Financial sector standards
Banking supervision Core principles for effective banking supervision BCBS
Securities regulation Obijectives and principles of securities regulation 10SCO
Insurance supervision Insurance core principles 1AIS
Payment and settlement Core principles for systematically important payment systems CPSS
Recommendations for securities settlement systems CPSS/IOSCO
Anti-money laundering and combating the financing Forty recommendations of the financial action task force (FATF); FATF
of terrorism (AML/CFT) eight special recommendations against terrorist financing
Market integrity standards
Corporate governance Principles of corporate governance OECD
Accounting International accounting standards (IAS) (3) 1ASB (%)
Auditing International standards on auditing (ISA) IFAC (%)
Insolvency Principles and guidelines for effective insolvency and creditor rights World Bank

systems (%)

(") The standard setting bodies are: IMF (International Monetary Fund); OECD (Organisation for Economic Cooperation and Development); IASB (Inter-
national Accounting Standards Board); IFAC (International Federation of Accountants); CPSS (Committee on Payment and Settlement Systems);
I0SCO (International Organisation of Securities Commissions); FATF (Financial Action Task Force); BCBS (Basel Committee on Banking Supervi-
sion); TAIS (International Association of Insurance Supervisors).

(*>) Economies with access to international capital markets are encouraged to subscribe to the more stringent SDDS and all other economies are encouraged

to adopt the GDDS.

(® Relevant international accounting standards are currently being reviewed by the IAIS and IOSCO.
(*)  The International Accounting Standards Board (IASB) and the International Federation of Accountants (IFAC) are distinct from other standard-setting

bodies in that they are private-sector bodies.

(®) The World Bank is coordinating a broad-based effort to develop a set of principles and guidelines on insolvency regimes. The United Nations Commis-
sion on International Trade Law (Uncitral), which adopted the Model Law on Cross-Border Insolvency in 1997, will help facilitate implementation.

Sources: FSF, IMF, World Bank.

financial policy transparency are usually prepared within
the framework of the financial sector assessment pro-
gramme (FSAP). The FSAP, a joint IMF and World
Bank effort introduced in May 1999, aims to increase the
effectiveness of efforts to promote the soundness of
financial systems in member countries. Supported by
experts from a range of national agencies and standard-
setting bodies, work under the programme seeks to iden-
tify the strengths and vulnerabilities of a country’s finan-
cial system, determine how key sources of risk are being
managed, ascertain the sector’s developmental and tech-
nical assistance needs, and help prioritise policy
responses. The FSAP also forms the basis of financial
system stability assessments (FSSAs), in which IMF
staff address issues of relevance to IMF surveillance,

including risks to macroeconomic stability stemming
from the financial sector and the capacity of the sector to
absorb macroeconomic shocks.

Countries’ participation in ROSCs, as well as FSAPs, is
voluntary, and the assessments are conducted taking into
account countries’ different economic circumstances
and stages of development. The assessment of countries’
observance of standards by the IMF and the World Bank
is focused on providing feedback to national authorities
that can help them identify and address weaknesses in
the policy and regulatory environments that could other-
wise cause, or worsen, shocks and crises. The provision
of information by countries on the observance of stand-
ards is important to the conduct of comprehensive anal-
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ysis under IMF surveillance. The aim is not to rate mem-
ber countries or engage in pass/fail tests. Rather, it is to
engage and assist country authorities in addressing areas
where progress is needed, taking into account their pri-
orities for economic and financial reform and institution
building. ROSCs and ROSC updates, though voluntary,
provide a systematic and structured way of organising
and presenting information on standards assessments,
which, together with FSAPs, help to guide and inform
the IMF’s surveillance process (1).

Limitations of transparency

Although there is broad recognition that transparency is a
precondition for well-functioning markets, since it facili-
tates better risk assessment and management and hence
strengthened market discipline, increased transparency
also has its limits. Perfect information is an illusion. The
existence of information asymmetries in financial markets
is a well-known fact of financial life since a borrower,
whatever the standards and his willingness to respect them,
will always be better informed about his situation than his
creditors. Standards can also sometimes induce perverse
behaviour by creating a false sense of confidence and/or
introducing a bias towards some type of capital flows or in
favour of some specific countries without proper risk
assessment. Moreover, standards and codes are not value-
less and political differences continue to exist about what
they should cover, how normative they should be and how
they should be implemented and/or enforced. Finally,
increased transparency has also been associated with con-
cerns that the availability of information to all market par-
ticipants on (actual or potential) vulnerabilities might actu-
ally precipitate financial crises, and that the policy
dialogue between the IMF and its members might become
less frank and candid. Indeed, the publication policy of the
IMF has been affected by these concerns. So far, proposals
for mandatory publication of IMF staff reports or manda-
tory participation in (and publication of) ROSCs or FSAPs
have failed to find broad support.

Other crisis prevention mechanisms

In response to the rapid spread of turmoil through global
financial markets during the Asian crisis and its aftermath,
the IMF established its contingent credit lines (CCL) in

(") As of end-March 2005, 624 ROSC modules had been completed for a mix
of 119 industrial, emerging market and developing countries, of which 468
ROSC modules for 110 countries have been published with the consent of
the countries concerned; by the same time, FSAPs have been completed
for a mix of 87.
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April 1999 as a crisis prevention mechanism, intended to
deter speculative attacks and financial contagion. The
CCL provided member countries with demonstrably
strong economic policies a precautionary line of credit
(for up to one year with an amount expected to be typi-
cally in the range of 300-500 % of the member’s quota)
which would be readily available against balance of pay-
ments problems that might arise from international finan-
cial contagion (?). While other IMF facilities provide
loans after countries experience balance of payment prob-
lems, the CCL aimed at preventing those problems by
offering ex ante eligible countries a seal of approval for
their economic policies and thereby helping markets to
appropriately discriminate among debtor countries. How-
ever, despite several attempts to make the CCL more
attractive, the facility remained unused, and the CCL was
allowed to expire in November 2003. A number of factors
may have discouraged the use of the CCL (®): (i) poten-
tially eligible countries may have feared that a CCL
request might be perceived by financial markets as a sign
of weakness rather than strength (‘entry problem’);
(ii) these countries may also have feared that a termination
or non-renewal of a CCL might be perceived by financial
markets as indicating a downgrading of their policies by
the IMF (‘exit problem’); (iii) there had been some uncer-
tainty about whether Fund resources under a CCL would
in fact be readily available in the event of need, as the
release of funds would require executive board approval;
(iv) among the Fund’s existing instruments, precautionary
arrangements were considered as a potential alternative to
CCL without incurring its disadvantages (*).

Other proposals in the area of crisis prevention have
been put forward, in particular the introduction of cur-
rency transaction taxes as addressing undesirable exter-
nalities such as excessive short-term capital movements
or excessive exchange rate volatility (°). However, no

(®>) In order for a member to be eligible for the CCL, the following four crite-
ria had to be met: (i) an absence of need for use of Fund resources from the
outset; (ii) a positive assessment of policies by the Fund, taking into
account the extent of the member’s adherence to internationally-accepted
standards; (iii) constructive relations with private creditors, with a view to
facilitating appropriate involvement of the private sector, and satisfactory
management of external vulnerabilities; (iv) a satisfactory economic and
financial programme, which the member stands ready to adjust as needed.

(®) See IMF, Review of Contingent Credit Lines, 11 February 2003.

(*) Precautionary arrangements are conventional IMF arrangements where the
member has expressed its intention not to make purchases. This statement
is not a binding commitment and the arrangement retains its character as
an instrument to provide a member with an assurance of access to Fund
resources should the need arise.

(°) For a detailed analysis see European Commission (2002). Within the
ongoing debate on financing for development, proponents of currency
transaction taxes have emphasised their potential capacity to generate pub-
lic revenue.
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agreement has been achieved in the international com-
munity on such taxes, since views on their economic
merits vary. Indeed, there are reasonable doubts with
regard to the validity of the main arguments generally
invoked for introducing such taxes. In particular, it has
not been demonstrated that such taxes reduce exchange
rate volatility. By reducing the volume of market trans-
actions, liquidity may tighten and, as a consequence,
exchange rate volatility actually may increase instead of
being reduced as intended. To the extent that the func-
tioning of financial markets might be hampered by the
tax, the risk-sharing benefits of deep and liquid markets
might be reduced by its implementation. In addition, a
currency transaction tax might not help prevent specula-
tive attacks, as the potential gains from speculation dur-
ing a currency crisis would far exceed the levy from such
a tax. Moreover, given the mobile tax base, such a tax
would 