Chapter 21: International Capital Market

Topics: 

Features of the international capital market

Benefits of capital mobility

Costs of capital mobility and reform of the international financial architecture
1. Features of the international capital market

a) Background

One of the major developments in international macroeconomy over the last 20 years is the rapid growth of the international capital market.  This includes the foreign exchange market that we have talked about already in this course, but it also included trade in other types of foreign assets, such as foreign stocks (equity instruments) and foreign bonds (debt instruments).  It involves all types of transactions recorded in the capital account side of the balance of payments.

For most of the 20th century, countries maintained capital controls: restrictions on the sale and purchase of assets by foreigners. Recall that under the Bretton Woods system, countries were required to maintain convertibility of their currency for current account transactions (purchases of goods and services), but they did not need to allow capital account transactions of the type described above (sales of assets to foreigners.)

It only is in the last two decades that nations have begun to remove these capital controls, and have permitted the international capital market to flourish.

b) Actors (agents) in the market

The primary actors in the international capital market are similar to those we listed earlier as active in the foreign exchange market.

1. Commercial banks are the main actors.  They offer not only deposits in foreign currencies, but are also involved in other activities: making loans to corporations, underwriting issues of stocks – (helping to find buyers at a guaranteed price).  They often prefer international banking to domestic, because foreign laws are less restrictive.  This is sometimes referred to as offshore banking.

2. Corporations can issue stocks or bonds in different countries. It used to be traditional to offer them in the currency where the corporation was based, but they are now offered in different currencies to be more attractive to international investors.

3. Non-bank financial institutions, such as investment banks (which are not really banks at all, but are specialized in underwriting of stock and bond sales by corporations and governments). Also, pension funds and mutual funds have taken to diversifying their portfolios with international assets.

4. Central banks and governments - intervention in foreign exchange market.  Also some governments borrow from private foreign banks

c) Eurocurrencies

Eurodollars are defined as dollar deposits located at banks outside the US.   They were originally most prevalent in Europe, but may now be found all over the world.   These are also called Eurocurrencies, especially if they involve a currency other than the dollar.

This usually involves something like a  foreign bank acquiring ownership of a demand deposit at a U.S. bank, which they can loan out. It acts like a saving and loan institution in the U.S., like, which acquires ownership of a demand deposit in a commercial bank and loans it out.

Eurodollars have become widespread because:

1. Increased volume of trade: foreigners trading with US wanted to hold $ at local banks.

2. Fewer regulations: reserve requirements do not apply, so a bank can lend out and get interest on a larger fraction of deposits.  A Eurocurrency deposit may offer a higher interest rate on $ deposits than a U.S. bank can. Banks often have shell branch offices in Caribbean (although there are now U.S. “Eurocurrency banks”).

3. Political reasons: Countries need $ but fear confiscation in U.S. (OPEC members during oil shock, former Soviet Union, terrorists, etc.)

2. Benefits of International Capital Mobility

a) Intertemporal trade: trading assets for goods

One of the benefits of permitting international trade in assets as well as goods is that it permits countries to borrow from each other, and in effect to trade across time:

Examples:

1. Financing development: Suppose a country discovers oil and wants to raise investment expenditure.  It could lower consumption to generate saving domestically to finance this investment.  But if there is an international capital market to take advantage of, it could borrow from abroad for extra investment, in the form of selling bonds to foreigners, or perhaps selling equity shares in the industry that it is developing.  In the future as the new oil industry generates revenue and net exports, the country can pay back what it borrowed from the rest of the world.  In essence the country is trading across time. It is importing goods now in exchange for exporting more goods in the future.

2. Smoothing consumption over a recession: Another example would be a country in a temporary recession. If output falls, one option would be to lower consumption and maintain a balanced current account. Another option would be to borrow from the rest of the world to maintain consumption near its former level, and then when the recession ends, pay back the debt over time.

b) Portfolio diversification: trading assets for assets

A more diversified portfolio has lower risk. Sometimes the U.S .stock market hit by shocks that lower return on investments there, but do not affect the Japanese stock market (for example) as much.  Or vice versa. So if an investor holds some of each type of asset, the overall riskiness is lower.

Consider first a global oil shock affecting both Japan and the U.S,. then a taste shock in favor of Japanese cars and away from U.S. cars.  See that the diversified portfolio has the advantage that it can cancel out asymmetric shocks, lowering the overall risk.

(Draw diagram on board; also example on pp. 644-5)

c) Mixed evidence: How integrated are capital markets

Intertemporal trade: national saving rates tend to be highly correlated with national investment rates.  This suggests that countries do not take (much) advantage of the global capital market.  When they want to invest in new projects, they rely mainly on higher domestic saving, rather than borrowing abroad.

One counterexample is the U.S. current account deficit. The fact that we ran a large current account deficit in the 1980’s shows that we were using the global capital market to finance a temporarily large government expenditure without cutting back on domestic consumption.

Portfolio diversification: there is somewhat less diversification than one would expect.  As the U.S. represents about 30% of world wealth, fully-diversified investors (whether U.S. or otherwise) would hold 70% of their wealth in foreign assets.  While this was only 6% (4%) in 1970, it increased to 22.5% (27.8%) in 1996, and is most likely still increasing. When one considers that many goods are non-tradeables, this is getting to be a substantial percentage.

Interest rate parity failure: Another test of integration in national capital markets is whether people are willing to buy a foreign asset instead of a domestic one whenever the foreign one has a higher rate of return. This is the international arbitrage that we talked about when developing the theory of interest rate parity. If domestic assets must compete with foreign ones for investors, they should deliver the same expected return:

R$ = REU + (Ee$/EU - E$/EU)/ E$/EU + RP

The fact that this condition fails in the data may indicate global capital markets are not well integrated.  But recall that an alternative explanation would be that markets are integrated, but there is a risk premium involved.

3. Costs of capital mobility and reform of the international financial architecture

a) Mobile capital can be destabilizing:

Speculators take advantage of international capital mobility to launch attacks, exacerbating currency crises.  In the past, countries had regulations that prevented foreigners from buying and selling assets on short notice.  Without these restrictions, it is easier to sell off assets in the country and take your capital out.

Many crises were also made worse by the fact that domestic residents who feared the oncoming crisis could get their own capital out of the country.  So they too sold their domestic currency assets and bought assets abroad.  This capital flight hastened the crisis. 

International capital mobility facilitates speculative attacks and makes it very hard to maintain a fixed exchange rate regime.  If a country’s monetary policy is too expansionary, the speculative pressures in the private foreign exchange markets will lead to a devaluation.  During some earlier periods of fixed exchange rate regimes, countries controlled these pressures with capital controls, which prohibited purchases/sales of foreign assets.

Economists view this as a trilemma: Of the following three things:

1. Exchange rate stability

2. Monetary policy autonomy

3. Freedom of capital movement

it is only possible to have (at most) two at one time.  

b) Regulating International Banking
One cost of deregulating international financial transactions is that it becomes harder for countries to enforce domestic banking regulations.  The financial health of banks depends on the confidence of customers.  Because many assets are not very liquid, even if a bank can cover deposits if given time, it can’t do so if everyone comes at once to claim their deposits (a bank run).  

Banking regulation helps maintain confidence in banks, by requiring that banks retain adequate reserves, by making sure the bank is not undertaking ventures that are too risky, and by serving as a lender of last resort if the bank gets into trouble.

Bank regulation is problematic with international capital mobility:

1. Can’t impose reserve requirements on foreign branch of bank.

2. Not clear who is responsible for bank examination

3. Not clear who should be lender of last resort.

Example: BCCI scandal (Bank of Credit and Commerce International)

Operated 20 years without government supervision. Specialized as conduit for secret and illegal transactions activities: drug money or arms shipments.  Clients included drug cartels and CIA  In 1991, 62 countries in which BCCI operated work together to close BCCI down.

Regulatory problems also promote currency crises

Asian crises case: The Asian currency crisis was in part due to poor domestic bank regulation.

International contagion of crises: Such problems are also contagious.  In part this is due to the fact the financial markets in these countries were linked together through the international capital market. (Korean firms owned firms in Thailand, which owned firms in Brazil, etc.)

c) Reforming the international financial architecture

As a result of the currency crises of recent decades, there has been pressure to reform the way the international capital market works.

1. Restore some capital controls:

Some suggest that the global capital market must be controlled by restoring some of the capital controls removed in the past, especially for countries with more fragile domestic financial markets.

This might include taxes on investors trying to sell off their assets in a country, or a mandatory waiting period to slow down the process.

2. Greater international coordination

Others say we can deal with the costs of capital mobility.  To improve bank regulation, we need international institutions to provide bank supervision and lender of last resort functions to international banks.  

To deal with rapid and large capital outflows that can cause a currency crisis, we need the IMF or a new institution to respond more quickly and with greater funds to prevent the country from running out of reserves.

Some say we need international institutions that can handle a country going bankrupt, similar to how U.S. law handles the bankruptcy of a domestic firm in a fairly orderly way.

This is the dilemma that faces the international macroeconomy.  We see the benefits of globalization in financial markets, which have grown rapidly, and it is hard to turn back the clock.  But we also see how the growing beast poses real dangers, and how it can be very hard to control.  In part this is why we currently see experimentation by countries in ways to deal with this, such as currency unions, currency boards, and dollarization.
