BIS ECONOMIC PAPERS
Neo. 30 - April 1991

CAPITAL FLOWS IN THE 1980s:
A SURVEY OF MAJOR TRENDS

by
Philip Turner

BANK FOR INTERNATIONAL SETTLEMENTS
Monetary and Economic Department
BASLE






Table of Contents

Introduction . . . ... ... . e 9
. Comparison with the pre-1914 gold standard .. ... ... 13
Goldstandard . ... ... . . .. e 14
Limited range of financial assets .. ... ............. 17
Long-term investment inreal assets . ... ... ... ...... 18
1I. Keytrendsofthe1980s .. ............... . .... 21
Declining flows to developing countries . .. ... ....... 21
Lower saving in capital-importing countries . . .. ... .. .. 26
Explosion of aggregate flows . ... ..... ... ........ 27
Increased foreign direct investment (FDI) . ... ... ..... 30
“Securitisation” of capital flows? ... ... ... ... . .... 33
Statistical caveals . ... ... ... . . . e 34
ITY. Foreign directinvestment . . . ..... ... .......... 39
Inflows . . .o e 39
Outflows . ... . e 46
Causes . . o e e e e 48
IV. Portfolioinvestment . ... ....... .. . ... ..... 51
Equities . ... e e 53
Bornds . .. e 57
Publicsector .. ... ... . . . e 64
Role of financial institutions . . .. .. ........ . .c.... 65
V. Short-termbank flows . .. ... ... .. ... ... ... 73
VI. Officialintervention . ... .. ..... .. ... ......... 80



VIL. Approaches to capital-account analysis in the 1980s . ... 83

Meade’s two distinctions ... ... ... ... ... . .. .. ... 83
Temporary versus permanent flows: volatility . ... .. ... 86
Autonomous versus accommodating flows:

a simple statistical fest . .. .. .. ... . ... . ... . ... 89
Categorising capital flows . . .. ... ... .. ... ... .... 94
Direct investment and the sustainability of imbalances . . .. 95
Other capital-account items . . .. .. .. ... . ..., 100

Conclusions . .. ... ... .. . 162
Statistical appendix . .. ... ... ... .. .o 109
Bibliography ... ... 113



D OO0 1 Oy Lh

18.
19.
20.
21,
22.
23.
24.
25,

26.

Tables

. UK interest rates and foreign investment under the gold

standard .. ... e e e e

. The variability of inflation and interest rates under

different international monetary regimes .. ........

. Growth in capital-exporting and capital-importing

(10100 ¢ 15 1 (<R AN

. Capital inflows in the industrial and developing countries .
. Bank flows to developing countries .. ... ..........
. Non-bank deposits from LDCs with BIS reporting banks .
. US portfoliotransactions . . ............ ... . . ...,
. Estimated net lending in international markets . . ... ...
. Gross capital flows of fourteen industrial countries . . . . .
10.
. World statistical discrepancies and other aggregates
12.
13.
14.
15.
16.
7.

Errors and omissions for some countries ... .. .... ...

Global distributionof DI . .. ... .. ... .. . ...
FDI in industrial countries . . ... ... ... vu oo
Activity of foreign non-bank affiliates in the United States
Japanese FDI bysector . ... ... . . v oy
Cross-border mergers and acquisitions .. ...........
Indicators of portfolio investment in developing and
developed countries .. ... ...
Aggregate international transactions in equities . ... ...
Equitiesinvestment flows . . . ... ... .. oL
Globalbondmarkets . . . ... ...ttt
Bond investment flows .. ... ... ...
External bond issues, by type ... ... ... ..
Public sector investment flows . . ... .
Foreign penetration of national government bond markets
Institutional investors’ holdings of foreign securities as a
percentage of their total securities holdings . . .. ... ..
Net short-term banking flows . .. .. ... ... ... . ...,



27.
28.

29.
30.

31

34.

35.
36.

Banks’ foreign and domesticassets .. .............
Changes in foreign currency bank loans to non-bank
residents . ... ... .
Net official monetary movements . . . ... ...........
Official financing of major current-account imbalances . .

. Variability of net capital flows .. ... .. ...........
32.
33.

Standardised variability of gross capital flows ... .....
Sensitivity of individual capital-account items to financing
TEQUITEMENLS . . . v e e e e e
Banking flows and financing requirements: focal currency
versus foreign currency denomination ... .........
Capital flows and Meade’s criteria . . ... ...........
Direct investment flows and major current-account
imbalances .. ....... .. .. ..

Annex:
Al. Classification of capital-account items . . . ... .......



=2}

Graphs

. Aggregate current-account imbalances and gross capital

oUtfloOWs . .. e

. Capital inflows to the industrial and developing countries .
. Saving and investment in capital-importing and capital-

gxporting countries: United States and Japan . ......

. Saving and investment in other capital-importing and

capital-exporting countries . ... ... ...

. Gross fixed investment and foreign direct investment . . . .
. Netinternational bank lending . ... ... ... ... .. ..
.Grosscapitaloutflows . .. .. ... .. ... .. ......

10
22

27






CAPITAL FLOWS IN THE 1980s:
A SURVYEY OF MAJOR TRENDS*

Introduction

The 1980s were marked by the emergence of persistent current-
account imbalances on a scale not seen since before the First World
War. Up to 1982 the sum of larger industrial countries’ imbalances -
calculated simply by adding all surpluses and deficits together,
ignoring the sign - never went above $100 billion a year and was
normally below $50 billion. Thereafter this aggregate climbed
steeply, exceeding $300 billion (more than 2% of aggregate GNP} by
the second half of the decade. A comparable calculation for gross
capital outflows reveals a still steeper progression (Graph 1).

Indeed, gross capital flows continued to expand strongly even
after current-account imbalances reached a plateau. By the end of the
decade, gross capital flows had risen to about $600 billion, almost
double the size of aggregate current-account imbalances. Although
preliminary and incomplete estimates for 1990 suggest a sharp
reversal from the previous year, gross capital flows remain large.
Another indication of the greater guantitative importance of
international capital transactions is the rapid growth in foreign
exchange trading - which more than doubled between 1986 and 1989,
a rate of expansion much faster than that of international trade in
goods and services. By 1989, global foreign exchange trading is

* 1 am grateful to Stephan Arthur, Angelika Donaubauer and Walter Hacusermann
for statistical help and advice. Klaus Brodhage's assistance with BIS international
banking statistics is also acknowledged with thanks. 1 am indebted to those at central
banks and other institutions who provided me with updaied data. For comments and
suggestions, thanks are aiso due to Julian Alworth, Palle Andersen, Svein Andresen,
Gunter Baer, Richard Benzie, John Bispham, Horst Bockelmann, Helmut Mayer and
Jozef Van 't dack. Any errors which remain are my own responsibility,
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Graph 1

Aggregate current-account imbalances and gross capital outflows!
In billions of US dollars; annual averages

Current-account imbalances 600

600 -
Gross capital outflows 2

1975-79 1980-84 1985 1986 1987 1988 1989 19903

1 Of fourteen industrial countries, viz. the Group of Ten couatries plus Australia, Austriz and
Spain.  ?Sum of direct investment, portfolio investment and long-term bank lending,
3 First three quarters only, at an annual rate; for some countries data are partly estimated.

Sources: IMF Balance of Payments statistics and national sources.

estimated 1o have amounted to $650 billion daily, almost forty times
the average daily value of world trade.! This suggests that most
foreign exchange transactions must have been driven by international
capital flows in the wake of liberalisation.

Up to the 1970s there were extensive controls on capital
movements in most major industrial countries. Indeed, the Bretton

' This is based on the survey of foreign exchange activity reported in Bank for
International Settlements (1990a). See also the discussion in Bank for International
Settlements {1990c}), pages 208-211.
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Woods Agreement, which enjoined signatories to avoid restrictions
on current external payments, specifically allowed controls on
international capital movements under Article VI, Although the
1950s saw opinion shift in favour of greater freedom of capital
transactions (as witnessed, for example, by the OECD’s adoption of
a Code of Liberalisation of Capital Movements in 1961), balance-of-
payments imbalances in the 1960s led to a retightening of a number of
restrictions.? Among the most important were US measures to
control capital exports and measures taken by current-account
surplus countries to limit capital inflows.

Moreover, the private capital movements that could occur tended
to be driven to an important extent by expectations of exchange rate
realignments. Because such expectations were in turn driven by
current-account developments, deficii countries were usually
confronted with capital cutflows, and surplus countries with inflows,
that compounded the initial external disequilibrium.

As some controls were gradually eased during the 1970s, private
capital continued to flow from deficit to surplus countries. Even with
the advent of floating exchange rates in 1973, private flows still
tended to compound, rather than offset, current-accouni imbal-
ances: surplus countries typically faced sizable ex ante private capital
inflows that led to currency appreciation far greater than most
observers would have expected before the onset of floating.3
Likewise, downward exchange rate pressure was exacerbated by
capital outflows in deficit countries.

Violent swings in exchange rates intensified inflationary pressures
in some countries and put an intolerable burden on the traded goods
sector in others. It is not surprising that such external pressures often

? For a review of Lhe changing official stance vis-&-vis capital movements since the
Second World War see Lamfalussy (1981).

3 Before floating, many, and perhaps most, economists expected adjustment under
flexible exchange rates to be a good deal smoother than under the “pofitically
contaminated” fixed rate system as persistent misalignments could be avoided and
actual changes in parities small and gradual. On this, see McKinnon {1979}, especially
Chapter 7.

11



triggered changes in domestic policies that were not always desirable
on domestic grounds - especially, perhaps, in surplus countries.
During this decade, then, private capital flows tended to magnify
current-account disequilibria, and so intensify the external pressures
on economic policy 4

The gradual erosion of controls on international capital
movements in the 1970s gave way to virtually outright abolition in the
1980s (1979 in the United Kingdom) in those major countries that had
not already abolished restrictions. By the end of the decade, private
residents of all major and most smaller industrial countries enjoyed
almost complete freedom to acquire foreign assets.’ At the same
time, far-reaching technological innovations dramaticaily reduced
the costs, while increasing the speed, of international commu-
nications and financial transactions. These developments paved the
way for a growing range of innovative financial instruments. To
paraphrase one observer, the world monetary systemn underwent
three revolutions all at once - deregulation, internationalisation and
innovation.b

With the explosion of flows that resulted, capital movements
came more and more to have a life of their own. Certain powerful
trends proved capable of sustaining net capital movements in the
same direction for many years. Quite unlike the experience of the
1960s and 1970s, countries with large current-account deficits could
continue to attract foreign capital, thus weakening external pressures
for policy adjustment, This new situation is rather reminiscent of the
pre-1914 period when large net capital movements, and thus current-

4 One review of international experience of macro-economic policy during this
period concluded that it was almost always external pressures (usually in the form of
exchange rate pressure) that forced changes in economic policy, and not the perception
that domestic policies were inappropriate or unsustainable. See OECD (1988).

“The main exception is that financial institutions’ investment abroad remains
regulated in & number of countries, a point exptored in more detail on pages 65-72 below.

¢ Lamfalussy (1985), who noted that western financial systems in the 1980s faced
four interconnected evolutionary processes — disinflation, as well as international-
isation, innovation and deregulation.
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account imbalances, persisted for many years.” In the eyes of some
observers, the 1980s have seen this “classical” position restored - with
capital movements determining current-account imbalances. The
analogy with the pre-1914 period is telling, not least because it helps
to bring some key characteristics of the last decade into sharper
focus.

After exploring the historical parallels with the gold standard
period (Section I), the present survey provides an overview of the
major characteristics of capital flows during the 1980s (Section 1I).
Subsequent sections look in greater detail at the main components:
foreign direct investment, portfolio investment, short-term bank
flows and official intervention. A penultimate section asks some
simple questions: which categories of capital flows are more volatile?
Are some capital flows more autonomous than others? Not
surprisingly, these guestions have no unambiguous answers. Some
tentative implications for the future are drawn in the final section.

I.
Comparison with the pre-1914 gold standard

Current-account imbalances - and the associated capital flows -
in the years before 1914 were actually larger, measured in relation to
GNP, than in the 1980s. During the period 1880 to 1913, the United
Kingdom's current-account surplus averaged some 432% of GNP
annually, vielding a stock of net external assets reaching about
130-140% of GNP by the eve of the First World War. The
Scandinavian countries ran deficits of around 214% of GNP, and
capital inflows to Australia and Canada were larger stifl.® Latin

" For a prominent statement of the similarities between the present time and the
1880-1914 peried, see Lawson {1989). Going further back, Zevin (1989) suggests there
is circumstantial evidence that financial markets in north-west Europe were already
integrated by the early cightcenth century.

8 Imlah (1958), Mitcheli (1988) and Bayouns (1990),
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American countries were also major capital importers. However,
three features of the pre-1914 landscape radically distinguish that era
from the 1980s.

Gold standard

The first characteristic relates to the international financial and
monetary regime.® From about 1880 to the outhreak of war in 1914
most major countries were on the gold standard, implying, of course,
that exchange rates were fixed. The currency of denomination of
capital flows was relevant only to the extent that there was a risk that
events would force a particular country “off gold”. But during this
period few developed countries were ever forced off gold.!0 With
the exception of two or three isolated episodes, when the markets
came to doubt the credibility of a particular country’s gokd standard
commitment, short-term capital movements were therefore not
generally dominated by expectations of exchange rate changes - quite
different from experience after the First World War. !

Confidence that this system of fixed exchange rates would be
maintained meant that short-term capital flows were highly interest
rate elastic: only relatively small interest rate differentials were
typically needed to produce the required short-term flows to finance
any incipient imbalance. Short-term interest rates usually remained
in the 2 to 6% range in major European countrics. Although the

? Argy (1981} provides a useful concise summary of the history of exchange rate
regimes from the gold standard to the first oil shock,

0 Ttaly was forced off gold in 1891, Latin American countries were often forced off
goid during the late nineteenth century - but their borrowing was usually denominated
in foreign currency.

1 The three main episodes when gold standard currencies came under pressure
from speculative short-term capital movements were in 1893-4, when the US dollar
came under pressure (worldwide depression, banking crises and bimetallist sentiment);
in 19056, when Russian inflation after the Russo-Japanese War led o a large-scaie
flight of capital; and during [911-14 when Germany faced short-term outflows. Such
rather isolated episodes did not shake underlying confidence in the viability of the
system. See Bloomfield (1963).
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Table 1
UK interest rates and foreign investmen{ under the gold siandard

Rate of Yield on Short-term interest rate? Average
inflationt | Consols rate of
Peak {Date) Number | corurn on
of days external
at peak assets?
1881-90 . .. -0.7 2,77 & (30.1.82} 24 5.0

(30.12.89) 52
(7.11.90} 27

1891-1900 . . 6.7 2.32 6 (30.11.99) 4] 4.5
1901-13 . .. 6.5 2.96 6 (19.10.06) 90 5.0
7 (7.11.07} 56

I Deflator for GDP at factor cost.

 Bank rate.

3 Defined as net investment income as a percentage of the stock of external assets.
Scurces: Imiah (1958) and Mitcheli (19388).

Bank of England raised short-term rates readily to limit loss of gold
reserves {unlike some other countries 12), Bank rate rarely reached 6%
and even then remained at that level only for a matter of days
{Table 1). The high interest rate elasticity of capital flows helped to
limit the variability of short-term interest rates,

This was achieved despite the relatively high year-to-year
variations in the rate of inflation, the standard deviation of which is
shown in the second column of Table 2. Because inflationary periods
were followed by deflation, with prices actuaily falling, the average
inflation rate during the period as a whole was negligible ~ about
one-tenth of 1% a year in the United Kingdom, the main financial
centre, and only a little higher in the United States. One measure of
the variability of short-term interest rates is the standard deviation
of changes in annual averages, shown in the final column of Table 2:

12 Other Buropean countries relied rather less on varying interest rates. France
sought 1o maintain stable short-term interest rates by maintaining large gold reserves;
both France and Germany resorted to non-market devices to deflect pressures from
their goid reserves. See, e.g., Ford (1989),
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Tabie 2
The variability of inflation and interest rates under different
international moneiary regimes

Inflation rate Long-term Short-term
interest rate interest rate
Average | Standard | Average | Standard | Average | Standard
deviation® devialion*® deviation®
A. United Kingdom
Gold standard 1881-1913 . . 0.1 2.2 2.7 0.1 2.8 Q
Bretten Woods 1950-70 . .. 4.0 2.2 5.6 Q.5 4.4 1.0
Floating 1973-9¢ . . . ... .. 10.2 5.5 12.0 1.5 10.6 2
B. United States
Goid standard 18811913 . . 0.4 3.8 4.4 0.2 4.1 1.4
Bretton Woods 1950-70 . .. 2.9 1.4 4.0 0.4 3.2 0.8
Floating 197390 , . ... ... 59 1.6 9.4 1.4 8.0 1.9

Note: This table foliows McKinnon {1989),
* The standard deviation of the first differences of annual averages.

The following serics were used (all interest rates are annual averages):

United Kingdom United States

Inflation rate GDP price deflator GNP price deflater from §950;
GDP price deflator from 1889 o
1950; the Federal Reserve Bank of
New York cost-of-living

index from 188( to 1889

Long-term interest rate Yield on Consols up to 1960; Yield on American raitroad bonds
yield on 20-year government 1881-1913; yield on 10-year
bonds 1961-90 Treasury bonds 1950-90
Short-term interest rate Rate on 3-month bank bills Stock exchange 90-day loans
up to 1960; 91-day Treasury 1890-1913 {no earlier estimated];
bills 1961-90 3-month Treasury bills 1950-90

Sources: UK Central Statistical Office, US Department of Commerce and Mitchell {1988).

in the United Kingdom under the gold standard it was only 0.8
percentage points, as it was in the United States under Bretton
Woods, when the dollar had become the key currency. B3

The fact that short-term capital flows were highly interest rate
elastic ensured that short-term interest rates were closely correlated

1 The standard deviation of changes in the rate of inflation eliminates any trend
and is a better measure of volatility than the simple standard deviation.
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internationally.’* Perhaps of greater significance, nominal long-term
interest rates in the major international cenires (Belgium, France,
Germany, the Netherlands, the United Kingdom and the United
States) did not diverge from each other by more than one percentage
point. Because prices in different countries also tended to move
together, there was a marked tendency for real rates of return to be
equalised internationally.

Limited range of financial assets

A second, and partly related, feature of capital flows in the late
nineteenth century was the extremely limited range of financial assets
even in domestic markets. The fact that most trade and capital
movements were denominated in sterling {or in another gold standard
currency) reduced uncertainty about the future real value of debts
and credits. This had important consequences:

- low financial uncertainty limited the need for financial diver-
sification and the hedging of risks, an important motive behind
short-term flows today. The relatively high costs of communications
in any case served to impede such activity. Accordingly, there were
not the huge two-way flows of capital that have marked the 1980s:
gross flows appear to have been only little larger than net flows;!s

- the limited range of financial assets may have been one expla-
nation for the remarkable stability of long-term interest rates during
the period.'® The knowledge that short-term interest rates generally
remained in the 2 to 6% range may also have contributed to this
stability.

4 This paragraph draws on McKinnon (1989) (cspecially Figures 1 to 3) and
Eichengreen (1990).

1% Gross UK property income from abroad rose steadily from around £60 million in
1880 to £224 million by 1913; gross preperty income paid abroad rose from £4 million to
only £24 million by 1913, (Source: Mitchell (1988).)

1¢ McKinnon {(1989) suggests that it was harder for international investors to invest
in nonfinancial assets such as real estate: limited possibilitics for arbitrage between real
and financial assets also enhanced the stability of nominal bond yields.
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Just how stable long-term interest rates were under the gold
standard can be seen from Table 2 above; the standard deviation of
annual changes in long-term rates was only around ¢.1 to 0.2
percentage points, a stability not achieved even under Bretton Woods
despite a comparable stability in the rate of inflation.

Long-term investment in real assets

The third characteristic of the large-scale flow of international
capital in the late nineteenth century was that much of it was
long-term in nature, going to finance investment in real assets
(particularly investment in railway companies). Even when it took the
form of investment in financial assets (e.g. the purchase of foreign
government securities), the proceeds were used mainly to finance real
investment.!” With the opening-up of new parts of the globe, large-
scale population movements, free trade and major improvements in
transport, the scope for profitable investment opportunities was very
large.

One indication of the scope for profitable foreign investment at
that time is that real output was expanding twice as fast in capital-
importing countries outside Europe as in capital-exporting countries
in Europe (Table 3). This pattern of capital flows to countries with
rejatively high growth rates weakened appreciably in the inter-war
period and broke down entirely after the Second World War, when
the most rapidly growing areas were no longer capital importers.

The orientation of capital flows towards real investment had two
advantages. First, assets were developed, which helped to finance
debt service and repayment. Secondly, the investment demand
facilitated by the capital inflow typically led to a counterbalancing
deterioration of the current account in the recipient country, where
demand and output rose, leading to an increased demand for
imports, often of the counterpart capital goods themselves. The

P By 1913, about 70% of outstanding UK foreign investment consisted of
government or railway bonds. (Source: Bloomficld (1968}.)
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Table 3

Growth in capital-exporting and capital-importing countries

{average annual growth rate}

19th century capital
exporters
United Kingdom . . .
France . .........
Germany .. ... ..
ftaly
Belgium ... ... ...
Netherlands
19th century capital
imporiers in Europe
Denmark ... ... .
Norway .........
Sweden
19th century capital
importers, other
Argenting
Australia .. ... ...
Brazil
Canada . .. ......
Asia
Japan
SouthKorea . ... ..
Taiwan .........
United States . . .. ...

Memorandum:
current-account
1870-1913] 1913-38 | 1950-73 | 1973.g7 | Dalanceasa
percentage of
GNP/GDP
1880-1913
1.9 1.1 3.0 2.6 4,5
1.6 0.8 5.1 2.2
2.8 2.1 6.0 1.8 1.8
1.5 1.6 5.5 2.4 6.6
2.0 0.9 4.1 1.8
2.3 2.2 4.8 1.8
2.7 2.5 4.0 1.8 ~2.6
2.1 3.0 4.0 4.0 -2.5
2.8 2.7 3.8 2.0 -2.7
6.4% 2.7 3.8 0.8
3.2 1.5 4.7 2.9
3.5 3.9 6.7 4.8
4.1 1.8 5.2 34
2.5 4.1 9.7 3.7
2.0* 3.9 1.5 7.9
1.8% 4.1 9.3 7.8
4.2 1.7 3.6 2.5 0.7

Note: Estimates adjusted to exclude the effects of frontier changes.

* 1900~13 only.

Sources: Bayoumi (1990), Maddison (1982 and 1989), Mitchell (1980) and US Department of

Commerce (1975).

transfer of capital could thus be “requited” without requiring a
change in the terms of trade, allowing the exchange rate to remain

fixed.

Only a rather modest, and remarkably constant, differential over
domestic returns was apparently needed to keep foreign investment

19



flowing in the late nineteenth century. Some indication of this is
provided by statistics on foreign investmentis by the United Kingdom,
which accounted for more than haif of total international investment
during the period. At that time the average return on the United
Kingdom’s long-term overseas investment was around 5%, i.e. about
2 percentage points above the yield on domestic gilts (see Table 1
above). Many factors may explain this ready movement of funds
abroad. As noted, there was little or no exchange rate risk as most
loans were denominated in sterling. Of more importance, perhaps,
was the fact that the risk of default was widely discounted, parily no
doubt because much of the investment went to British dominions,
and partly because of recipient countries’ dependence on the UK
market for their exports. The surveillance and monitoring role of
long-established issuing houses in London did much to ensure the
soundness of loans; this mechanism doubtless played a role in
keeping risk premia relatively low (on this see Salter (1951)). A final
factor may have been that the greater stability in the relative price of
exports of primary commoditics (vis-a-vis manufactured goods) in
the period before 1913 than subsequently reduced the risk of
investing in raw material development and exploitation.!® In some
cases, of course, confidence in foreign investment turned out to be
misplaced: defauits did occur.

'8 For evidence, see Eichengreen (1990}, who suggests that the greater volume of
lending before 19i3 may have refiected the lower incidence of interest rate and
commeodity-price shocks that disrupt the lending process.
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IL.
Key trends of the 1980s

The underlying structure of capital flows in more recent years has
been quite different from the pattern set in the 19th century. Unlike
the earlier period, the 1980s have seen capital movements take
increasingly the form of transactions among industrial countries,
with developing countries left largely on the sidelings. A second
feature is that capital inflows have substituted for declining domestic
savings in capital-importing couniries, instead of providing for
increased investment. A third characteristic is the marked rise in
aggregate “two-way” capital movements, reflecting the much greater
ligquidity and diversity of international assets than under the gold
standard. The fourth trend, most marked in recent years, is the rapid
growth in direct investment, particularly among industrial countries.
Finally, mention should be made of one other frequently cited, but
far from clear-cut, trend: the “securitisation™ of capital flows, with
bonds replacing bank lending. The following sections consider each
feature in turn.

Declining flows fo developing countries

Capital inflows to developing countrigs have remained virtually
stagnant in the 1980s, even in nominal dollar terms {Graph 2).
Moreover, private sector inflows have been weaker still as the relative
importance of public sector inflows (mainly official development
finance) has increased somewhat (Table 4). By contrast, gross inflows
to industrial countries, mostly in the form of private sector flows,
have grown enormously.

In addition, developing countries have suffered a massive
reversal in bank flows. The decline in net bank lending to the major
groups in the developing world is shown in Table 5. The announce-
ment of the Mexican moratorium on servicing external debt was the
turning-point. Total net borrowing from reporting banks, which had
been running at an annual rate of some $28 billion over the period

21



Graph 2

Capital inflows to the industrial and developing countries*
In billions of US dollars; annual averages

700 Industrial countries 700
Developing countries
600 600
500 500
400 400
300 300
200 200
100 100
0

1975-79  1980-84 1985 1986 1987 1988 1589

* Sum of gross inflows, excluding reserve movements.
Source: IMF Balance of Payments statistics.

1979-82, fell to minus $19 billion over the period 1983-90 - a swing
of some $47 billion, almost all in non-OPEC developing countries.
However, part of this decline - particularly after 1988 - reflected
changes in the value of banks’ claims on developing countries due to
various debt-conversion schemes, asset sales and write-offs, and not
capital reflows,

The reduction in net borrowing also reflected increased bank
deposits from developing countries, partly representing the invest-
ment of increased reserves in the Buro-market, but also partly an
indication of capital flight on the part of private residents in

22



Table 4

Capital inflows in the industrial and developing counfries?
(in billions of US dollars, annual averages)

1975-7% 1980-84 1985-89
Industrial countries . .. . ... .. 99.1 175.7 463.3
Publicsector . ........... 21.0 40.1 63.8
Private sector? . ..., ....... 78.1 135.6 399.5
Developing coustries . .. ... ... 52.1 105.5 110.0
Publicsector .. ..., ... .. 321 66.7 74.3
Privatesector2 .. ... ...... 19.9 38.8 35.8

! Sum of gross inflows, excluding reserve movements.
2 Direct and portfolio investment (including government bonds) plus long-term bank flows.
Short-term bank flows are excluded.

Source: IMF Balance of Payments statistics.

Table 5

Bank flows to developing countries!
(inx billions of US dollars)

Changes, adjusted for exchange rate variations Stocks
at end-
Annual Sept.
averages 1990
1985 | 1986 | 1987 | 1988 | 1989 | 19903
1979-11983~
82 902
Total net borrowing? . 28 | -19 6 H 38 | -28 | =59 | -54 93
of which:
OPECs ., ... .. -10 0| -6 23 | <17 -6}1-9 21 -55
Non-OPEC LDCs . 26 | -19 S5 t-I0 | 22 15| -45} -55 44
Eastern Evrope . . . 2 2 3 3 3 4 91 -1 59
Non-reporting
developed countries ol -2 4 0 -2 -l -4 [ 45

' Estimated flows between BIS reporting banks and groups of countries outside the reporting
area.

2 As from 1984 the figures include changes in the positions of banks in Finland, Norway,
Spain, Bahrain and the Netherlands Antilles, as well as all banks in the Bahamas, the
Cayman Isiands, Hong Kong and Singapore.

3 First three guarters of 1990 at actual rate,

s Borrowing minus changes in deposits: a minus sign indicates a net addition to deposits.

s Including, in addition, Brunei, Oman and Trinidad and Tobage, but exciuding Bahrain as
from 1984,

Sources: BIS International banking and financial market developments and historical data.
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Table 6

Non-bank deposits from LDCs with BIS reporting banks!
(in billions of US doliars)

Stocks
1984 | 1985 | 1986 | 1987 | 1988 | 1989 | 19502 aég;'{“
1990
QPEC . ............. 1.4 2.9 |-2.9 2.0 5.8 1102 (-22 76.5
Non-OPEC devcloping
countries . .., ... .. ..., 4.7 1 8.6 | 21 341 7.8 1105 5.1 102.4
of which:
Latin America . ..., .. 37| 65| 10| 25| 57 55 1.2 3.8

Notes: (i} Coverage of non-bank deposits with reporting banks widened significantly from
1983 hence earlier estimates are not reproduced here.

(3i) The country groupings in these tables follow the structure of Euro-currency
statistics: in particular, offshore centres are not including under “developing
countries”.

{iit) For estimates of total deposits (viz. bank and non-bank), sce BIS (1989¢), page
i32.

! Flows at constant end-of-quarter exchange rates.
? First three quarters at actual rate.

Source: BIS futernational banking and financial market developments, various issues.

developing countries. Non-bank deposits from non-OPEC devel-
oping countries rose by $10.5 billion in 1989, the largest increase since
comprehensive records began.!'? About half of this increase was from
Latin America (Table 6). By end-1989, the stock of non-bank
deposits of non-OPEC developing countries was only a little short of
$100 billion. Moreover, the scale of capital flight has probably been
much greater than this figure would indicate. A recent estimate
prepared at the IMF put cumulative capital flight for a group of
highly-indebted developing countries at $184 billion at the end of
1988, about one-half of these countries’ external debt,20

The failure of international capital markets to channel savings
from developed to developing countries stands in sharp contrast with

19 Note, however, that BIS statistics on non-banks in some cases include official
monetary institutions,
0 See Rojas-Sudrez (1990),
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the nineteenth century experience, and presents something of a
paradox. The classical function of the international capital market is
to allocate funds to areas of the highest return. Because industrial
countries are well-endowed with capital while developing countries
have plenty of labour (and sometimes other natural resources) but are
usually short of capital, there are grounds for supposing that, over
the long term, the ex ante marginal productivity of capital would tend
to be higher in developing than in developed couniries, Other things
being equal, the volume of capital that would have to flow from
developed to developing countries to equalise the marginal produc-
tivity of capital in the two areas would be very large.2! Inappropriate
economic policies (lax macro-economic policies and extensive
controls) in many developing countries have helped to create an
environment inimical to investment in domestic assets (negative reat
interest rates, chronic inflation, uncertainty, etc.).

it might also be noted that the classical function of international
capital markets has been less evident in recent capital flows even
among industrial countries.?? In the 1950s, the United States (high
capital/labour ratio) exported capital to Europe (lower capital/
labour ratio), a process that contributed to faster growth in Europe
than in the United States and a narrowing of wage differentials.
Within Europe, Switzerland (high capital/labour ratio) was the
largest per capita exporter of capital. Viewed in this light, it appears
somewhat anomalous that the United States has been the largest
importer of capital for much of the 1980s: there is little evidence that
the US rate of return on real assets was higher in the 1980s than that in
other countries.??

M For a more formal statement, sec Lucas (1990), who also reviews possible
explanations - differences in human capital, capital market imperfections and so on.

22 On this, see Gilbert (1974},

3 On this, see Danker and Hooper (1990). However, Mortensen (1990) suggests
that the relation of real rates of return and recent capital flows is rather stronger than
suggested above.
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One important consideration which may account for this is that
capital-rich countries may also be those with the most highly
developed markets for financial assets, which naturally attract
foreign investors. For most of the 1980s the depth and liguidity of US
financial markets acted as a powerful magnet for foreign capital.
According to one recent estimate, US assets accounted for almost
one-quarter of the rest of the world’s private foreign assets towards
the end of the decade, compared with little more than one-eighth at
the beginning.?* This transformation has been accompanied by an
gnormous increase in the net dollar position of the non-US private
sector.®s

Lower saving in capital-importing countries

As noted earlier, the existence of attractive investment oppor-
tunities was perhaps the main factor behind the substantial capital
flows in the late nineteenth century. In the 1980s, by contrast, it was
divergent trends in saving, not investment, that distinguished capital
importers from capital exporters.

The case of the United States and Japan, the two largest players, is
well known. Over the 1980s as a whole the share of gross saving in
GNP rose by about 4 percentage points in Japan, but fell steeply in
the United States (Graph 3). The US investment share of GNP
actually fell.?¢ Thus the United States in effect imported capital to
make up for a decline in domestic saving, and not to sustain higher
investment levels. The rise in Japanese saving, on the other hand, was
strong enough to support increases in both domestic and foreign
investment.

24 End-1988 percentage estimated at 24,5%. Sec Table 4 of Dealtry and Van 't dack
{1989).

% To around 8% of non-US industrial countries’ GNP according to Barenco
{1990}, who estimates that the net dollar position of the non-US private sector rose from
virtually zero in the late 1970s to $620 billien by the end of 1988,

% At current prices. At constant prices, the investment share actually rose: the
relative price of investment goods fell, mainly because of a decline in the computer
prices.
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Graph 3
Saving and investment in capital-importing and capital-exporting
countries: United States and Japan
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Saving also fell in other capital-importing countries: see Graph 4.
At the beginning of the decade, the average saving rate in capital-
importing countries was little different from that in capital-exporting
countries. By the end of the decade, a gap of over 5 percentage points
had emerged. By contrast, the trends in the investment shares of the
groups of capital-importing and capital-exporting countries are
virtually indistinguishable.

Explosion of aggregate flows

A third, rather obvious, feature about capital flows in the 1980s is
the explosion in aggregate capital-account transactions.?’ Table 7
provides some orders of magnitude for the United States. By 1989

¥ For a full definition of the distinction between “aggregate” and “gross” flows
used in this paper, see the “box” on page 31 below.
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Graph 4
Saving and investment in other capital-importing and

capital-exporting countries
As a percentage of GNP/GDP
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Notc: Averages have been caleulated using 1987 GDP weights and exchange rates,

! Countrics in current-account surplus in 1989: Belgium, the Netherlands, South Korca,
Switzerland and Taiwan. Countries in current-account deficit in 1989: Australia, Canada,
France, Italy, Spain, Sweden and the United Kingdom. 2 Excluding inventory investment.

international transactions in securities had reached almost $5,500
billion, accounted for mainfy by transactions in bonds rather than
equities. Transactions in equities rose almost sevenfold between 1980
and 1989: even allowing for the rise in eguity values everywhere, the
“real” increase was still appreciable. By contrast, transactions in
bonds rose thirty-fold over the same period. Increased foreign
activity in US securities markets was - once allowance is made for the
threefold increase in equity prices - therefore mainly concentrated on
bonds.

The size of purchases and sales in relation to the net capital
movements suggests that many transactions were essentiafly short-
term, with positions being reversed relatively rapidly. Often such
short-term international transactions formed part of broader
financial packages, contributing to the depth and breadth of
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Table 7

US portfolio transactions
(in biflions of US dollars)

1975 1980 1985 1986 1987 1988 1989

Toftal international

{rangactions . . ., ... .. 66.3 | 251.2 11,497.3(3,060.213,911.414,177.3|5,473.3
of which:
Bonds ... ... .. ... 37.0 | 138.7 11,292.6(2,682.6,3,239.613,661.2|4,826.6
Equities . .. ... ... . 29.3 0.7 204.7| 377.6] G7L.8} 5171} 646.7

US transactions in
foreign seeuritics

Bonds

Purchases .. ...... 8.7 i8.1 85.2] 170,71 207.00 226.0} 2400
Sales .. ... ... ... 2.4 17.1 81.2| 167.0] 199.11 Z2I8.5| 234.1
Equitics

Purchases .. ...... 1.7 10.0 24.8 51.0 94.4 77.31 121.4
Sales . ... o0 1.6 7.9 20.9 49.1 95.5 75.4| 108.9
Foreign {ransactions in

1S securities

Bonds

Purchases ........ 4.3 66.6 585.211,207.5{1,443.311,646.8|2,220.7
Sales .. ... .. 0. i1.5 56,3 541.011,137.411,390.211,569.9{2,131.8
Fquitics

Purchases ........ i5.4 40.3 82.01 14817 249.41 181.2} 213.¢
Sales . ... ........ 10.7 34.9 7.1 129.4] 232.81 183.2| 203.4

Notes: {i) Data cover transactions between a resident and a non-resident; transactions
between two foreign residents in a US security and transactions between two US
residents in a forcign security are excluded.

{ii} Under US transactions, purchases refer to purchases by US residents (shown as
foreign sales in the Treasury Bulletin).

Sources:  US Treasury Bulletin and US Securities and Exchange Commission (1987).

financial markets developed in this decade. Viewed from this
perspective, an important function of international capital markets
has been to improve the efficiency of financial intermediation by
permitting greater diversification and to help develop financial
instruments better tailored to individual investor/borrower needs.
Yet much of the “need” for diversification has arisen from the
nature of the international monetary system itself, in particular from
floating exchange rates and - related to this ~ sizable differences
among interest rates in different currencies. This need itself became
stronger in the 1980s as volatility in most types of financial markets
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{bonds, equities and foreign exchange) increased markedly. 8 Capital
mobility has also allowed some private agents to hedge against the
risk of inflation, and others to enjoy the short-term gains of high
nominal interest rates in the more inflation-prone countries, The
development of new financial instruments has often reduced the
resources that need to be commitied to take a position in the market -
at the price of greater risk.?® In short, the financial diversification and
intermediation function of international capital markets has come to
eclipse the classical allocation of capital function. This of course
reverses the position under the classical nineteenth-century financial
system, when capital flows did not have to cope with today’s inflation
risks and financial-market uncertainties because exchange rates then
were fixed, interest rates much less dispersed and less variable, and
underlying inflation virtually non-existent.30

Increased foreign direct investment (FD])

The final important trend is the steep rise in direct investment
flows, which amounted in aggregate to well over 1% of GNP in the
fourteen industrial countries by 1989, compared with about 2% of

% For evidence, see Kupiec (1990). Note also that, according to some measures,
financial market volatility increased more than volatility in the real economy: Table 2
above, for instance, demonstrated how the increase in the year-to-year variability in
leng-term interest rates surpassed that of inflation.

¥ Axilrod (1990) notes that the development of derivative instruments, with only
low margin requirements, has made it easier for players with limited capitai to enter the
game and thus, he argues, has exacerbated volatility.

¥ For a general discussion of the roots of the internationalisation of financial
markets, see Bryant (1987}, Akyiiz (1990) provides a provocative critique of the liberali-
sation of financial markets, suggesting that it has “unshackled speculation” to the
detriment of the real economy and advocating the reintroduction of fixed exchange
rates and measures {0 restrict international capital movements. Others have put the
emphasis on the ultimate deflationary dangers stemming from a correction of assct
price inflation: see, for example, Harris (1991), Minsky and Vaughan (1990) and
Pepper (1991). Gray (1990) stresses the dangers of a dollar-centric international finan-
cial system that arise from the US net debtor position and the “fragile” domestic
financiai system,
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Definitions of capital flows

Terms used for the different measures of international
capital transactions are potentially ambiguocus. The
three main measures used in this paper therefore need to
be distinguished:

~ aggregate [ransactions. This concept underlies
Table 7 and includes afl transactions between resi-
dents and nonresidents; it corresponds to “turnover”
in financial assets. In this paper the word “aggregate”
is used in order to avoid confusion with “gross”;

- gross outflows for inflows). Gross outflows (inflows)
refers to purchases by residents (non-residents) of for-
eign (domestic) assets less their sales of such assets. In
other words, aggregate transactions are consolidated
to a single figure. These consolidated magnitudes are
captured by balance-of-payments statistics on capital
flows and are used in Table 9;*

~ net outflows for inflows). Gross outflows less gross
inflows.

* The IMF Balance ¢f Payments Manuallays down the rule that two or
more changes in a given asset {or type of asset) should be “consolidated
into a single entry that reflects the net effect of all increases and
decreases during the recording period”. In practice, complete data on
aggregate transactions arc often not availabie: for instance, estimates
of balance-of-payments flows may in many cases be derived from
records showing amounts outstanding at the beginning and at the end
of the reporting peried. Sce IMF (1977), pages 125-6.
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Graph §

Gross fixed investment and foreign direct investment
As a percentage of GNP/GDP
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Sources: OECD National Accounts, IMF Balance of Payments statistics and national sources.

GNP in the early 1980s. Part of this increase is doubtless cyclical,
since direct investment moves pro-cyclically like gross domestic
investment.?! Nevertheless, the recent rise appears to be too strong to
be entirely attributable to cyclical factors. One indication of this is
that FIDI expressed as a percentage of GNP has risen much more
steeply than gross domestic investment in recent years (Graph 5).
Several, more structural, factors have been important, and these are
considered in Section 111 below.

3 For evidence of the cyclical sensitivity of direct investment flows see pages 48-49
below.
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Graph 6
Net international bank lending *

In billions of US dollars (left-hand scale)
As a percentage of total net international financing (right-hand scalc)
400 100

350 S0

300

5 80

250 70

200 60

150 50

]
]
'
|
v
'
'
'
v
'
(
'
'
'
'
'
1
t
i
5
i
v
1
r
r
v
'
¢

100

50

o L o

1974 1976 1978 1980 1982 1984 1986 1988 1990
Note: Break in series due to the broadening of the coverage of the BIS international banking
statistics from 1984.

* Net of double-counting resulting from redepositing between reporting banks; data for 1990
are for the first three quarters, at an annuoal rate.

Source: BIS "International banking and financial market developments", various issues.

“Securitisation” of capital flows?

The so-called “securitisation” of capital flows (that is, the
replacement of flows through banks by the issue of securities) that
occurred in the second half of the 1980s requires careful qualifi-
cation. The decline in bank financing was in part an inevitable
reaction to the abnormally high level of bank lending (mainly to
developing countries in Latin America) reached in 1981. From 1974
to 1977, international bank lending amounted to about $50 billion
annually, about two-thirds of the total international financing
covered by BIS statistics (all figures net). From 1978, however, it rose
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Table 8

Estimated net lending in international markets
(in billions of US dollars}

Exchange rate adjusted flows (annual averages) Stocks

at end-

1975~ 1980 19831 1504 | 1086 | 1987 | 1988 | 1989 | 1990: | Sept.
79 84 20 1990

Bank lending? TT 1 16 | 258 | 110 | 200 | 305 | 250 | 300 | 295 ] 3,100
Bond financing’ | 28 52 [ 131 ] 123 | 156 | 167 | 137 | 172 93 | 1,414
Total financing | 101 | §55 | 342 | 185 | 250 | 385 | 340 | 495 | 355 | 4,145

Note: Euro-note placemenis included from 1985 only.

! First three quarters at actual rate.

2 Excludes estimated double-counting due to redepositing among reported banks.

3 Net of redemptions and repurchases.

¢ Equals internaticnal bank lending pius international bond financing pl/us nel Eurc-note
placements /ess double-counting.

Sources: BIS International banking and financial statistics and historical data.

rapidly, peaking at some $165 billion in 1981, over 80% of total
international financing (Graph 6). At the onset of the debt crisis,
bank lending fell steeply so that by mid-decade bond financing was
about as important as bank financing.

But since 1985 this process of securitisation appears 1o have been
reversed, as bank lending recovered, mainly among industrial
countries. By 1989 the share of bank lending had rebounded to about
three-quarters of international financing recorded by the BIS, rather
higher than it had been in the second half of the 1970s (Table 8);
preliminary and incomplete estimates for 1990 suggest a further rise
in the share of bank lending. At the same time, however, there has
been a very large increase in foreign holdings of domestic bonds,
which are not inciuded in BIS statistics on international financing
(see below and particularly Table 24).

Statistical caveats

Before the individual capital-account items are examined in more
detaii, Table 9 summarises balance-of-payments statistics for the
larger industrial countries.??
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Table 9

Gross capital flows of fourteen industrial countries
(as a percentage of GNPT)

1975-84; 1985 1986 1987 1988 1989
Qutflows {Resident ownership)
Direct investment . . ... .. .. 0.6 0.7 0.9 1.2 1.1 1.3
Investmentinbonds . . ... ... 0.5 1.3 1.5 0.9 1.3 1.3
[nvestment in cquities . . .. . .. 0.1 0.2 0.3 0.2 0.2 0.0
Public sector investient .. . .. .5 0.4 0.7 1.2 0.6 0.6
Long-term bank lending . . . .. 0.8 0.5 0.7 0 0.8 1.0
Inflows (Non-resident ownership)
Dvirect investment ... ... ... 0.4 0.4 0.6 0.8 0.9 i1
Investment in bonds? .. ... .. 0.2 09 0.8 0.6 0.8 i.1
Investment in equities . . ... .. 0.1 0.2 0.3 0.0 0.1 0.4
Public sector borrowings , . . .. 0.8 0.9 1.2 0.9 0.9 1.1
Long-terns bank lending . . .. . 0.5 0.5 0.7 0.8 0.9 1.1
Shori-term hark lending, net . . . 0.3 0.5 0.8 1.0 0.6 0.4
Other,net . ... ... ... .. 0.1 -0 1 -0.5 0.2 0.0 0.1
Net capital flow ... ......... -0.6 0.3 -0.2 0.1 0.2 0.5
Currentaccount .. ... ... ... 0.2 -0.6 ~(h1 ~-0.2 ~(13 -0.5
Errors and omissionst . .. ... .. 0.4 0.3 0.3 0.2 0.¢ 0.1

Notes: (1) An outflow is an acquisition of a foreign assef by a resident: a sale counts as a
negative outflow. The fipures therefore show the balance of transactions: acquisi-
tions minus sales of foreign assets by residents. Likewise, an inflow is the acquisi-
tion (or sale) of a domestic asset by a non-resident. The sign convention in the net
line is that a minus sign is used for a capital outllow, i.c. a net acquisition of foreign
assets by residents.

(i) The percentages were calculated by converting GNP figures to dollars and then
cxpressing the sum of capital flows as a percentage of the sum of GNP. This
method of calculation does not produce a fixed-weights average of individual
countries’ flow/GNP ratios.

(:i1) Bank lending figures exclude banks’ portfolic or direct investments which are
included under portfelio or direct investment.

(iv) 0.0 indicates less than 0.05.

V GDP was used for France.

2 Excludes invesiment in public sector bonds.

* Ineludes investment in public sector bonds.

4 Bquals current account minus net identificd capital flows,

Sources: IMF Balance of Payments statistics and national sources for GNP and exchange
rates. The fourteen countries are those of the Group of Ten plus Australia, Austria
and Spain.

32 The classification used is based on IMF balance-of-payments statistics: the
detailed definitions are given in the statistical appendix. Different classification
schemes would of course be possible. A case couid be made for including government
bonds purchased by foreigners under investment in bends (as government and
corporate bonds are usuaity close substitutes),
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Graph 7
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! From fourteen industrial countries, viz. the Group of Fen countries plus Australia, Austria
and Spain. 2 First three quarters only, at an annual rate; for some countries, data arc
partly estimated.

Source: IMF Balance of Payments statistics,

Both gross outflows and inflows are shown for all identified items
with the exception of short-term bank flows, which are only shown
net. Not all countries publish statistics of the composition of capital
flows along these lines {e.g. France does not show investment in
bonds and equities separately) and there are a number of other gaps.
Moreover, classification criteria differ (e.g. the threshold above
which equity investment becomes direct investment). Nevertheless,
such aggregate estimates are probably accurate guides to broad
orders of magnitude. Excluding short-term bank flows, total
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Table 10

Errors and omissions for some countries
(in billions of US dollars)

Cumulative

1985 1986 1987 1988 1989
1975-84 | 1985-89

United States . . .. 166.3 57.3 19.7 15.8 76 | - 8.4 22.6
Japan......... 10.2 | - 8.5 13 2.5 - 3.7 3.1 ~-14.2
Germany ... ... - 6.9 10.1 11 2.0 0.3 2.4 2.3
United Kingdom . . 9.2 80.9 6.9 20.1 12.5 16.9 24.5
Canada ....... -31.0 | ~16.1 ~ 45 1-26 1 -24 | ~17 |-49
Switzerland .. ... 71.9 6.3 2.5 - 0.4 5.0 2.7 - 3.5

Note: A positive errors and omissions item represents unrecorded exports (or overstated
imports) or unrecorded capital inflows (or overstated outfiows}.

Sources: As for Table 9.

outflows amounted in 1989 to almost 5% of the total GNP of these
fourteen countries, compared with only 3% of GNP as recently as
1985.

[t is important, however, to bear in mind that statistics on
international capital flows have a number of shortcomings. It is clear
from Table 9 that two major statistical problems cloud the picture of
international capital transactions. One is that identified capital flows
do not balance current-account imbalances, implying large errors-
and-omissions items. The main culprits are shown in Table 10, The
cumulative discrepancy is largest for the United States. This
discrepancy implies, if the current account can be taken to be correct,
that capital inflows are understated (or outflows overstated) by over
$200 billion over the period 1975-86. However, the discrepancy
almost vanished in 1987, was actually reversed in 1988, only to
re-emerge in 1989. The Swiss discrepancy has also been large in the
past, but not in recent years. By contrast, the UK discrepancy has
widened sharply, averaging $16 billion annually during the five years
1985-89. In 1989, the Japancse statistical discrepancy was large for
the first time. The fact that positive errors-and-omissions items arise
in the major financial centres, and not elsewhere, suggests that the
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Tabic 1

World statistical discrepancies and other aggregates
{in billions of LJS dollars)

1985 1986 1987 1988 1989
A. Currenfaccount .. .. ... .. ~ 738 | - 5979 - 463 | - 530 |- 762
B. Capital account
Direct investment . ... .. - 9.2 |- 139 - 260 | -21.7 |- &6
Portfolio investment . . . . 43 [~ 33 - 51 |-~ 178 29.2
Other long-term capital .. | - 27.0 | - 334 - 498 | - 155 | - 119
Other short-term capital . . 234 112 121.5 59.9 327
C. Errors, omissions and
exceptional financing ... .. 60.2 8i.9 58.4 48.0 38.6
D. Liabilities constituting foreign
authorities’ reserves. . ... .. 7.3 233 98.9 40.8 46.8
Change inreserves® . .. .. ... .. - 152 | - 28.0 -151.6 | - 406 | - 50.7

Note: A positive value indicates that aggregate capital inflows (liabifilics of residents)
exceed outflows {assets),
* Net of counterpart items (valuation changes, etc.). Sum of A, B, C and D with the sign
reversed. A negative sign indicates an increase in reserves.

Scurce: IMY Balance of Payinents Yearbook, Part 2 (1990).

main explanation may lic in the existence of unrecorded capital
inflows taking the form of acquisitions of financial assets.33

The second problem is the sizable discrepancy between total
inflows and total outflows for individual capital-account items.
Direct investment outflows have persistently exceeded inflows in the
fourteen countries studied. IMI estimates of world statistical
aggregates (shown in Table 11) show that this discrepancy exists also

3 Recent official publications suggest that this is indeed the case for the United
Kingdom. The 1989 Pink Book on the UK balance of payments {(page 6) noted that the
major problem was thought to be the understatement of net capital inflows. Non-
resident acquisitions of UK shares may have been underrecorded; aisa, capital inflows
into private sector bonds were not as well recorded as those into gilts. The deciine in the
supply of gilts in recent years, offset to some extent by larger private issues of sterling
bonds, therefore led to a greater degree of underrecording of capital inflows. A receat
share register survey at end-1989 indeed revealed higher levels of overscas ownership of
UK ordinary shares than previously estimated: UK balance-of-payments statistics have
been revised to reflect this but further revisions are stitf expected.
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on 2 world level, suggesting that it was not mainly the result of net
flows to countries other than the fourteen industrial countries
studied. Instead, the discrepancy arises within the fourteen industrial
countries. The various reasons for this are outlined in the statistical
appendix.34

II1.
Foreign direct investment

Inflows

Foreign direct investment (FDI) flows have increased sharply in
recent years, with the global value of inflows reaching about $185
billion in 1989, three to four times the average flows in the first half of
the decade. At the same time, the global distribution of flows has
changed rather radically. During the decade 1975-84, between
one-third and one-gquarter of direct investment was directed to the
developing world. But the enormous increase in flows since the
mid-1980s has taken place almost entirely between developed
couniries ~ inflows into developing countries have hardly changed
even in nominal dollar terms. By the end of the decade aggregate
inflows into developing countries were less than one-eighth the flows
into developed countries (Table 12). Very recently, however, there
have been signs of a revival of FDI flows to at least some developing
countries.

The drying-up of flows to some parts of the developing world
appears to be not unrelated to local economic performance. One
indication of this is that direct investment flows to the dynamic and

3 The ingrease in reserves between 1985 and 1987 {also shown in Table 11) would,
other things equal, tend to be associated with a rise in private inflows relative to
outflows. Inflows did indeed exceed outflows under “other short-term capital”. But in
the case of portfolic investment outflows exceeded inflows - a discrepancy that largely
reflects the absence of any identified counterparts to the outflow frem the Tokyo equity
market in 1987.
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Table 12

Global distribution of FDI1
(in billiens of US dollars)

Annual averages

1985 | 1986 1987 1988 1989
1975-79 198084
Global inflows ., ... 27.6 533 48,2 76.6 112.0 | 139.9 | 184.7
[ndustrial countries . . 21.0 36.9 359 64.6 96.0 123.5 161.2
Developing countries . 6.6 16.4 i2.5 12.8 16.6 17.5 18.1
Asian NIEs? | |, || 0.5 1.6 1.6 2.5 4.2 4.6 6.4
ASEANS | ..., 0.9 1.7 1.2 1.1 1.5 33 4.7
Fuei exporters:

Creditors? .. ... 0.4 5.0 0.7 1.1 - 11| -261 26
Drebtorss ..., .. 1.8 2.5 1.8 2.2 4.6 3.9 5.4

Heavily indebted
countries . ... ... 1.6 5.3 4.5 3.7 6.1 8.7 8.1

Note: 1989 figures for some developing countries are unavailable: where necessary, 1988
estimates have been used in computing aggregates.
! Direct investment in the reporting economy.
* Excluding Hong Kong, for which data are not available,
* Indonesia, Malaysia, Singapore and Thailand.
4 Kuwait, Oman and Saudi Arabia. Data for Qatar and the United Arab Emirates are not
availahle.

$ Algeria, Cameroon, Congo, Ecuador, Gabon, Indonesia, Iraq, Mexico, Nigeria, Trinidad
and Tobago and Venezuela,

Source: IMF Balance of Payments statistics.

successful economies in Asia have overtaken the flows to the heavily
indebied countries, where economic performance, in general, has
been poor. This has occurred even though some debt-equity swap
schemes have boosted direct investment in Latin America. A second
important factor has been the absence of well-developed equity
markets, which limited the takeover of existing companies, the main
form of foreign direct investment in developed countries. The decline
in inflows may also have reflected a nationalistic resistance to FDI in
a number of developing countries. However, some countries have
recently taken steps to ease regulations governing inward FDI as part
of broader measures of economic reform. There are some very recent
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signs that foreign direct investment in developing countries is
increasing.?

The pattern of flows to industrial countries has also changed quite
radically (Table 13). Perhaps the most striking change is that inflows
into the United States accounted for around one-half of inflows into
industrial countries in the 1980s, compared with about one-third in
the 1970s and little more than one-tenth in the 1960s. During the last
couple of years US inflows averaged around $65 billion, well over 1%
of GNP .36

While any attempt to briefly summarise the greatly increased
foreign direct investment in the United States runs the risk of over-
simplification, most was apparently geared to furthering imports,
and not exports. During the 1980s foreign affiliates in the United
States increased their imports by a very large amount; as their exports
actually fell, the trade deficit of foreign affiliates - crudely defined as
the difference between direct imports and exports - rose from
$23.6 billion at the beginning of the decade to $95.4 billion by 1987
(Table 14).37 The import intensity of Japanese and German-owned
affiliates was marked, particularly in relation to their total sales.
Both German and Japanese foreign direct investment thus furthered
these countries” direct exports to the United States. This feature
appears to be largely a reflection of investment in the marketing
subsidiaries of German and Japanese manufacturing companies. It
also meant that greater foreign direct investment during the 1980s did
not lead to any increase in the share of US exports accounted for by
foreign affiliates - indeed, the share fell from around 23% in 1980 to
about 19% in 1987. Such an import-intensive structure of FDI
doubtless owed much to the overvaluation of the US dollar during

35 For a further discussion of direct investment in developing countries, see Turner
(1991).

¥ Recent reviews of foreign direct investment in industrial countries include Julius
(1990) and Van 't dack (1989).

3 This does not, of course, suggest that the activitics of foreign affiliates caused the
trade imbatance,
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Table 13

FDI in industrial countries
(in billions of US dollars}

Annual averages Memo-

randum:

1985 1986 1987 1988 1989 | 1989as
1975-791 1980-84 % of
GNP
Total outflows™ . ... 34.0 42.1 54.2 85.2 130.9 1531 | 176.2 1.3
United States . .. ... 15.9 9.6 i3.2 18.7 31.0 16.2 31.7 0.6
Japan........... 2.1 4.3 6.5 14.5 19.5 34.2 44.2 1.6
Larger EC countries . 15.2 22.3 24,0 41.2 64.1 76.9 84.9 1.8
France . ........ 1.6 2.9 2.2 5.4 9.2 4.5 19.0 2.0
Germany .. ... ... 3.0 3.6 5.0 10.1 9.2 11.2 3.6 INi
Ttaly .. ... ... 0.4 1.4 1.9 2.7 2.3 5.5 2.0 0.2
United Kingdom . . . 6.2 2.3 ii! 16.5 317 377 32.0 3.8
Belgivm-Luxembourg 0.6 0.2 0.3 1.7 2.8 3.8 6.8 4.4
Netherlands .. .. .. 3.4 4.6 3.2 4.4 8.7 3.6 10.0 4.5
Spain ... [¢] 0.3 0.3 0.4 0.7 1.2 1.5 0.4
Australia ... ... 0.3 0.8 1.7 3.0 54 57 3.8 1.3
Canada ......... 1.8 3.8 3.4 2.9 9 7.1 3.7 0.7
Sweden. . ... ... 0.6 0.9 1.3 3.1 3.2 53 72 39
Switzerland . . ... .. - - 4.6 1.5 1.3 1.3 7.0 4.0
Total inflows* ... .. 18.3 35.3 34.9 61.6 93.8 120.2 ; 156.7 1.1
United States . ... .. G.1 18.3 19.0 34.1 46.9 58.5 72.2 1.4
Japan........... G.1 0.3 0.6 0.2 1.2 - 054 - 1.1 0.0
Larger EC countries . 1.5 13.8 13.2 19.6 353 49.1 73.2 1.6
Frence ... ... ... 1.9 2.3 2.6 3.3 5.1 8.5 10.3 i1
Germany .. ... ... 1.3 0.7 0.5 1.1 1.9 1.3 6.6 06
Ttaly .. ... . . 0.6 1.0 1.0 1 - 0.4 4.7 6.7 2.5 0.3
United Kingdom . . . 4.2 5.3 4.6 7.1 14.1 16.5 32.2 3.8
Belgium-Luxembourg INi 1.2 1.0 0.7 2.4 5.2 7.1 4.6
Netherlgnds . . . . .. 1. 1.7 1.5 4.1 3.1 3.9 6.2 2.8
Spain . ... ... ... 0.9 1.7 2.0 35 4.6 7.0 8.4 22
Austrabia . ... ... 1.2 2.0 2.0 3.1 34 7.3 7.5 2.6
Canada ......... 1.0 0.0 - 1.8 i3 19 4.1 2.8 0.5
Sweden.......... 0.1 0.2 0.3 0.8 0.3 0.9 1.0 0.5
Switzerland . .. .. .. - - [.3 2.1 2.3 0.4 2.4 13

Note: A minus sign under outflows indicates a net sale of domestically-owned foreign assets; ander
inflows it indicates a net sale of foreign-owned domestic assets.

* Sum of fourteen countries.
Sources: As for Table 9 and national sources.
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much of the period. Already in 1988, the most recent year for which
data are available, the effects of a lower dollar were beginning to
reverse this structure as the foreign affiliates’ trade deficit fell.

A paradox of the extraordinary direct investment boom in the
United States is that it occurred when the rate of return on such
investment was low and, until very recently, falling. Even in nominal
dollar terms, net income actually declined from 1980 to 1987; the
return on assets fell from 3% to 0.8%0 (Table 14). It is not entirely
clear why. One possible explanation is that the stock of investment is
relatively young, so that substantial depreciation allowances reduce
measured net income. New investment may indeed take some years to
yield a return. Yet the greater part of foreign direct investment in the
United States has taken the form of acquiring established companies
that may well have been normally profitable. Another possible
explanation is that some investment may have been politically, not
economically, inspired - with the aim of resisting protectionist
pressure {see pages 49-50 below).?® Whatever caused the rather low
rate of return on direct investment in the United States, it has had the
important effect of limiting the rise of net US investment income
payments abroad in recent years - at least as measured in the official
statistics. Japanese investment appears to have had particularly low

* Most recent direct investment in the United States has taken the form of a
transfer of ownership of existing assels, rather than the creation of new assets. In the
first half of the 1980s foreign acquisitions averaged $12.3 bilBon annuatly, while new
establishments averaged $3.8 billion. In the second half of the 1980s, by contrast, these
averages rose to $41.2 billion and $6.7 billion respectively. (Source: US Department of
Commerce Survey of Current Business {(various issues; latest in May 1990).) Even
allowing for some statistical understatement, the conclusion that greenficld investment
has played only a small role in forcign direct investment in the United States appears to
be broadiy correct. {The share of greenfield investment in total investment may be
understated because any assct sales that may follow an acquisition are not later
subtracted and because new establishment data count expenditure only in the first vear.
See Stekler and Stevens (1990).)
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Table 14

Activity of foreign non-bank affiliates in the Unifed Stafes
(ir: bitiions of US dollars)

All affiliates By country of ownership (1988)
United
198¢ 1987 1988 Japan |[Germany Kingdom Canada

Exports from .. ... ... 52.2 48,1 59.8 4.5 4.8 4.3 6.3
Importsby ......... 75.8 143.5 149.7 75.9 i6.2 11.8 2.1
Trade batance . ...... -23.6 -95.4 -89.9 -51.4 -11.4 - 7.5 - 28
Memorandum:

Totalassets .. ... ..., 291.3 943.7 11,147.2 275.1 67.8 194.1 172.2
Nef incomwie .. .., .., . 8.8 7.8 1.6 0.6 0.7 3.6 2.6
Net income/sales (%) . . 2.1 1.1 1.4 0.3 1.0 2.6 2.5
MNel income/assels (%) . . 3.0 0.8 1.0 0.2 0.9 1.9 1.3

Source: US Department of Commerce Survey of Current Business (Tuly 1989 and July 1990).

rates of return, perhaps reflecting the recency of their investment (see
the memorandum items in Table 14).39

The second, and more recent, trend is the increased importance of
inflows into the European Community. Aggregate BEC inflows
exceeded $73 billion in 1989, overtaking US inflows for the firsi time
in recent years. A significant portion of this increase reflected greater
intra-EC flows. The internationalisation - or rather “European-
isation” ~ process is evident from the increasing percentage of
mergers and acquisitions between two EC companies.° Non-EC
flows to the European Community also appear to have risen sharply.
In the space of four years, Japanese and Swedish flows to the
Community have risen more than fourfold; US flows - traditionally
farge — have increased much less. The prospect of a large unified
European market was probably the most important factor behind
this development. Nevertheless, inflows remained unevenly

3 One factor making for low rates of return on Japanese investment is the
dominance of investment by banks and other financial institutions whose totai assets
are typically very large relative to value added. However, rates of return are zlso
relatively low when oaly manufacturing is used as the basis of comparison.
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distributed among EC countries. Although foreign direct investment
in Germany rose sharply in 1989, it still accounted for less than 10%
of total EC inflows. The United Kingdom, where inward foreign
direct investment amounted to 3.8% of GNP in 1989, remained by far
the largest single recipient in the European Community in absolute
terms. Measured in relation to GNP, however, foreign direct
investment was higher stifl in Belgium.

A third feature of interest is the decline in investment in certain
“new world” countries such as Australia and, especially, Canada.
Both countries were relatively heavy importers of direct investment
capital in the 1950s and 1960s; in the 1960s they accounted for about
one-gquarter of industrial countries’ inflows. The development
potential of these countries was particularly promising ~ abundant
natural resources combined with rapid growth in skilied labour
thanks to immigration - and it is not surprising that direct investment
piayed a part in developing this potential. In the 1980s, however,
these two countries received only around 7% of direct investment
inflows into industrial countries.*! As direct investment outflows for
both countries have risen appreciably, both have on occasions in
recent years been net exporters of direct investment capital, in the
case of Canada mainly to the United States.

4 The percentage breakdown of mergers and acquisitions of majority holdings in
the EC by type of operation is as follows (industry only):

Domestic Intra-EC International
1983/84 65 19 16
1984/85 70 2% 9
1985786 6d 23 13
1986/87 76 25 4
1987/8% 56 29 15
1988/89 47 40 13

Source: EC European Economy (November 1989} and European Commission updates.

4 This in part reflected the Canadian Government’s policy in the early 1980s of
promoting national ownership of important raw-material-based industries. However,
foreign direct investment in Australia rose substantially in 1988, and remained high in
1989. Australian FDI abroad has also risen sharply in recent years, and has been
financed by borrowing.

45



Finally, the traditionally more closed countries - typically those
where hostile takeover bids by foreigners are frowned upon, where
corporate charters subject the voting rights of new sharcholders to
approval and/or where the acquisition of real estate by foreigners is
subject to restriction - have remained relatively impervious to the
rising tide of foreign direct investment.*2 Direct investment flows into
Italy, Japan, Sweden and Switzeriand have remained very small by
the standards of other industrial nations. In very recent years, foreign
disinvestment in Japan has actually exceeded new investment - hence
the negative signs for inflows into Japan in both 1988 and 1989
(Table 13). Given the strong expansion of the Japanese economy
during these two years, this is rather curious.

Cutflows

Perhaps the salient feature of the country composition of gutward
FDI during the 1980s is the decline in the importance of the United
States as a major provider of direct investment capital. During most
of the post-war period the United States was of course the dominant
supplier of direct investment ~ accounting for perhaps two-thirds of
outward investment from industrial countries in the 1960s. Even as
recently as the second half of the 1970s, US direct investment abroad
was almost one-half the industrial countries’ total (shown in
Table 13). In the first half of the 1980s, however, this share fell
precipitously, The combination of a corporate liquidity squeeze
during the US recession and of high US interest rates played a part in
limiting outward investment. These conditions also led US multi-
nationals to raise funds from their overseas affiliates, particularly
from their finance affiliates in the Netherlands Antilles, which could
in turn issue securities in international markets to avoid the US
withholding tax on interest payments {0 foreigners, This channelling
of borrowing - recorded as a decline in direct investment abroad in

42 Limited inflows into Germany also reflect the large bank holdings of shares in
local companies, a pattern of ownership rather resistant to the temptations of foreign
bidders.

46



the balance-of-payments statistics - was brought to an abrupt halt
after the withholding tax was lifted in 1984.% Nevertheless, US
outfiows remained relatively low even thercafter, reaching a low
point of only just over 10% of total industrial country outflows in
1988, before recovering in 1989,

With the decline of the United States, the United Kingdom
became the largest single provider of direct investment capital
towards the end of the 1980s. An important element of this was the
active position taken by a number of UK companies in mergers and
acquisitions, notably in the United States (see below, especially
Table 16). But in 1989 Japan apparently displaced the United
Kingdom, providing one-quarter of total outward direct investment,
up from only 11% as recently as 1980-84.

The rise of Japanese direct investment abroad constitutes one of
the most remarkable features of direct investment flows in the late
1980s. The traditional pattern of Japanese overseas direct investment
that prevailed up to the mid-1970s (viz. mining ventures to secure raw
material supplies, investment in labour-intensive manufacturing -
mainly in Asia - and investment in distribution outlets for Japanese
exports) came under pressure from three main forces. First, the
internationalisation of financial markets worldwide has stimulated
direct overseas investment by financial institutions, motivated in part
by the need to serve Japanese multinationals. About one-quarter of
total foreign direct investment has been in banking and insurance in
recent years, compared with around one-tenth previously (Table 15).
Secondly, the very size of Japan’s capital outflows, combined with
lower interest rates, has encouraged some diversification into
investment in real assets and away from portfolio investment. By
1989 one-fifth of total foreign direct investment was accounted for by
investment in real estate; as recently as 1981 the share of real estate in
investment was negligible. Investment in US real estate, in particular,
has been a major element. Thirdly, the pressure on Japanese
manufacturing companies to shift production overseas may have

#3 See Papke (1989).
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Table 15

Japanese FIDI by sector
(percentage distribution, by value)

1975 1981: 1987 1988 1989
Manufacturing . . ... .. 313 25.6 23.0 29.4 24.1
of which:
Materials? .. ... ... 7.9 6.2 6.7 7.6 7.1
Meachinery? ... ..., 9.0 11.9 3.8 12.2 12.2
Non-manufacturing . . . 73.2 75.2 69.4 74.8
af which:
Mining . ... ... ... 18.4 28.5 i.5 2.2 1.9
Trade .. ......... 20.5 13.2 6.8 6.8 7.6
Banking and insurance 9.5 9.5 32.0 27.9 22.8
Realestate .. ... ... n.a. 1.9 i6.3 18,4 20.9

t Before 1981 real estate was not shown separately,

? Textiles, lumber and pulp, chemicals, iren and noa-ferrous metals.

* Machinery, electrical appliances and transport equipment.

Source: Japancse Ministry of Finance, Menthiy Finance Review, various issues.

played some role. However, although much has been made of the
appreciation of the yen and the proliferation of formal and informal
barriers to direct exports in encouraging such a shift of
manufacturing production overseas, the share of direct investment
going to the machinery industry has increased only a little: by
end-1989 it accounted for only 12% of total foreign direct
investment.

Caiises

The reasons for the increased pace of direct investment activity in
recent years are many and diverse. Foreign direct investment flows
appear to be strongly pro-cyclical, varying more than propor-
tionately with economic activity. The decline in foreign direct
investment flows relative to GNP in the mid-1970s and again in the
earty 1980s followed a pattern similar to the share of gross fixed
investment in GNP in industrial countries, and was clearly related to
cyclical factors (see Graph 5 above). Moreover, the shift of direct
investment to the United States (during the mid-1980s) as well as the
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shift towards Europe (more recently}, and particularly the European
Community, were both in line with developmenis in relative
demand.#

Secondly, a wave of cross-border mergers and acquisitions has
increased foreign direct investment flows: from just under $40 billion
in 1986, mergers and acquisitions amounted to around $120 billion
by the end of the decade?® {Table 16). Not all countries have been
affected equally by the merger and acquisition boom, and differences
have had an important bearing on the overall cross-country pattern
of capital flows. Traditionally, US and UK companies have been
major players in cross-border takeover activity, and this has kept the
direct investment flows of these countries relatively high. More than
three-quarters of all mergers and acquisitions in recent years have
targeted North America or the United Kingdom: see Table 16. In a
number of continental European countries, however, the market for
corporate control has traditionally faced a number of sometimes
formidable obstacles. The concentration of voting shares with a small
restricted group, the practice of cross-shareholding, heavy bank
holdings of shares and government regulations all impede inward
acquisitions.¥ Nevertheless, there are very recent indications that
these barriers are beginning to crumble ~ witness the sharp increase in
the share of “targets” in continental Europe in 1989 and 1990, as that
in the Anglo-Saxon countries declined.

A third influence has been the desire fo relocate production
abroad because of lower labour costs, exchange rate changes or the
fear of protectionism. Large swings in real exchange rates appear to
have affected both the timing and the size of direct investment flows

% For statistical evidence of the sensitivity of direct investment flows to relative
demand movements, see Goldsbrough (1979).

4 However, the boom appears to have come to an end in 1990: cross-border
mergers and acquisitions, having run at an annual rate of some $138 billion in the first
half of the year, fell to about $116 billien in the second.

4 For a review of such barriers, see “Rules and procedures governing European
mergers and acquisitions”, Chapter 5 in Waiter and Smith (1990).
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Table 16

Cross-border mergers and acquisitions
(percentage shares by value)

1986 1987 1988 1989 1990
Targei country/area
North America ... ... ... ..... 74.0 73.6 62.4 50.8 34.9
Japan .. ... .. e 0.0 0.0 0.1 0.1 0.0
United Kingdom . . ........... 15.1 10.0 i4.4 23.9 18.4
Continental Burope .. . ........ 8.0 4.4 i3.9 209 35.4
Restoftheworld .. ........... 2.9 1.9 9.2 4.0 11.4
Bidder country/area
North Amgrica . ............. 12.8 1.1 3.6 24.4 11,7
Japan . ... .. . L 0L oL, 3.5 4.7 8.7 8.9 0.0
United Kingdom . ............ 42,4 50.6 39.3 19.7 15.3
Continental Europe .. .. .. .. ... 29.2 259 30.1 33 48.7
Restof theworld .. ..... ., ... .. 12.1 kN 8.3 14.0 24.3
Memorandun:
Total value of activity fUS$ billtion) . 39.2 70.9 109.6 1i7.5 124.5

Source: Howell and Cozzini (1990} updated.

- a point taken up in more detail on pages $9-100 below. The
interactions between protectionism and foreign direct investment are
extensive. At its simplest, replacing exports by domestic production
in the recipient market removes the pretext for protectionism. More
subtly, joint ventures with one domestic producer may undermine
protectionist-minded coalitions of domestic producers - a pheno-
menon Bhagwati has labelled “guid pro quo” foreign investment.4?
In narrow accounting terms, such investment may be unprofitable -
perhaps explaining the apparent poor rate of return on such
investment in the United States noted above.

47 As Bhagwati {1990} put it, “Toyota undertakes a joint venture in the United
States with General Motors . . . giving [them] an apparently gratuitous share in profits
from Toyota’s superior know-how on small cars. In exchange, however, General
Motors breaks ranks on Voluntary Export Restraint renewal. The quid pro que for
Toyota from an otherwise uneconomical FDI in the United States is then the reduced
threat of protection that follows™,
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IV.
Portfolio investment

The sharp rise in the volume of portfolio investment in the 1980s
has almost entirely reflected increased transactions among the
developed economies, as portfolio investment in developing
countries has remained rather lmited. Although balance-of-
payments statistics on portfolio flows into developing countries are
incomplete, there are a number of indirect indications of only limited
flows. One is that international bond issues by developing countries
and by international institutions on their behalf have remained
broadly unchanged, while issues by developed countries have
increased sharply (Table 17, panel A). The seven dynamic Asian
economies have accounted for about one-half of developing
countries’ issues over the period 1984-90. Bond issues by eastern
European countries also increased somewhat in the late-1980s only to
drop back in 1990. As for equity flows, equity markets in most
developing countries are non-existent or under-developed: one
estimate puts total market capitalisation of markets in developing
economies at only 6% of that of markets in developed countries
(Table 17, panel B). Foreign portfolio flows to Third World equity
markets have averaged around $1 billion annually since 1985, with
rather larger flows registered in 1989.48

A general factor behind rising capital flows in securities was the
expansion in foreign portfolio investment by major financial
institutions in industrial countries - pension funds, insurance
companies and investment trusts. It is perhaps no exaggeration to say
that, while banks financed global imbalances in the 1970s, it is
non-bank financial intermediaries that have financed the still larger
imbalances of the 1980s. The main features of this important trend -
the radical diversification from domestic to foreign assets and the
huge expansion in institutional assets - are examined more fully on
pages 65-72 below,

8 Wider (1990), page 12.
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Table 17

Indicators of portfolio investment in developing and developed countries
(itx bilkions of US doilars)

A. International bond issues!

1984 1985 1986 1987 1988 1989 1990
Developed countries? . . . 96.8 147.2 | 2123 | 166.6 | 213.4 | 2404 | 207.1
Developing countries . . . 3.8 6.9 4.3 3.l 4.2 2.6 36
of which:
Seven dynamic Asian
cconomies’ .. ... ... 2.7 4.9 I 0.8 N 1.3 2.4
Eastern Europe .. .. .. - 0.4 0.3 0.5 1.4 2.2 1.6
International development
institutions? . . ... .... 7.9 107 9.2 10.3 8.0 10.3 i4.6

Sources: BIS frternationg! banking and financial warket developments, various issues, and
OECD Financie! Statistics Monthiy, various issues,

B. Stock market capitalisation

end-1980 | end-1984 | end-1988 | cnd-1989 | end-1990°
[Developed countriess . . . . . 2,592.1 3,293.9 9,402.8 11,005.4 8,985
Developing countries . . . . . 146.0 129.6 466.9 724.6 544
of which:
Seven dynanic Asian
economies? . ... ..., ., 87.0 73.2 345.1 559.2 410
Latin Americas . . . . ... 39.9 37.0 57.8 83.0 74

<= gstimated.
Source: International Finance Corporation Emerging Stock Markets Facthook, 1990 updated.

C. Global holdings of bonds and equities

1983 1985 1988 1989

Global portfolios

Bquities . . . ... ... ... .., 3,284 4,667 9,297 10,926

Bonds ................. 4,318 6,049 10,067 10,622
Non-resident holdings

Equities . . ... ...... ... .. 233 341 619 728

Bends ........ ... ... ... 345 589 1,148 1,357
Non-resident holdings as a
percentage of global portfolios

Equities . . ... ... ... ..., 7.1 7.3 6.7 6.7

Bonds . ................ 8.0 9.7 11.4 12.8

' International bonds and traditional foreign issues of bonds.

2 EEC institutions and countries in the OECD.

3 Heng Kong, Singapore, South Korea, Taiwan, Indonesia, Malaysia and Thailand.
4 AfDB, AsDB, IBRD, IDB and IFC.

F AH QECD countries pius Israel and South Alrica.

¢ Argentina, Brazil, Chile, Colombia, Mexico, Uruguay and Venezuela.

Source: J.P, Morgan World Financial Markets (1989, No. 5), updated.



However, before reviewing the role of institutional investors it is
useful to summarise the main features of portfolio flows by type of
asset - equities and bonds. Transactions in bonds have dominated
increased portfolio investment flows, Even excluding public sector
bonds, invesiment in bonds has been many times larger than
investment in equities (see the outflows panel in Table 9}, Although
the global stock of equities has now caught up with that of bonds,
foreign holders appear to have a greater propensity to hold bonds
than to hold shares (see non-resident holdings as a percentage of
globat portfolios in panel C of Table 17). Moreover, the non-resident
proportion of total equity holdings has shown little tendency to rise,
unlike that of bonds. However, the increased importance of
equity-refated bond issues (discussed more Tully below) has to some
extent blurred the distinction between bonds and equities.

Egquities

By the end of the decade, the value of aggregate international
transactions in equities had risen to over $1,500 billion compared
with only $73 biflion at the end of the 1970s; although purely
domestic transactions have risen several times over, international
transactions have generally risen rather faster (Table 18). Over the
decade the volume of transactions (i.e. after allowing for higher
equity prices) has increased by a factor of five. However, the October
1987 crash hit international transactions somewhat harder than
domestic transactions: the share of international transactions in total
world trading declined slightly in 1987 and 1988. But the effects of
this appeared to have worn off by 1989, as international transactions
again outpaced domestic transactions.®?

Nonetheless, the explosion in aggregate transactions has led to
only small increases in the correlations between returns on different
international stock markets, although the different valuations of

# For a comprehensive discussion, see Howell and Cozzini (1990). Cross-cxchange

trading - foreign share trading on local exchanges — amounted to rather less than
$600 billion in 1989 (not included in the cross-border trading shown in Table 18).
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Table 18
Aggregate international transactions in equities!

1979 }1980-84| 1985 | 1986 | 1987 | 1988 | 1989 | 19%¢¢
Value (USS$ biliien) . . . . .. 73 198 | 385 1 so1 | 1,344 | 1,213 | 1,598 | 1,500
Value (as % of world trading? | (6.3) | 9.8) | (10.9 | 121y | (1L.6) | (12.4) | (13.6) | (13.5)
Volume (1979=100) . .. .. 100 | 209 | 277 | 403 | 591 | 440 | 483 | 583

e = cstimated.

! Transactions in domestic shares, conducted in the domestic market, by or on behalf of non-residents.

2 Domestic plus international.

Scurces: Howell and Cozzini (1989 and 1990), updated,

equities between markets makes it difficult to define returns in an
internationally comparable way. One feature related to this is that
domestic trading of foreign securities amounts to only 5% of total
stock-market trading {1989 estimate). However, correlations do
appear to have increased for periods of heightened volatility® - a
finding that echoes Morgenstern’s (1959} classic coneclusion that
“financial markets interact more intensely in times of stress than in
relatively quiet periods”.>!

Gross capital flows into equities have traditionally been around
20-25% of the size of gross flows into bonds. Although the shadow
cast by the stock market break of October 1987 depressed investment
in shares for many months, gross flows into equities more than
doubled in 1989. Once account is taken also of direct-investment-
related purchases of foreign equities and of the increased reliance on
equity-related bonds, it is clear that equity flows had, by the end of
the decade, become a major component of international capital
movements and that the international diversification of equity
portfolios had proceeded further.

On balance, the US market attracted a sizable proportion of gross
flows for most of the period. In particular, equity flows up to 1987
reflected the strong attraction of the US market. Over the three years

30 Excent during times of heightened volatility. See Kupiec {1990).
5 Morgenstera (1959), page 564.
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1985-87, inflows into the United States amounted to $37 billion
{Table 19). The United Kingdom also attracted sizable inflows.52 The
continental members of the European Community, on the other
hand, attracted less than $17 billion over this period. Foreign
holdings of Japanese equities actually appear to have declined for
most of this period. The $43 billion exodus from Japan in 1987 was
particularly large. It also presents a puzzle: where did the funds go?
According to statistics on US outflows, the net sale of US-owned
foreign assets amounted to only $2 billion. Nor is there any sign from
statistics on other countries’ inflows as to where the funds withdrawn
from Japan might have gone. The inconsistency shows up as a
discrepancy of around 322 billion in total cutflows and inflows,
significantly out of line with earlier years: see memorandum item in
Table 19,5

The pattern of flows changed considerably in 1988. Interest in the
US stock markets waned somewhat, while investment in continental
EC countries and Japan strengthened appreciably. The pattern of
equity flows thus appears to have reflected relative economic growth,
in that they went to countries where growth was accelerating. Interest
in Europe, and in Germany in particular, further strengthened in
1989, with EC countries accounting for one-half of total identified
inflows.

Investors in the United Kingdom were the main purchasers of
foreign equities during much of this period.™ During the last five
years of the 1980s UK net purchases amounted to around $55 billion
(about one-third of measured inflows), with over $32 billion in 1989

2 Moreover, as noted above, there are reasons to believe that UK inflows are
understated in balance-of-payments statistics. Pain (1990) found evidence that lower
transaction costs associated with the “Big Bang” reforms in 1986 increased inflows into
the United Kingdom.

33 Aderhold et al. (1988) suggest that the bulk of net sales presumably came from
outside the Group of Ten ~ from Asia and certain offshore financial cenitres.

# Largely a reflection of institutional investment, discussed more fully on pages
66-69 below.
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Table 19

Equities investment flows
(in billions of US dollars)

Annual averages eno-
randum;
1985 1986 1987 1988 1989 | 1989as
1975-79 | 1980-84 % of
GNP
Quiflows
United States . ... .. 0.2 1.7 37 1.2 - 2.0 0.9 16.7 0.3
Japan. . ...... ... 0.1 0.2 1.0 7.1 16.9 3.0 17.9 0.6
Larger EC countries' . 0.8 5.9 12.7 228 1 - 05 20.7 43.3 0.9
Gf witich:
Germany .. ... .. 0.1 0.4 1.6 2.2 .1 0.3 5.0 0.4
United Kingdom . . 0.8 5.4 7.4 12.4 - 2.3 5.6 327 3.9
Switzerland .. ..., - - 1.4 2.1 2.0 -4.0 [ ~ 1.1 0.6
Inflows
United States . ... .. 1.5 3.4 4.3 17.2 15.6 | - 0.5 6.6 G.1
Japan........... 0.6 3.5 - 0.7 ~15.8 -42.8 6.8 7.0 0.2
Larger EC countries? . 1.5 2.0 5.6 13.7 12.0 11.0 24.5 0.5
of which:
Germany ... .. .. 0.9 0.8 21 6.8 - 1.2 3.0 2.6 1.0
United Kingdom . . 0.4 0.8 1.8 3.7 0.4 4.6 2.8 0.3
Switzerland . ... ... - - 5.0 8.4 35 3.9 6.2 3.5
Memorandum;
Total cutflows? . . | 1.2 8.7 20.2 36.7 i8.0 23.6 84.3 0.6
Tofal inflows? . . .. 2.6 0.8 16.9 26.1 3.9 19.4 49.0 0.4
Discrepancy . . ... 1.4 2.1 3.4 10.5 21.9 4.2 35.4

Notes: () A minus sign under outflows indicates a net sale of domestically-owned foreign assets; under
inflows it indicates a net sale of foreign-owned domestic assets.
(i) A number of countries publish figures for portfolio investment ondy (i.c. for bonds and equitics
ouly): these flows are shown under bond flows (by far the largest component) in this paper.
! Belgium-Luxembourg, France, Germany, Italy, the Netheriands, Spain and the United Kingdom.
2 Swir of fourieen countries.
Sources: As for Table 9,

atone, Only in 1989 did US investment in foreign equities reach
sizable proportions. However, there was again a large stafistical
discrepancy, with measured aggregate outflows exceeding inflows by
some $35 billion (shown in the final line of Table 19),55

% Note again that foreign purchases of UK equities may be understated.
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Table 20

Global bond markets
(percentage shares, end of period)

198¢ 1985 1988 1989

Total nominal outstanding:

(as % of annual GNP) . ... .. 46 66 74 75
Curreacy of denomination:

USdoHar ............... 44 52 46 48

Japaneseyen .. .......... 17 18 22 19

Deutsche Mark . ... ....... 10 7 8 8

Other . ............. ... 29 23 24 25
Markets:

International . ... ........ 4 7 10 10

Domestic . . ............. 96 93 90 90

Sources: Benavides (1990) and Benzie (1991).

Bonds

The total stock of outstanding bonds exceeded $10,000 billion by
the late 1980s, compared with about $3,300 billion at the beginning of
the decade. Measured in relation to GNP, the greater part of this
increase occurred in the first half of the decade (Table 203, and was
mainly a reflection of larger government deficits in the first than in
the second half of the decade; about one-half of bonds outstanding
are denominated in US dollars - a proportion that remained
surprisingly stable during a decade of such wide swings in the US
dolfar. Finally, there has been some tendency for the share of
international, rather than domestic, issues to increase, 56

The huge Japanese demand for foreign bonds has dominated
bond investment flows. In the space of only five years (1985-89), the
cumulative net acquisition of foreign bonds amounted to just under
$220 billion, dwarfing demand from the rest of the world (shown in
the next-to-last line in Table 21). Japanese demand for foreign bonds
was remarkably resilient {not falling below $30 billion until 1989)
considering the wide swings in exchange rate and interest rate

5 For a review of the international bond market, see Benzie (1991).
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expectations during this period. Nevertheless, the net outflow -
which had risen appreciably each year from 1980 - has declined since
1986, perhaps because institutional investors were less actively
diversifying their portfolios into foreign assets (see page 72 below).
Net outward investment of less than $22 billion in 1989 was the lowest
since 1983, One significant characteristic of outward Japanese
investment has been the concentration on doHlar instruments:
according to a recent estimate, the dollar share of Japanese holdings
of foreign securities is around 80%.%7 Liguidity, the wide variety of
investment instruments and extensive hedging opportunities are the
main attractions of dollar securities.’® The converse of this is that
Japanese holdings of European securities are relatively small -
although there have been some recent, rather ambiguous, signs of
increased investment in continental Europe, and disinvestment in the
United States.

German demand, by contrast, was much more volatile. Qutflows
into bonds were relatively modest up to 1986, and became really
strong only in 1988, stimulated by the prospect of the introduction of
a withholding tax on interest earned in Germany. Even after the
abolition of this tax, German outflows remained relatively high in
1989 - both by past historical standards and in relation to GNP.

A second significant feature is that private capital inflows have
increasingly taken the form of the issue of overseas bonds by
domestic enterprises rather than of non-resident purchases of
domestically issued bonds. External bond issues by Japanese
enterprises, the largest players, were less than $8 billion annually

7 Sargen (1990) notes that about one-half of Japan’s holdings of overseas securities
was purchased in the United States, with another one-quarter {o one-third believed to be
in Eurodollar bonds.

38 For a major participant’s view on this, see Ueyama {1998}.

# According to Japanese Ministry of Finance data on portfolio investment,
disinvestments in the United States amounted to almost §9 billion in the first half of
1990. However, further interpretation of the new ultimate destination of Japanese
investment is frustrated by the fact that statistics reveal only that the bulk went to
Luxembourg.
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Table 21

Bond investment flows
{in billions of US dollars)

Annual averages Memo-
randum:
1985 1986 1987 1988 1989 | 1989 as
1975-79 1198084 % of
GNP
Total outflowst . ... 16.7 46.1 107.7 156.9 | 107.2 178.8 | 186.1 1.3
United States . .. . .. 5.6 4.0 3.8 3.2 7.4 7.0 5.3 0.1
Japan........... 2.5 137 58.8 94.7 71.2 84.1 95.4 3.4
Larger EC countries? . 12 i4.3 384 51.9 23.5 70.2 72.9 1.6
aof which:
France* ., ., ..., 0.9 1.2 5.6 10.8 4.6 7.5 5.8 0.6
Germany . ... ... 1.4 3.8 9.5 7.5 3.6 353 21.5 1.8
ftaly ... ... - 0.2 0.3 0.8 2.2 36 5.5 9.1 1.1
United Kingdom . | - 5.4 7.5 25.3 - 4.2 i2.2 275 3.3
Belgium-Luxembourg 0.9 2.6 6.2 6.4 4.5 2.0 10.8 7.0
Switzerland . .. .. .. 5.4 7.4 5.1 5.4 4.4 16.2 9.8 5.6
Total inflows! ., ... 8.8 17.1 76.5 87.2 78.8 110.5 | 158.8 1.1
United States . . ... . 0.6 4.1 42.0 456 231 214 9.3 0.4
Japan........... 2.3 4.2 15.2 16.5 30.7 49.9 73.5 2.6
Larger EC countries? . 3.9 5.9 16.5 19.3 20.4 28.4 56.6 1.2
of which:
France’ .. ...... 1.3 5.2 8.9 7.8 8.7 11,9 28.8 3.0
Germany . ... ... 1.6 0.2 3.1 6.5 0.7 - 7.8 0.6 0.7
United Kingdom . , - 0.1 3.4 3.3 2.8 5.0 15.0 1.8
Belgium-Luxenibourg 0.7 0.7 0.2 0.4 1.5 7.4 16.9 7.0
Switzerland . . ... .. - - 0.4 Q0.5 1.0 2.3 1.2 0.7
Memorandum:
Net outflows
Japan .. ... ... 0.2 9.5 43.6 78.2 40.6 34.2 2L9 0.8
Germany .. ..., . - (.2 1.6 6.4 1.0 i2.9 397 211 1.7

Notes: (i} A minus sign under outflows indicates a net sate of domestically-owned foreign assets; under
inflows it indicates a net sale of foreign-owned domestic assets.
(i) Excludes public secior bonds,
! Sum of {ourteen countries.
? Belgium-Luxembourg, France, Germany, Haly, the Netheriands, Spain and the United Kingdom.
* Portfolio flows (eguities plus bonds).
Sources: As for Table 9.
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before 1985, but have risen steeply, to more than $35 billion by 1988650
and $75 billion in 1989, The substaniial rise in bond inflows to Japan
largely reflects increased foreign bond issues (including bonds with
equity warrants) by Japanese firms.5!

The main attraction of such paper for investors lay in expectations
of further rises in the Tokyo equity market. In general, periods of
weakness have tended to lead to sharp declines in issues of
equity-related bonds: the decline in 1990 was particularly steep.®2 The
need to issue such instruments abroad, rather than in the domestic
market, reflected the continuation of some residual restrictions
in domestic capital markets. One notable example was that foreign
currency denominated equity-related bonds could not as readily be
issued in Tokyo as in the Euromarkets. At the same time, there was a
demand on the part of Japanese investors for these assets. This
demand could be met by detaching the equity warrants soon after
issue, and then selling both warrants and the “stripped” bonds
separately to Japanese residents, This gave rise to a capital outflow
(resident purchase of a foreign-owned asset). Hence, in this case,
restrictions in domestic capital markets provided the motivation for
“two-way” capital flows,

More generally, the increased prominence of equity-related bonds
in international markets has perhaps blurred the distinction between
equity and bond flows, As recently as 1985, external equity-related
bonds amounted to around $11 biilion; by 1989 this had risen to more
than %80 billion, about one-third of total external bond issues
(Table 22). By contrast, the share of “classical” fixed-interest

S Bank of Japan, Bulance of Payments Monthly. Three-guarters of the 1988 issues
took the form of bonds with equity warrants; straight bonds amounted to less than 13%
of the total flows. {See Nakao (1990)).

8 Capital inflows into Australia have also taken the form of the issue of securitics in
offshore markets, particularly the Euro-A$ bond market. Tease (1990) points out that
flows through this market were enough to finance the whole current-account deficit in
the second haif of the 1980s.

8 Sce Bank for International Settiements (1990d), especially the chart on page 13,
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Table 22

External bond issues, by type
(in billions of US dotiars)

1985 1986 1987 1988 1989 1950

Total external bond issues ... .. 167.8 | 227.1 | 180.8 | 227.1 | 255.7 | 228.8
Fixedrate ... ........... 94.8 | 141.5 | 121.3 | 160.2 | 154.6 | 160.2
Floatingrate . . . .......... 58.7 51.2 13.0 22.3 17.8 36.8
Convertible ... ........,. 7.0 7.8 18.2 11.3 14.1 9.5
Equity warranls .. ... ... .. 4.3 19.1 24.8 29.7 66.2 21.1

Memaorandum;

Equity warrants in US dollars . . . .. H.d. 20.3 27.0 61.5 i7.4

Ordinary shares issued in

international markets . ... .. .. 2.7 i1.6 203 9. 16.7 4.9

Sources: OECD Financial Marke! Trends and Howell and Coxzini (1989 and 1990}.

securities declined.®® Because the retirement of fixed-interest debt
exceeded by far that of equity-related paper, the decline in the share
of “classical” fixed-interest securities was even more marked on a net
basis. It is of interest to note that issues of bonds with equity warrants
have in recent years by far exceeded ordinary share issues in
international markets. However, large declines in equity prices,
doubts about future prospects, and measures to curtail new issues by
Japanese entities® led to a steep fall in equity-related issues in 1990.

A third notable feature is the size of Belgian and Swiss outflows
into foreign bonds, which are proportionally larger (averaging 3.5%
and a little less than 4.5% of GNP respectively during the period
1985-89) than even Japanese outflows. Capital outflows from these
countries reflect the pressure to diversify away from domestic

% For a discussion of the rise and fall of the importance of floating rate issues, see
Bingham and Mayer (1988).

5 An announcement (towards the end of 1989) by the Japanese Ministry of Finance
that it might require the registration of all new eguity warrant issues and their listing on
the Tokyo stock exchange unsettled the market. By February 1990 a registration
requirement had been intreduced, followed by a suspension of new issucs of shares and
equity-related bonds by Japanese entities. Sce Bank for International Seitlements
(199Gc), pages 142-3.
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currency denominated assets, an important motivation in relatively
small, open economies. By the end of the 1980s, foreign currency
bonds amounted to over one-fifth of the total bond holdings of
Belgian residents - up from less than one-tenth at the start of the
decade (see Dombrecht et al. (1990)). An additional attraction of
foreign investment for Belgian investors was the development of
Belgian/Luxembourg franc issues by non-residents in Luxembourg,
which enabled Belgian investors to avoid both the 25% withholding
tax in Belgium and the exchange rate risk. As a result, Belgian
borrowers were induced to raise long-term funds abroad so that
capital inflows, small before 1987, rose appreciably by the latc 1980s:
in some cases, Belgian residents acquired Belgian debt issued abroad.
The withholding tax and high transaction costs in the {(small) Beigian
market, combined with the development of liquid markets abroad,
thus served to generate “two-way” capital flows.% In 1989, for
instance, gross Belgian inflows and outflows into bonds were around
7% of GNP.

The enormous rise in infterpational bond investment appears to
have increased the correlation between returns on bonds in different
currencies.® Allowing for inflation differentials, Fukao and
Hanazaki (1987) were able to uncover some evidence of greater
convergence of real interest rates internationally in the first half of
the 1980s than in the late 1970s. Furthermore, there appears to be
some evidence that bond yields of currencies in the exchange rate
mechanism of the EMS have tended to converge further in the second
half of the 1980s. Nonetheless, apparent {(and recent) convergence in
real long-term interest rates has fallen well short of that seen under
the gold standard in the late nineteenth century.

% However, the withholding tax was sharply reduced in 1990. Taxation and
regulatory arrangements in Australia also imply that Australian issuers face lower
borrowing costs offshore, and this has contributed to substantial “two-way” capital
flows in Australia. See Tease (1990).

6 On the other hand, Kupice (1990) found that international corrclations of
nominal bond yielkls were actually lower in the period 1974-89 than in the 19605, the
opposite of what might be expected.
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Table 23

Public sector investment flows

(in billicns of US dollars)

Total outflows? . . .

United States . . ., ..
Japan...........
Larger EC countries? .
of which;
France . . . ... ..,
Germany . ... ...
Traly ... ... ...
United Kingdom . .
Netheriands . . . ..
Spain

Australia
Canada

Total inflows!

United States . ... ..
Japan...........
Larger EC countries? .
of which:
France. . ... ...,
Germany . ... ...
fraly ...,
United Kingdom .
Netherfands . . . ..
Spait

Australia
Canada

Annual averages Memo-

randum:

1985 1986 1987 1988 1989 | 1989 as
1975-79 [ 1980-84 % of
GNP
29.7 36.6 37.0 79.6 149.5 86.8 83.7 4.6
7.8 13.4 11.9 9.1 0.1 1¢.9 28.6 0.6
3.7 6.3 33 20.6 46.1 26.3 - 1.7 0.1
14.4 7.2 15.4 39.7 88.5 27.2 37.5 0.8
2.0 3.2 9.5 9.0 4.7 1.3 5.3 0.6
4.8 0.8 6.4 1L.6 2821 - 83 11.8 1.0
2.5 2.4 - 4,7 6.4 10.9 14,1 18.¢ 2.1
i - 0.4 2.1 2.8 22.3 66 | - 7.0 0.8
0.1 0.5 1.9 0.6 3.6 3.7 1.2 0.6
1.8 0.8 0.4 6.3 I4.4 10.0 7.1 1.9
0.2 2.3 - 0.9 3.1 2.6 11.5 %.0 31
1.2 2.8 2.1 31 5.0 9.9 3.2 0.6
311 64.6 71.3 123.1 111.6 124.5 | 147.6 1.4
19.4 213 26.6 51.7 43.8 76.6 52.6 1.0
2.3 6.0 6.5 2.8 93 1 -17.7 6.4 0.2
7.0 22.3 28.1 44,1 45.1 37.1 63.8 1.4
0.5 2.3 3.1 0.8 79| - 28 5.4 0.6
3.0 9.8 10.2 25.3 14.0 0.4 25.5 2.4
0.7 4.4 6.2 7.1 3.9 13.9 20.8 2.4
1.9 1.3 4.5 5.4 9.0 451 - 0.3 0.7
0.2 0.9 0.8 0.4 4.4 6.5 4.6 2.7
0.9 1.8 2.4 1.5 2.5 1.6 5.4 1.4
1.1 1.9 4.3 5.7 5.2 11.3 7.4 2.6
5.6 7.7 8.3 17.4 6.3 15.8 13.1 2.5

Notes: () A minus sign under outflows indicates a net sale of domestically-owned forcign assets; under
inflows it indicates a net sale of foreign-owned domestic assets.
(i) Reserve movements constitute the principal compoenent under ouiflows, foreign purchases of
public sector bonds the principat component ander inflows.

' Sum of fourteen countries,

* Belgium-Luxembourg, France, Germany, [taly, the Netherlands, Spain and the United Kingdom.

Scurces: As for Table 9.
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Table 24
¥oreign penetration of national government bond markets!

1983 1985 1988 1989
Australia? ... L 0000 20 33 35 54
Belgium .. ... .. .. ... .. ... 4 10 i3 14
Canada ................. 16 21 il 37
France .................. 4 2 G 15
Germany? .. ... L 9 17 31 34
Ttaly . o oo e 3 4 4 6
Japan. .. ... .. oL 6 6 4 4
MNethertands . .. .. ... ... ... 33 28 35 37
Spain® ... ... L L 0 0 2 5
United Kingdomy . . . ..... ..., 9 11 15 15
United States . .. . ... ... ... 13 14 17 19
AVEFAEE oo vt e 10 13 13 15

I Non-resident heldings as a percentage of outstanding domestic and Evro-bonds. Central
government unless otherwise indicated.

2 Central and local government.

3 Excluding Euro-bonds.

Source: P, Morgan World Financial Markets {31989, No. 53, updaled.

Public sector

While investment flows in public sector instruments do not appear
to have risen as much as private flows, the pattern of flows has
changed appreciably. There has been a marked increase in foreign
purchases of government bonds issued in the United States, Canada,
Italy and Australia (see the inflow section in Table 23). In the case of
the last three, where inflows amounted to around 2%2% of GNP in
1989, high nominal interest rates on long-term government paper
have been the main attraction for foreigners. This has often been
associated with (partly unwanted) upward pressure on the exchange
rate, sometimes countered by heavy official intervention in the
foreign exchange market. When this has happened, the authorities in
these countries have, in effect, been engaged in two-way capital flows
- inflows into long-term government bonds offset by short-term
outflows in the form of intervention.
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In a number of government bond markets, foreign investors have
come to play a major, indeed dominant, role (Table 24). Foreigners
hold more than one-half of outstanding government bonds in
Australia — with high interest rates viewed as compensating for the
exchange rate risk and so providing an attractive diversification
instrument, particularly for investors from low-inflation and low-
interest-rate countries.®’ Conversely, Dutch guilder and Deutsche
Mark bonds are an attractive form of diversification for those in
inflation-prone countries, and the foreign share of these markets had
risen to about one-third by 1988.

Another factor is the withhoelding taxes applied to non-resident
investors: it appears that foreign holdings of government bonds are
encouraged by either the absence of a withholding tax for foreign
investors (United States, Canada, Germany and the Netherlands) or
the existence of relatively simple exemption procedures (United
Kingdom and Australia}.®® Conversely, foreign holdings are rather
low in countries applying a withholding tax (Italy, Japan and Spain).

Role of financial institutions

While in some countries the direct acquisition by houscholds of
foreign securities has been important {for example in Belgium),
increased investment in foreign assets has generally been inter-
mediated by the financial institutions. Except in 1987 (when official
intervention financed the imbalances), it was non-bank financial
intermediaries, not banks or governments, which financed global
imbalances during the 1980s. Three main factors were important:

& Konig and Ledig (1990 contains an annex which suggests that efficient portfolios
consist of only two, and at most three, currencies. On the basis of interest and exchange
rates prevailing in the [980s, the three currencies for a German investor were the Dutch
guilder, the Danish krone and the Australian doliar.

6 Note also how the elimination of a withholding tax in France has led to a marked
increase in foreign participation. For further details, see Morgan Guaranty Trust
Company of New York (§990), especially Chart 8.
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households moved savings from banks to non-banks; there was a
huge expansion in private sector wealth; and, most important, a
massive diversification into foreign assets took place.

The first element was the channelling of household savings to
institutional investors {as the demand for insurance and pension
schemes rose)} and away from ordinary bank accounts. Since non-
bank financial institutions in general hold a much higher proportion
of their assets in foreign currency than do banks, this increased
investment abroad.®

Secondly, the ratio of private sector wealth to GNP has risen
sharply almost everywhere during the 1980s as equity, real estate and
other asset prices rose. The combined effect of this and the switch
into institutional investment led to anm enormous increase in
institutions’ investment funds. The assets of insurance companies
and pension funds in both Japan and the United Kingdom rose by a
factor of four during the decade. Indeed, during the second half of
the 1980s it was such increased wealth - rather than a higher
propensity to invest abroad - that underlay the strong growth of
capital flows.70

The proportion of pension funds’, insurance companies’ and
other financial institutions’ assets in foreign securities rose steeply in
a number of couniries. In the wake of liberalisation, there were
particularly sharp rises in the share of foreign securitics in the
portfolios of Japanese and UK pension fund and insurance company
portfolios, which played a major part in the increase in portfolio
flows in the first half of the 1980s (Table 25). But since 1985 flows
have been sustained more by increases in institutional investors’ total
assets than by diversification into foreign assets. Even so, the ratio of
foreign to domestic securities continued to rise longer in Japan than

89 See Dravis (1988), p. 20, for a graph.

% In an econometric analysis of Japanese capital flows, Ueda (1990) estimates that
increased weaith explains about one-third of the increase in capitai flows during the
1980s. He calculates that the ratio of private sector wealth to GNP more than doubled
from 1980 to 1988 - largely because of the stock market boom.
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Table 25

Institutional investors’ holdings of foreign securities as a percentage of their

fotal securities holdings

United States
Private pension funds? . . ..
Japan
Life assurance companies . .
Non-life insurance companies
Trust accounts of banks . . .
Postal life insurance . .. . ..
Memorandum:
Total insurance company
assetss (Yen Q0G bnj ... ...

Canada
Life insurance compainies . .
Pensionfunds . . ... .. ...

Germany
Investment companies . . ..

Italy
Insurance comparnies

United Kingdom4
Insurance companies
Pensionfunds . . ... .....

Memorandum:

Total net assets of insurance
companies and pelsion
Sfunds (£bn)

Belgium
Insurance companies and
pension funds ... ... ...

Netheriands
Insurance companies
Private pension funds . . . . .
Public pension funds

Sweden
Insurance companics

1980 1985 1986 1987 1988 1989 1990t
1.0 0 4.0 4.0 4.0 4.1
9.0 26.4 28.9 31.4 311 33.9 322
7.4 19.4 21.5 21.5 223 26.1 28.2
2.2 14.0 17.1 16.7 15.3 i7.0 i8.6
0.0 6.7 9.2 11.2 11.3 il.2 il.2
48.2 94.1 117y 1324 157.7 | 172.9 192.2
2.1 22 2.8 3.4 3.5 3.6 3.6
6.1 6.6 7.0 6.6 6.7
0.8 40.4 4.9 3193 57.8 59.9 58.9
i1.7 10.1 8.1 8.4 10.4
6.9 17.3 19.7 177 22.3
1¢.3 £7.8 20.1 17.8 22,2
i09.5 | 287.8 | 350.7 | 3717 | 408.4 | 465.1
1.7 33 3.8 3.3 2.8
5.2 10.3 1.0 11.0 11.4 10.1 9.8
10.6¢ 13.8 17.6 18.0 . 21.3 20.8
1.75 2.8 3.0 3.3 35 4.2 4.6
1.5 lL.a 4.0 10.1

! Position at mid-year, except Sweden (end-September).

' Tax-exempt funded schemes {excludes TRAS).

1 Sum of life, non-life and postal life insurance.

+ Pension funds exclude central government sector but include other public sector. Unit trust investment
allocated as follows: 50% foreign and 50% demestic at end-1989 (following partial survey resuits), and
other years calculated in proportion to changes in the measured share of foreign assets.

5 1983,

Sources: Bank of Italy; Bank of Japan Feonomic Stetistics Annual and Economic Statistics Monthiy;
Sveriges Riksbank Quarterly Review; De Nederlandsche Bank Annual Report and Quarterly
Bulletins; Deutsche Bundesbank Statistical Supplement to the Monthly Report, Series 2; Intersec
Research Corporation; National Bank of Beigium; Statistics Canada; UK Central Statistical
Officc Annual Abstract of Statistics and Financial Statistics,
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in the United Kingdom owing to the progressive raising of ceilings on
the proportion of financial institutions’ assets that could be held in
foreign currency.”!

It might also be noted that the actual foreign currency exposure of
Japanese financial institutions is much greater than suggested by data
on holdings of foreign securities.” Life assurance companies, for
instance, have large foreign currency deposits as well as holdings of
“sushi” bonds (foreign currency bonds issued by Japanese firms).
Although there are no official data on the size of either amounts, one
estimate suggests that these assets represent almost 10% of total
assets.”

While Japanese institutions displayed an almost exclusive
preference for bonds, UK institutions generally preferred equities
and avoided bonds.”™ One reason for this preference is that UK
pension liabilities are largely final-salary-related: only the equity
market is regarded as providing the real rate of return this requires.
This difference in institutional preferences is part of the explanation
why the United Kingdom has been well ahead of Yapan as a purchaser
of foreign equities despite very much smaller aggregate saving.
Another reason is that the role of London as a major centre for

7! Before 1986, Japanese insurance comnpanies and pension trust accounts at Trust
Backs could held foreign currency assets only up to 10% of total assets. These ratios
were raised to 25% and then to 30%. Similar restrictions on the Postal Life Insurance
Fund were also relaxed in {987, The Annex to Fukao {1988) [or Fukao and Okina
(1989)1 gives a useful summary of regulations and deregulations.

2 One factor working in the opposite direction is that these institutions have, to
some extent, borrowed short-term in foreign currencies to limit their exchange rate risk.
This is considered more fully on pages 78-79 below.

73 End-1986 figure from Deguchi (1987), cited by Fukao and Okina (1989).

" By end-1988 UK holdings of foreign securities were spiit as follows (in £ bn):

Overseas ordinary Government
shares securities
Insurance companies 25.9 3.2
Pension funds 33.4 2.1

Source: Central Statistical Office Financial Statistics.
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foreign equity transactions increases both inflows and outftows of
equities.”s

Among the smaller European countries, financial institutions in
the Netherlands have also increased the share of foreign investments
in their portfolios. The main exception to this is the important public
pensions fund, which, largely because of regulations, holds only
4.5% of its financial investments in foreign securities, compared with
an average of about 209% for the private pension funds.

German insurance companies, by conirast, tended to limit their
investment in foreign assets, holding instead domestic DM bonds.
The main reason for this is that they are permitted to acquire foreign
currency assets only to cover foreign business undertaken.” By
conirast, investment companies in Germany - which are not subject
to this regulation and whose funds are refatively small but growing
rapidly - have shown a marked predilection for foreign investment.
One implication of the existing restrictions is that German capital
outflows are not “stabilised” by institutional investors secking
long-term investments in the same way as Japanese outflows have
been - perhaps explaining the greater apparent volatility noted
above,

Until recently, Sweden imposed tight restrictions on foreign
investment by domestic institutions. Insurance companies were able
to invest in external assets only from mid-1989: they lost little time in
starting to diversify, with new foreign investment accounting for
about 75% of the increase in investment during the first three
quarters of 1990.77

" Although London ranks only fourth in the world by domestic cquity
capitalisation {behind Tokyo, Osaka and New York), its turnover (£40 billion in 1988)
represents nearly half of measured global foreign cquity turnover. Non-residents
account for about one-half of this turnover (see Bank of England (1989} and Davis
(19907},

* For further details, see Bishop (1989). Although comprehensive statistics are not
available, Allianz Leben - Germany's biggest life assurer - held 97% of its equity
portfolio in German equities. {(Source: Wall Street Journal, 10th July 1990.)

7 Pension funds were allowed to invest in foreign securities from 1990, Lindenius
{1990} discusses the likely implications.
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In a number of other countries restrictions on financial
institutions’ holdings of foreign assets presumably continued to limit
the increase in capital flows.”™ Such restrictions seem likely to come
under closer examination by the EC Commission as the integration of
financial markets proceeds. As those countries that now maintain
restrictions also liberalise financial institutions’ portfolio choices,
and as the earlier liberalisers broadly attain their desired foreign
exposures, the impact on portfolio flows would - judging by UK and
Japanese experience - be appreciable.

But perhaps the most striking exception to the trend towards the
internationalisation of institutional portfolios is the United States.
By mid-June 1990 US tax-exempt institutions (pension funds,
foundations and endowments) had $98 billion invested abroad, only
4% of their assets, but still $35 billion more than eighteen months
earlier.” Despite the recent increase, not only is this foreign share low
by the standards of other countries, but it may well also imply
sub-optimal diversification. Other things being equal, the more
dependent a couniry is on imports, the greater should be the
proportion of foreign investment - because of the greater need to

8 Up to 1990, Canadian pension funds could not invest more than 10% of their
assets in foreign securities: this ceiling was raised to 2% in 1990, 14% in 1991 and wili
be 20% from 1993, Similar rules also apply to mutual fands if they are to be eligible for
tax-exempt registered retirement savings plans. Private pension funds in France and
Switzerland also hold relatively little in foreign assets. Fukao and Okina (1988) cite the
following international comparisons of foreign investment as a percentage of the total
assets of some private pension funds:

United Kingdom 20%; Canada 9%;
Australia 15%; Switzerland 5%:;
Japan 10%; Germany 4%,
the Netherlands 10%; France 2%.

7 Anestimate by Intersec Research Corp. cited by the Financial Times, 5th January
1991, In 1980, only 2% of US pension funds were invested abroad. US life insurance
companies held only 4% of their assets in foreign sccurities, and even then mostly in
Canadian bonds. {Ehrlich (3981) cited by Davis {1988}, pages 47 and 55.]
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hedge against external shocks® Although the United States is a
relatively closed economy, imports of goods and services are still
almost 13% of GNP (1989 estimate) and are rising. The increased
volatility of the dollar would seem to provide an additional motive
for diversification into non-dollar assets. The fact that Japanese
institutional investors diversified their portfolios abroad so
substantially in the 1980s, while US institutional investors (until very
recently) did not, does much to explain the pattern of capital flows
observed.®

As noted, there are recent signs that US investors are increasing
their holdings of foreign assets. Should this reorientation continue,
the consequences for the exchange rate of the dollar would be
significant.®2 One factor likely to sustain this trend is that
liberalisation and innovation outside the United States have made
financial markets overseas deeper and more liquid - and so more
attractive for US investors ~ than they once were.

The role of greater diversification in portfolio flows in the 1980s
suggests that much investment has been autonomous. But there are
good reasons for not pushing this hypothesis too far. For one thing,
the turnover in long-term assets has risen sharply, pointing to the
importance of short-term considerations in the fiming of the
implementation of long-run investment decisions (such as interest

8 But note that other factors could be important, including the correlation between
returns on demestic and foreign assets. For instance, the return on Dutch guiider bonds
is closely correlated with the return on German bonds, reducing the attractiveness of
German bonds as a diversification instrument for Dutch investors even though trade
links between the two countries are extensive.

8 Barenco {1990} estimated that the US position in foreign currencies hardly
changes in the [980s, remaining at around % of GNP.

32 Some recent surveys suggest that US fund managers will seek to invest a greater
proportion of their portfolios overseas in the years ahead. See Janet Bush, “Global
caution persists”, Financial Times, 26th October 1989, Howell and Cozzini (1990}
suggest that optimal diversification would lead US investors to have 8-10% of their
assets in foreign paper, as against only 4% now.
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and exchange rate expectations).®? Secondly, the acquisition of long-
term assets is often financed by short-term borrowing in the same
currency (see below). Thirdly, the diversification phase may be
almost over — at least for Japan, the United Kingdom and some
smaller countries.® As the share of foreign assets, long constrained
by official restrictions, reaches a more “normal” level, expectations
of returns are likely to become more important. At any event, the
foreign securities’ share has fallen on occasion in recent years (for
example, life assurance companies in Japan in 1988 and UK
institutional investors in 1987 - see Table 25). A number of Japanese
economists have indeed concluded that the huge portfolio shift of
Japanese institutional investors had, by 1988, run its course.®> One
implication of this is that such investment has now become more
sensitive to exchange rate and other risks.%

¥ The annua! turnover of sccurities divided by year-end holdings has risen sharply
in the last decade (turnover of foreign holdings of securities in these markets):

1983 1989
United States 1.8 5.7
Germany 1.1 2.7
Japan 1.5 2.6

Source: J.P. Morgan World Financial Mearkets {1989 Tssue No. 5), updated.

8 Golub (1990) suggests that investor preferences constitute the main remaining
factor limiting capital mobility, as the willingness of domestic residents (o invest in
foreign currency denominated assets is limited.

85 See, for example, Fukao and Okina (1989) and Ueda (1990).

36 See Okumura (1988).
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V.
Short-term bank flows

Banks act as agents (but not principals or even intermediaries) in
virtually all capital-account transactions. Wherever possible,
balance-of-payments statistics classify such transactions under other
headings - direct investment, portfolio investment or official
reserves. The IMF’s category of “other short-term capital of deposit
money banks” is therefore almost a residual category, covering
capital flows through banks that are not included elsewhere in the
balance-of-payments statistics.

While reliable estimates of total capital-account transactions of
banks do not exist, the volume of flows is huge. The recent BIS
survey cited at the beginning of this paper estimated that aggregate
daily foreign exchange transactions conducted by banks amounted to
around $650 billion in 1989. Most transactions are extremely short-
term (with open positions usually closed within the same trading day)
and do not usually give rise to measurable capital flows.

Whether it can be said that the banks’ role is simply to “take up”
the counterpart foreign exchange exposure desired by non-banks (so
that bank capital flows are in this sense purely a residual) is
debatabie. It is, perhaps, true that banks are more responsive to small
changes in exchange rates or interest rates. For this reason,
McKinnon (1979} thought that banks - were it not for official and
other pressures to avoid open foreign exchange positions — would be
natural candidates for the role of stabilising speculators under
floating exchange rates, a view apparently supported by Goodhart’s
discussions with London bankers on foreign exchange operations.
Unlike McKinnon, however, Goodhart found that official guidelines

% Reported in the appendix to Goodhart (1988). He found that foreign exchange
traders with London banks were given a free hand in speculating in foreign exchange
subject only te prudential limits on the close-of-business exposure, with wider limits on
the intra-day position. The view “firmiy maintained” within the commercial banks was
that such speculation was profitabie.
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on open positions in foreign exchange did not unduly restrict such
specutative getivity by bankers, and he felt that the cumulative weight
of all banks’ aggregate positions could be extremely large. The
following paragraphs review the main features of net short-term
capital flows through banks: the issue whether such flows can be
regarded as purely “accommodating” flows is discussed a little
further below {on pages 91-94).

Aggregale net short-term bank flows for the fourteen larger
industrial countries averaged almost $80 billion annually over the
period 1985-89 and, measured in relation to GNP, have increased
compared with the 1975-84 period (Table 9 on page 35), The recent
pattern of flows among the major players (the United States, Japan,
Germany and the United Kingdom) is summarised in Table 26. Of the
two major countries facing sizable current-account deficits, the
United Kingdom has relied most heavily on short-term bank flows in
recent years — as progressively higher short-term interest rates have
attracted large inflows of funds into sterling deposits.38 This form of
balance-of-payments financing is, of course, inherently fragile:
indeed, with a weakening of confidence in sterling in the fourth
quarter of 1989, such inflows virtually dried up, leading to a
significant loss of reserves and a drop in sterling.

But it is perhaps the position of the surplus countries that is the
most interesting - especially the contrast between Japan and
Germany. Both countries have large current-account surpluses that
have to be recycled through capital outflows. While Germany does
record a short-term outflow (of some $84 billion over the five-year
period}, Japan has an inflow amounting to little short of $200 billion.
Why are these countries so different?

One important difference is that German banks are subject to
more extensive rules governing their permitted exposure in foreign
currency. In Germany, such rules apply across particular maturities
(e.g. one-month and six-month exposures must be balanced), while
Japanese banks are subject to only an overall limit on foreign

8 This was particularly true during late 1988 and the first three guarters of 1989,
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Tabie 26

Net short-term banking flows

(in billions of US dollars)

Totall ... .......

United States . ... ..

Japan...........

Larger EC countries? .

of which:

France . ., ..., ..
Germany . ......
Ttaly ... ... ...
United Kingdom . .
Belgium-Luxembourg
Metherlands .. . ..

Banking flows in
domestic currency?
United States . ... ..
Japan...........
Larger EC countries? .
France. .. ... ...
Germany .. .. ...
Ttaly .. ... ... ..
United Kingdom . ,
Belgium-Luxembourg
Netherlands . . ...

Annual averages Memo-
randam:
1985 1986 1987 1988 1989 1 1989 as
1975-79 | 1980-84 % of
GNP
11.5 28.1 39.5 84.1 118.3 87.3 61.5 0.4
- 19 | -3a 26.1 3.4 49.2 19 2.0 0.2
1.4 6.7 10.9 58.5 7.8 44.5 8.0 0.3
9.3 19.4 0.6 25 -~ 35 26.1 6.1 0.1
- 0.1 6.8 - 3.2 23} -47 2.4 7.6 0.8
2.0 |- 01 -10.1 7 =285 ¢ - S51 0} 103} -303 2.8
1.3 2.2 - 3.1 4.0 4.4 8.0 1 L3
2.0 7.5 13.0 15.0 0.8 24.9 27.6 3.3
0.9 2.1 4.8 3.2 04t - 1.8 1.8 1.2
1.9 1.3 1.0 6.6 27 - L5 % 104 4.7
- 4.5 -14.6 321 19.¢ 48.3 11.3 19.2
- 1.5 ~ 1.8 - 4.2 ~14.5 - 2.6 -158.5 ~16.9
30 | -39 - 1.5 -24.9 11.5 193 | - 2.4
-16 | - 18 -24| -20 1.5 6.6 116
23 |- 3.0 12,5 | -24.1 0.4 - 531 =221
0.2 - 3.0 -087 -08 0.8 - L1
1.7 1.4 3.3 0.6 7.4 17.9 12.6
0.3 0.3 02| -0.2 2.6 1.2 1.3
0.5 |- 08 0.9 1.6 24 - 19| - 47

! Sum of fourteen countries,

% Belgium-Luxembourg, France, Germany, [taly, the Netherlands, Spain and the United Kingdom.

* Exchange rate adjusted changes in banks’ net external position. This includes banks’ purchases of foreign
securities and i5 not strictly comparabic to the balance-of-payments estimates shown in the top of the
pancl: the discrepancy is large only in the case of Japan. The balance-of-payments convention is used: an
increase in assels cniers as a negative number {i.c. a capital outflow). In the absence of data for the whole

period, Spain is excluded.

Sources: As for Table 9, UK Balance of Paymenss 1989 and BIS International Banking and Financied
Market Developments, various issues.

exchange exposure regardless of maturity. As a result, the bulk of
German bank outflows are denominated in iocal currency; in the
main, such flows take place in the interbank market. Also, the depth
of the Euro-Deutsche Mark market naturally makes it easier for
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German banks to lend Deutsche Mark abroad (the Euro-yen market,
by contrast, is much smaller). Current-account surpluses and
intervention purchases of Deutsche Mark in the foreign exchange
market both served (at least initially) to increase domestic banks’ DM
claims on foreign banks: in this sense, banking flows appear to have
acted as a passive financing item (a point developed further below),
One consequence of this trend has been a sharp increase in German
banks’ foreign lending to banks from 13% of their total lending to
banks at end-1980 to more than 253% by end-1989 (Table 27). By
contrast, the share of forecign lending to non-banks remained
virtually constant. Nor have German banks much increased the share
of foreign securities in their investment portfolios. The significance
of these features is, as a recent IMF study concluded, that the
recycling of current-account surpluses by German banks took place
in a way that expatriated both foreign currency and maturity
transformation activity.®

Japanese banks, allowed under foreign exchange exposure rules
to borrow short and lend long, have been much more active. Banks’
holdings of foreign securitics rose to over 14% of their total securities
holdings by end-1986, from less than 3% at end-1980. However, this
percentage appears to have stabilised in recent years, declining in
1988 before rebounding in 1989 (Table 28).%° While borrowing short
and lending long can be considered to be a natural banking function -
indeed, many have interpreted this trend as evidence of Japan’s
emergence as a major international banker - there are dangers when
short-term interest rates rise substantially or unexpectedly.?! Also,

# See “Capital Account Development in Japan and the Federal Republic of
Germany: Institutional infiuences and Structural Changes” in IMF World Economic
Cuetlook, April 1989,

% By end-1988, Japanese bank’s holdings of foreign securities amounted to over
$87 billion (using the basic rate Yen 127 to $1).

! For a benign interpretation, sce Shinkai (1990). For warnings about the dangers,
see Richebacher (19%0) and Pepper (1991). Note that Japan’s stock of foreign assets and
liabilities has bailooned in recent years: gross external liabilities increased from $547
billion and the end of 1986 to $1,478 billion by the end of 1989.
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Table 27

Banks’ foreign and domestic asseis
{at year-enl)

{980 [ 1985 | 1986 | 1987 | 1988 | 1989 | 199!

Japan
Banks’ holdings of foreign
securities as a percentage of
their total securities holdings
{banking accounts) ...... 2.7 1123 F 142 | 140 | 126 1 135 | 147
Germany
Banks’ foreign lending as a
percentage of total lending to;
Banks ............, 1
Nop-banks . .........
Banks’ holdings of foreign
securities as a percentage of
their total securities holdings? 4.7 34 4.3 39 4.3 5.4 6.4

7.0 209 | 205 | 21,

L
o

9] 254§ 26.1
1 3.3 5.7

! Mid-year position,

2 Including bank securities.

Sources: Bank of Japan Economic Statistics Monihiy and Monthly Report of the Deutsche
Bundesbank.

Table 28

Changes in foreign currency bank loans to non-bank residents!
(in billiens of US dollars)

1984 | 1985 1986 1987 1988 1989 | 19%07

Japand . ... ........ 9.7 4.6 47.6 56.7 316 11.4 10.6

European countries? . . . 7.6 1.5 4.7 i9.3 23.4 26.6 13.4
af which:

United Kingdom . . ., 3.0 5.4 1o 1.4 7.2 16.9 | -16.9

Ialy .. ... ... .. 3.8 |[-406 2.9 6.9 5.6 5.8 6.8

Sweden . ... ... ... 1.0 1.6 0.6 4.4 6./ 16.1 i8.7

b Assets siminus labilities: a positive value indicates an increase in loans Lo (net of an increase in
deposits by) non-banks. Adjusted for ¢xchange rate changes. No figures available for US
banks.

2 First three quarters at actual rate.

3 Assets only, as liabilities are not published: in general, year-to-year movements in net
positions are dominated by changes in assets.

4 Austria, Belgium-Luxembourg, Denmark, Finland, France, Germany, Ireland, ltaly, the
Netherlands, Norway, Spain, Sweden, Switzerland and the United Kingdom. The actual
figures show a large “swing” between 1987 and 1988 reflecting a rise in French loans to
residents of 56.6 billion {net) in 1987 Q4, followed by net repayments of $8.4 hiliion in 1988
Q1 the figures shown above exclude these transactions.

Sources: BIS International banking and financial maorket developments and historical data.
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huge rises in the value of Japanese equities contributed to the capital
base for much-expanded international lending. A steep and sustained
fall in equity prices would have the opposite effect: indeed, such a
reversal was beginning to occur in the first half of 1990,

Heavy foreign currency denominated borrowing abroad by
Japanese banks also served to cover foreign currency loans to
residents. Changes in banks’ foreign currency position with residents
are shown in Table 28. Such loans are larger, and have risen faster,
than in any other country: they increased by $36 billion in 1987,
compared with less than $20 billion for fourteen European countries
taken together.

The scale of such loans was also large relative to Japanese
residents’ purchases of foreign bonds. Subtracting changes in foreign
currency loans (Table 28) from net bond investment flows (Table 21)
gives some, albeit approximate, idea of the magnitudes inveolved (in
billions of US dollars):

1985 1986 1987 1988 1989
Net bond cutflow 436 78.2 40.6 342 21.9
less Foreign currency
loans to non-bank residents 4.6 476 56.7 31.6 1.4

equals 39.0 30.6 -—le.l 2.6 10.5

To some extent, therefore, foreign investment in bonds by
non-banks was in effect financed by short-term borrowing in foreign
currencies.® In this way, non-banks could hedge against a fall in the
dollar: note that foreign currency borrowing reached a maximum in

92 Until the tightening of monetary policy in 1985, such an investment strategy was
presumably motivated by differences between long and short-term interest rates
abroad, expectations that bond prices would rise or desires to conform to the letter, if
not to the spirit, of official “guidance” to buy US government bonds. Ueda {19%0)
found some evidence that the long/short-term interest differential has some, if limited,
effect on Japanese bond outflows. After 1988, when short-term interest rates rose, the
flat or inverted yield curve may have reduced the attractiveness of bonds for Japanese
banks. See J.P. Morgan World Financial Markets (1989).
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1987 when confidence in the dollar was at its weakest. This Japanese
demand for long-term dollar assets and short-term dollar liabilities
probably served to hold down long-term dollar interest rates relative
to short-term rates. Moreover, the willingness of Japanese banks to
assume the maturity risk may have allowed Japanese capital to “flow
more easily” abroad.

But precise estimates are not passible because the degree to which
transactions are covered in the forward market is unknown. In
general, long-term flows tend to be covered by forward exchange
contracts to a much smaller extent than short-term flows. One reason
for this may be the absence of long-term forward markets - although
the typically short average holding period for bonds reduces the
importance of this consideration. A more important reason may be
that regulations [imit the degree of forward cover allowed to
institutional investors in foreign-currency bonds.®® One implication
of a relatively low degree of forward cover for long-term investments
in bonds, and a relatively high degree of cover for short-term
borrowing, is that the overall foreign currency exposure from
Japanese institutional investment in dollar bonds was greater than
the above subtraction would appear to indicate.

The development of other financial instruments (options and
swaps) will also presumably imply that exchange rate risk can be
hedged off balance sheet and thus escape capital flow data.

In Europe, foreign currency loans to non-bank residents rose only
modestly until 1987; after rising by less than $5 billion in 1985 and
1986, such loans increased by around $20 billion annually in the

% For example, regulations limit lapanese life assurance companies’ foreign
currency denominated borrowings to a maximum of 5% of foreign bond investments
(Reuters, 8th November 1989). In any event, it does appear that foreign currency bank
foans to Japanese residents (so-cafled “impact loans”)} did not generally go to life
assurance companies. Instead, they took the form of short-term untied toans either to
securities companies for use in arbitrage with domestic call loans or to companies using
foreign currency loans to acquire yen while avoiding borrowing at the (regulated) prime
rate for yen loans. Such loans are virtnally always covered by forward transactions. See
Bank of Japan (1984).
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following three years (Table 28). The bulk of these loans have taken
place in Italy and the United Kingdom: in other Buropean countries
foreign currency denominated loans to residents have remained
small. Most of such activity in the United Kingdom reflects the
operations of foreign banks in London, particularly Japanese
banks.? In Italy, high interest rates in lire have diverted some loan
demand into ecus. High and rising Swedish interest rates also
encouraged residents to take foreign-currency bank loans.

V1.
Official intervention

One indication of how well private capital flows can cope with
external imbalances and progressive liberalisation is the extent of
official intervention.? The 1980s can be divided into two distinct
epachs of intervention practices.?s During the five-year period
1981-85, the balance on net official monetary movements for the
three largest economies was negligible, averaging less than one-tenth
of 1% of GNP, and with relatively little year-to-year variation
(Table 29). Indeed, for most countries, intervention was a good deal
less important than it had been in the 1975-80 period: this is true both

%% For a discussion of this see Terrell et al. {1990). They suggest that a significant
portion of Japanese banks’ activitics in London and in New York was driven by
attempts to avoid domestic Japanese banking restrictions.

% Not, perhaps, & very good indication: the high elasticity of private capital flows
with respect to interest rate and exchange rate expectations may well reduce that impact
of intervention on interest/exchange rate patterns.

9 The BIS Annual Report’s chapter on the international monetary system provides
an overview of exchange market developments and intervention policy during the
previous year. Frankel (1990} analyses the pofitical and international background to
intervention policy during the 1980s.
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Table 29

Net official monetary movements
(annual averages, percentages of GNP)

Mean Standard deviation
1975-80 | 198i-85 | 1986-89 | 1975-80 | 1981-85 | 1986-89
United States . . . 0.62 ~0.02 0.62 0.85 0.10 0.67
Japan........ -0.23 -0.02 -(.53 0.82 .32 1.09
Germany ... .. -0.16 0.02 .00 1.21 .19 1.60
Canada .. ..., {.60 0.23 -0.81 0.98 0.48 0.93
France ....... -0.39 ~-0.07 0.34 0.71 0.92 0.51
ftaly . . ....... -0.87 0.18 -0.85 1.37 1.28 0.39
United Kingdom . -0.66 0.25 -.80 2.62 0.50 1.63
Australia . ..., (.43 -0.17 -0.72 0.49 1.60 0.92
Belgium ... ... -0.18 ~-0.56 0.57 0.80 1.49 0.64
Netherlands . . . . -0.13 0.25 ~0.51 0.52 0.70 0.68
Sweden....... 0.45 0.51 0.40 .07 0.68 0.22
Simple average* . 0.43 0.21 0.56 1.04 0.75 0.84

Note: A minus sign indicates a net official acquisition of foreign assets.
* Average of absolute numbers.
Seurces: BIS and naticnal scurces,

of the average size and of the variability of official monetary
movements: see Table 29.%7 In this period, then, private capital flows
and current-account positions were allowed to determine exchange
rates with relatively little official interference. There was, of course, a
big rise in the doliar.

Policies changed in mid-decade. Substantial intervention was
again undertaken to keep exchange rates within officially desired
ranges. Net official monetary movements of around 4% of GNP
became the norm once more, with substantial shifts between vears,
especially in recent years. The standard deviation of net official
monetary movements of the three major economies increased

" The main exceptions to this are Australia and Belgium.
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Table 30

Official financing of major current-account imbalances
(in billions of US dollars)

1985 1986 1987 1988 1989 1990%

United States

Current account . -122.1 -145.3 =162,1 -129.0 ~110.1 -99

Capital account , . 121.9 1{1.5 [05.2 92.7 126.8 72

Official financing ~ 58 33.8 56.9 36.3 - 16.8 27
Japan

Current account . 49.2 85.8 87.0 79.6 57.2 36

Capital account . . - 507 - 72.1 - 44.7 - 64,1 - 81.9 -~57

Official financing 1.5 - 13.7 - 42.3 ~ 15.5 24,7 21
Germany

Current account . 17.0 40.1 46.1 30.5 55.5 44

Capital account . , - 15.9 - 37.0 - 22.1 - 69.7 - B65.5 -37

Official financing =~ 1l - 3.1 - 234 19.2 10.0 -7

Notes: (1) The capital account includes the statistical discrepancy and excludes official
financing. A positive value indicates a capital inflow.
(ii) Official financing is defined as changes in net official monetary position: it is
equal, but opposite in sign, to the sum of the cucrent and capital accounts.

* Prefiminary, rounded (o nearest billion doHtars, 1n the absence of fuil-vear data, the figure
shown refers to the first three guarters at an annual rate.

Sources: As for Tabie 9 and BIS.

significantly: for Japan and Germany it was even higher than in the
1975-80 period.®

One notable and paradoxical feature of recent intervention has
been that countries in large current-account surplus have, on

% 1t should be noted that, in the United States, changes in the net official monetary
position do not include indirect flows of official funds via the Euro-market. Such
official purchases of doliars, which are not counted as official monetary transactions in
Table 29, were substantial in 1987, and were partly reversed in 1988. Annual changes in
BIS reporting baiiks’ external liabitities in dollars vis-a-vis official monetary institutions
were as follows (¥ billion):

1986 - 0.4
1987 217
1988 =113
1989 5.8

Source: BIS International Banking and Financial Marke! Developmerts,
The variability of US nct official monetary movements is therefore effectively
understated in Table 29,
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occasions, intervened to support their currencies while those in deficit
have done the opposite. In 1989, in particular, there was a marked
tendency for non-official flows to more than finance large
current-account imbalances. The net official reserve position of the
United States improved by almost $17 billion, despite a current-
account deficit of some $110 billion (Table 30). Conversely, non-
official capital outflows more than recycled the surpluses of Japan
and Germany so that net official monetary assets fell substantially in
both countries. This was the opposite of the situation in 1987, when
private capital flows fell well short of what was needed to finance the
major imbalances. A similar pattern was evident in other European
currencies: capital inflows into countries with higher-than-average
inflation and interest rates led to upward pressure of the exchange
rate despite significant current-account deficits: Italy and Spain were
the most striking examples.”?

VIl
Approaches to capital-account analysis in the 1980s

Meade’s two distinctions

It is clear from the above review that capital flows in the 1980s
have taken many more diversified forms than in pre-1914 days or
indeed in any earlier period, a fact that inevitably complicates the
task of summarising the structure of capital transactions in the
balance of payments. Indeed, there is no simple organising principle
in approaching the structure of the capital account, and little or no
agreement among economists about the economic or analytical
significance of different elements of the capital account.

# For a discussion of the wisdom of currency co-ordination and of the policy
requirements of maintaining free capital movements, see de Vries (1990).
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For many years, Meade’s distinction between “autonomous” and
“accommodating” capital flows provided, if not a basis for definitive
analysis, at least a plausible point of departure. According to Meade,

“laccommodating capital flows] take place only because the

other items in the balance of payments are such as to leave a

gap of this size to be filled ... [while] autonomous payments

... take place regardless of the size of the other items in the

balance of payments”, 100
On his reckoning, investment in securities and direct investment
would both be counted as autonomous flows. Reserve movements
and short-term capital movements were “accommodating™.

The second distinction he drew was between “temporary” and
“continuing” capital movements, identifying the former with short-
term funds attracted by interest rate differentials.'® The underlying
notion behind this distinction was that of “reversibility” - that
capital pulled in by certain temporary factors would soon flow out
once the attractions waned.

Arising from these considerations was the idea of the “basic”
balance {the balance on current account plus long-term capital
account) which would give some indication of external financing
pressures, to be met by attracting (mobile) short-term capital with
higher short-term interest rates or with a “low” exchange rate, or by
intervention,

However, a number of developments since the early 1970s have
tended to blur these distinctions:

0 Meade (1951), page 11. The distinction was used earlier by Machlup [see
Machivp (1983)] and Kindleberger (in his 1937 Ph. D. dissertation, cited in
Kindleberger (1987)).

16 But he was careful to point out that a given interest rate differential does not lead
to a permanent capital flow, the key insight of the modern portfolio approach to capital
movements: “Even if the new relationship between rates of interest on short-term funds
in two countries is likely to be permanent, the movement of short-term funds is not
likely to continue at its present rate; for when once the available corpus of short-term
capital has moved from one centre to the other, the flow is likely to cease or at least to
stacken”. Meade, op.cit., page 15.
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-the increased liquidity of nominally long-term investment
instruments (equities as well as bonds) means that temporary capital
movements can take the form of transactions in nominally long-term
assets. Indeed, the usefulness of the distinction between short and
long-term capital flows is brought into serious doubt;

-the advent of floating exchange rates meant that official
settlements flows could not necessarily be taken as a measure of
official accommodation of balance-of-payments imbalances: indeed,
in a strictly floating world, official settiements flows would in
principle be zero;

- the increased importance of “autonomous” short-term capital
flows that have little or no relation to balance-of-payments financing
requirements. Examples include OPEC’s holdings of US Treasury
biils or short-term deposits with US banks, capital flight from Latin
America and so on.

In short, Meade’s distinction really applied to a fixed rate world
where stable flows of long-term capital were the rule rather than the
exception. Nowadays, the current account, capital flows and the
exchange rate are all determined simultaneously.

Nevertheless, because the short-term responsiveness of different
capital-account items does differ, the notions of “autonomous” and
“accommodating” are not quite dead. Indeed, the greater importance
of capital flows in recent years has prompted some observers to
resurrect these notions, and in particular to look again at the basic
halance. %2

The following paragraphs look at recent capital flows in the light
of Meade’s distinctions, examining the volatility of different capital-
account items (to make the distinction between permanent and
temporary flows more concrete} and considering what meaning, if
any, can be given to the distinction between autonomous and
accommeodating capital flows. Finally, the applicability of the notion

192 See National Instituie Economic Review, November 1989, pages 21-22, pointing
te a basic balance deficit of £27 billion in the United Kingdom and the comment by
Brittan (1989}.
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Table 31

¥ariability of net capital flows
(in billions of US dollars)

1975-82

Bank flows, short-term
Memorandum:

1983-89

Bank flows, short-term
Memorandum:

Direct investment . . . .
[nvestment in bonds . .
Envestment in equities .

Public seclor .. ... ..
Bank flows, long-term .

Current account . . . . .

Direct investment . . . .
Investment in bonds . .
Investment in equizics .

Publicsector .. .....
Bank flows, long-term .

Current account - . . . .

United United | Simple
States Japan |Germany| Canada Kingdom | average
1.0 1.1 1.0 2.8 2.6 3.7
2.3 3.3 2.9 0.9 2.1 2.3
1.4 3.0 0.6 0.5 3.5 1.8
15.9 0.7 11.2 i.6 4.8 8.0
6.2 2.2 2.5 - - 3.6
17.6 4.7 39 5.7 4.7 1.3
10.6 9.3 7.5 1.9 6.2 7.1
15.3 16.1 3.0 1.5 7.4 8.7
15.8 220 13.6 .8 11.3 12,9
10.1 22.8 4.7 2.3 12.8 10.5
20.2 20,5 11.2 4.2 6.4 12.5
8.8 2.0 3.6 - - 4.8
14.6 28.5 12.8 2.1 9.4 13.5
411 26.0 20.8 6.0 i5.4 21.9

MNote: Variability is measured by the standard deviation of annual flows (in biflions of US
dollars). {The ceefficient of variation was not caiculated because the sign of net
flows changes and average net flows can be very small.)

Sources: As for Table 9,

of the basic balance - in particular with direct investment set apart
from other capital-account transactions - is reviewed.

Temporary versus permanent flows: volatility

To examine whether capital flows have become more volatile over
time, the period used in this study was divided into two sub-periods;
1975-82 and 1983-89. The standard deviation of each broad
component of capital flows is shown in Table 31. The simpler
question is whether variability has increased. A more interesting
question is whether the volatility of some components of the capital
account has increased relative to the current account.
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In the period 1975-82, the elements of the capital account that
displayed the greatest variability were the classic accommodating
flows: public sector and short-term banking flows. Portfolio
investment was less variable. But in the period 1983-89 the variability
of the dollar value of bond and equity investment flows was much
higher - by a factor of five to six. By contrast, the variability of direct
investment flows (outside Japan) has changed much less despite the
sizable increase in the average volume of direct investment flows. The
variability of public sector and short-term banking flows, on the
other hand, had increased only a little between the two periods.

Japan has seen the most marked increase in the variability of
capital flows, due in part to the trend increase in total flows. The
variability of both bond and equity investment flows was not much
less than the variability seen in the current account over the period
1982-89, whereas it was only one-third as large in the period 1975-82.

Consideration of Meade’s second distinction (“temporary” versus
“continuing” capital movements) raises the question of which flows
have been more volatile. The “hierarchy of volatility” of different
categories of capital flows can be seen by comparing the coefficients
of variation calculated for outflows and inflows separately (Table
32). 1t is perhaps not surprising that direct investment flows are
among the least volatile. Long-term bank outflows also appear to be
relatively stable, although total flows are too small for any firm
conclusions to be drawn. Net short-term bank flows, by contrast,
appear to be the most volatile. The volatility of portfolio investment
appears to lie between these extremes, with equity flows being
particularly volatile.,

One notable feature is that private capital inflows are more
volatile than outflows: this is the case for direct investment, bond,
equity and long-term bank flows: see the “simple average” column in
Table 32.70% This observation holds for flows of individual countries,
the only exceptions being German and UK equity flows. One

163 For long-term bank flows, the generalisation holds for Japan and Germany, the
only two countrics for which a cocfficient of variation could be uscfully calculated.
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Table 32
Standardised variability of gross capital flows

(1975-89)
United United | Simple
States fapan | Germany | Canada Kingdom | average
Direct investment, outflow Q.5 1.3 0.7 0.6 0.8 0.7
inflow 0.9 1.1 2.0 1.0 i.3
Investment in bonds, outflow 0.4 1.2 1.3 .. 1.4 1.1
inflow 0.8 1.5 4.0 0.7 1.8 2.2
Iavestment in equities, outflow 2.2 1.7 1.9 1.5 1.8
inflow 1.2 6.7 1.6 1.3 2.7
Public sector, outflow 0.6 1.4 1.8 0.8 2.8 1.3
infiow 0.7 2.0 0.8 0.5 1.0 1.0
Bank flows, long-term, outflow 2.2 i 0.4 6.7
inflow t.4 0.5 0.9
Bank flows, short-term, net 19 1.5 2.2 2.9 1.0 2.9
Memaorandum:
Currentaccount .. ..., ... .... 1.2 1.2 1.4 1.1 . 1.2

Note: Standardised variability is measured by the cocfficient of variation (standard deviation divided by
the mean). When the mean flow Is too smal} (viz. less than $1 billion) for this calculation to be
meaninglui, no figure is calculated - showsn by .. in the table.

! For comparability, average exciudes Tapasn.

* For comparability, average excludes Canada.

* For comparability, average of Iapan and Germany only.

Sources: As for Table 9,

explanation of this may be that international funds to be exported
may be relatively “footloose” with regard to destination, and can be
switched readily from one country to another: inflows are thus highly
volatile. On the other hand, there are limits to the degree to which
domestic funds can switch between domestic and foreign uses.
Financial institutions, for instance, will be constrained by the need to
balance to some extent the currency exposure of assets and liabilities.
(One exception to this pattern is public sector outflows, which are
more volatile than inflows because they largely reflect intervention
which is relatively volatile.) One possible consequence of the greater
volatility of capital inflows may be that future disturbances will
originate from instability in capital inflows, rather than marked
changes in residents’ capital outflows.
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Autonomous versus accommodating flows:
a simple statistical rest

Although developments since the early 1970s have blurred the
earlier simple categorisation of capital flows into autonomous versus
accommodating flows, it is still of some interest to ask which
clements of the capital account have tended to vary most with
external “financing requirements”. But it is far from easy to answer
this question empirically. One possibility is to estimate the
determinants of each category of capital transaction: those flows that
are highly sensitive to exchange rate expectations or to inferest rate
differentials could, perhaps, be regarded as accommodating flows.
For instance, a current-account “deficit exceeding ex ante capital
inflows would (in the absence of official intervention) tend to put
downward pressure on the exchange rate or upward pressure on
domestic interest rates. Those flows most responsive to exchange
rates or interest rates would rise and, ex post, would finance the
current-account deficit. However, attempts to estimate stable capital
flow equations have not, in general, proved successful. Indeed, what
evidence there is suggests that the relative explanatory power of key
determinants (notably interest rates and exchange rates) tends to
change over time.

Another possibility is to make some additional assumptions and
examine some reduced-form relations. This is the approach tried
tentatively here. The starting point is the identity that capital flows
finance current-account imbalances not covered by intervention,
which, for want of a better term, can be called the Financing
Requirement (KFR) viz.

{0 - KFR = CA - dRESERVE = KF, + ... + KF,
where CA = current-account balance
dRESERVE = balance on official monetary movements

KF. ... KF, = capital-account flows (sign reversed)
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Over time, “shocks” can affect CA or the KF;. In response to these
shocks, RESERVES or KF; can adjust.!% f changes in reserves
constitute the principal vehicle for adjustment, then a series of
“shocks” to a KF; would produce a correlation between CA -
dRESERVE and the “shocked” KF;: in this case, correlations would
shed no light on the nature of the capital flow. If, however,
developments are dominated by a series of “shocks” to the current
account and the burden of financing these falls on capital flows, not
reserves, then one would obtain close correlations between CA -
dRESERVE and “accommodating” KFs (i.¢. those highly responsive
to short-run factors such as exchange rates and interest rate
differentials) and little correlation between CA - dRESERVE and
more “autonomous” KFs.

In what follows it is assumed that the second pattern corresponds
more closely to the period under study (1975-89). This assumption
can be defended by pointing to the large swings in current-account
positions {oil price shocks, fiscal expansion in the United States at a
time of contraction elsewhere, etc.): the variability of current-
account positions has generally been large compared even with
capital flows (Table 31). And, for much of the period, official
intervention has not been the main financing channel. Yet it is stili a
rather sweeping assumption; and the results that follow are thereby
gualified.

To compute the correlations between changes in external
financing and individual capital-account items, regressions of the
following form were used:

2) dKF; = a, + a, dKFR

105 The possibility that the current account can adjust is implicitly excluded here.
The regressions presented below relate capital flows to the current account (less changes
in reserves) for the saime period. While changes in capital flows certainly affect the
current account, the usuat channel {the exchange rate) would impiy rather long iags so
that the current account is unlikely to adijust in the same period to “shocks” to capital
flows. To the extent that this asswmption does not hold, the coefficients given below
would have an upward bias.
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where dKF; = year-on-year change in the capital flow item (as
percentage of GNP/GDP)
dKFR = year-on-year change in the current account minus
balance of official monetary movements (as per-
centage of GNP/GDP)

There was no evidence of a simple trend in any capital-account
item except Japanese direct investment, for which the constant term
was significant.,

The correlations between each capital flow item and external
financing requirements (the coefficient a,) are shown in Table 33:
only estimates of a; that yielded t-statistics greater than 1.5 are
shown. !0 The broad conclusions are:

~that changes in short-term bank flows are more closely
correlated with external financing requirements than any other item
of the private capital account for all countries except Japan.!06
The coefficient on changes in short-term bank flows ranges between
0.3 and almost 1, and is typically far greater than the average share
of short-term bank flows in balance-of-payments financing. A
coefficient of 0.5, for instance, suggests that about half of the
year-to-year changes in “financing requirements” are met by short-
term bank flows.

- Bond flows are the next most closely correlated with external
financing requirements, with a significant correlation with private or
public sector bonds (the largest item shown under public sector
inflows in Table 33) for seven of the eleven countries. Japanese bond
investment appeared more closely correlated with the overall
financing requirements than that of any other country, This is
consistent with some findings that Japanese capital flows seem to

195 This table includes all countries referred to in Tabie 9 except thase for which data
on changes in the net official monetary position were not available.

106 For Japan, the scrics adopted in the BIS Annual Report is used for changes in the
net official menetary position. This series covers gold and foreign exchange reserves
plus other monetary movements excluding authorised foreign exchange banks.
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Table 33
Sensitivity of individual capital-account! items to financing requirements

Direct Investment | Investment {Public sector| Long-term | Short-term
investment | i bonds | inequifics inflows bank flows | bank flows
United States . . . . . 2 0.55
(2.8)
Japan.......... 0.51 0.20
2.7 (2.4)
Germany . ...... 0.30
(2.0}
Canada ........ 0.11 0.88
(1.6) 3.5
France ......... 0.13 0.32
2.7) (1.6}
[raly ... .o o v n i 0.23 0.38
(2.2) (2.7}
United Kingdom . . . 0.16(D) 3,25 0.27
(1.8) (3.9 (2.3}
Australia ..., .. 0.36
3.
Belgium-f.uxembourg 0.22
(1.6)
Netherdands . ... . ¢.18 0.47
{1.6) (2.1}

Note: (-statistics shown in parenthescs.

! Net unless otherwise indicated: I =inflow. Period of ohservation 1975-89.

2 Not applicable for the United States: significant part of government inflows included in net official
monetary positicn (i.e. liabilitics constituting forcign anthorities’ official reserves). For other countries,
this represents mainly forcign purchases of public sector bonds.

respond more to changes in long-term interest differentials (relevant
for investment in bonds) than to short-term interest differentials, as
is the case with most other countries.!®’ The general importance of
bond flows reflects the widespread development of deeper, and more
liguid, markets for long-term bonds.

107 This is suggested by the Bank of Japan (1984}, But note that bond flows in any
case account for a large proportion of total private capital flows.
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~There is no evidence that changes in either long-term bank
lending or investment in equities are correlated with dKFR.

- Finally, there is some evidence of correlation between changes in
direct investment flows and dKFR for two countries, although the
degree of association (measured by the size of the coefficient} is
relatively small.

Although there is also a good deal of “noise” in capital flow data
(all equations have very low R2), and the estimated coefficients of
individual country equations are only poorly determined, the pattern
observed across the different countries is of interest.

The evidence that short-term bank flows appear to be “accom-
modating” elements in the capital account even for annual data is of
particular interest and needs some explanation. Konig and Ledig
(1990), examining German capital flows, suggest that non-residents
acquire the Deutsche Mark needed for current-account transactions
with, and portfolio investment in, Germany through short-term DM
borrowing in the Euro-market from German banks.!%8 Presumably
this explanation rests on the assumption that non-bank non-residents
do not seek to convert their DM labilities into debt in their own
domestic currency - perhaps because of lower DM interest rates.

This hypothesis, however, would apply only to domestic currency
denominated bank flows. Foreign currency denominated flows
would clearly be driven by factors other than short-term interest
differentials or the need to finance trade. To test this, equation {2)
above was re-run with bank flows broken down into domestic
currency denominated and foreign currency denominated flows - for
those countries where the data permit. The results are given in
Table 34. They show that dosmestic currency denominated flows are
correlated with financing requirements for five of the countries
considered, while foreign currency flows are not. The only exception
is Canada which may serve to prove the rule. In the case of Canada, it

8 They write that these “movements, disregarding certain autonomous compo-
nents, are thus not an element in their own right but adapt themselves to other sub-
accounts of the balance of payments”.
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Table 34
Banking flows and financing requirements:
local currency versus foreign currency denomination

Domeslic currency Foreign currency Total
denominated denominated

Japan ., .. ... ... 0.2% 0.13 0.42
(2.4) (0.5} (1.9

Germany ....... 0.47 0.1 0.49
(2.2) (0.2) 2.0)

United Kingdom . . . 0.26 0.07 0.33
(14.3} 0.5) 2.4

Canada ........ 0.03 0.96 1.00
{0.9 3.4 3.3

France . ... ... .. 0.23 -0.02 0.22
2.0) 0.1 (1.0)

Maly........... -0.09 0.08 -0.02
(1.5) 0.4) 0.1

Belgium-Luxembourg -0.37 0.14 ~0.23
(2.0) (€.4) ©.7

Netherlands . .. ... 0.32 0.27 0.59
2.0 (1.0) 2.1)

Sweden. . ....... -0.05 0.08 0.03
(0.5} 0.5) ©.2)

Note:  t-statistics are shown in parentheses.

Seurces: As for Table 9. Banking flows from BIS International banking and financial market
developments and historical statistics. Note that these differ from the IMF
balance-of-payments data, largely because of the exclusion of banks’ securities
transactions.

is foreign currency flows that are more closely correlated with
financing requirements - perhaps a reflection of the fact that the bulk
of Canadian trade is denominated in US dollars.

Categorising capital flows

The above correlations throw some light on the question of how
capital flows in the 1980s fit in with Meade’s two criteria:
autonomous versus accommodating and temporary versus
continued. To rank capital flows by the first criterion, those capital
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Table 33
Capital flows and Meade’s eriteria

uton .

Autonomous or Stable or volatile?
accommodating?

Direct investment . ... ... .... 2 2

Investmentinbonds ., ....... 4 3

[nvestment in equities ... ..., . 3 4

Long-tern: bank flows ... ... .. 1 1

Short-term bank lending . . . . .. 5 5

Note: “17 indicates mest “autonomous™ or most stable and 5" most “accommodating”

or mosl volatile.
Sources: Derived ltom Tables 32 and 33 as described in the texi,

flows that are most highly correlated with financing requirements {as
estimated by the coefficients shown in Table 33) are classified as
“most accommodating”. On this measure, short-term bank flows are
most, and long-term bank flows least, accommodating: they are
assigned “5” and “1” respectively in Table 35. A simple proxy for the
second criterion is the standardised variability of capital flows over
the period 1975-88: see Table 32. The ranking by volatility (with “5*
being the most volatile and “1” the least volatile) is also shown in
Table 35. Ranking by the second criterion is inevitably more
subjective.

The correspondence between these two criteria is rather good:
accommodating flows also appear to be relatively volatile and vice
versa. The ordering of capital flows along these lines, that is;

Long-term bank lending

Direct investment

Portfolio investment

Short-term bank flows
is indeed reminiscent of the old idea of the basic balance, oddly so,
perhaps, since the structure of capital flows has changed so much.

Direct investment and the sustainability of imbalances

Where one draws the line between long-term autonomous flows
and short-term accommodating flows is of course arbitrary. The case
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for drawing the line under direct investment flows appears at least
defensible. Direct investment decisions are probably motivated by
long-term investment considerations and do not fluctuate closely
with financing requirements. They also appear to be among the more
stable capital flows. Although much less important guantitatively,
long-term bank flows also appear to be rather stable and independent
of balance-of-payments financing requirements. 1%

There are a number of additional reasons for treating direct
investment flows rather differently from other capital-account items:

~ the direct investment decision is likely to be more long-term in
nature than portfolio investment: generating returns is likely to take
time, and withdrawal is likely to be harder and more costly;

- because of the long-term nature of the investment and becausec a
claim on real assets is acquired, providing a hedge against inflation,
the exchange rate risk for foreign direct investment is lower than for
portfolio invesiment; 10

- the “servicing” of direct investment liabilities depends on the
generation of returns in the recipient country, and does not constitute
a fixed burden in the same way as fixed interest debt does.

Moreover, there does appear to have been a significant rise in
direct investment flows in recent years, the most important feature
being the shift in US inflows and Japanese cutflows. Does this
suggest that increased FDI has been an important factor making
current-account imbalances more sustainable in the second half of
the 1980s?

Some observers have hinted that this might be so. Barrell and
Wren-Lewis (1989} attempted to divide capital flows into “structural/
non-speculative” and speculative flows by identifying “structural”
with direct investment flows. Yet they recognised that much portfolio

0% In what follows long-term bank flows are not discussed further because of their
small size and the different statistical definitions used in various countries.

HO See Fukao (1990). However, large changes in exchange rates can affect the
profitability of foreign direct investment - as some investors in the United States
discovered in the early 1980s.
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Table 36

Direct investment flows and major current-zccount imbalances
(in billions of US dollars)

1986 1987 1988 1989 1990t

United States

Current-accouat balance . . . .. -145.3 ~-302.1 -129.0 | ~110.1 - 599

Net direet investmentz . ..., . 15.4 5.9 42.2 40.5 - 11
Japan

Current-account balance . . . . . 85.8 87.0 9.6 57.2 36

Net direct investment? . ... .. -3 | - 184 | -347 | - 452 - 46
Germany

Current-account balance . . . . . 40.1 46.1 50.5 55.5 44

Net dircct investment2 ... ... - 90} - 73 -~ 9941 - 7.0 - 19
Spain

Current-account balance . , . . . 404 - 021 - 3817 -10% - 16

Net direct investinent2 . . .., . 11 3.8 5.8 7.0 8
United Kingdom

Current-account balance . . . . . 02| - 74| -266 | - 31.2 - 22

Net direct investment2 , , ., , . - 94| - 170 | - 206 0.2 14

! Preliminary: in the absence of full-year data, the figure shown refers to first three quarters,
at an annual rate rounded to the nearest billion.

? A positive value indicates a net inflow of direct investment from abroad; a negative, an
outflow.

Sources: National sources and as for Table 9.

investment could equally be structural (citing in particular changed
portfolio preferences in Japan) - a recognition they found impossible
to give any empirical content. The International Monetary Fund, in
its annual analysis of capital-account developments, defines the
“financing needs” of the major economies as current account less net
direct investment. 11!

To help assess this view, a comparison of the current account with
direct investment lending is shown in Table 36.

The country where the financing role of direct investment has
been most marked has been Japan. Japanese outward investment has
increased steadily in recent years (with inward investment but a
trickle): in 1989 about 80% of Japan’s surplus was “covered” by net
direct investment overseas (Table 36). Furthermore, data for the first

HETMEF {1990}, page 3.
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three quarters of 1990 suggest that net direct investment outflows
actually exceeded the current-account surplus. Yet this heightened
financing role for direct investment is quite new: in 1986 and 1987 -
when the current-account surplus was larger - direct investment flows
played a relatively minor part in financing the imbalances. The very
recency of the direct investment boom, then, argues for caution in
drawing conclusions about its effect on the sustainability of the
Japanese surplus.

By interesting contrast with Japan, direct investment flows have
not been the main financing vehicle for widening European
imbalances. Outward direct investment has, for instance, recycled
little of Germany’s surplus. For maost of the period, direct investment
flows actually went the “wrong” way for the United Kingdom, which
remained a significant net exporter of direct investment capital up to
1988, despite the emergence of a sizable external deficit. Direct
investment inflows became large only in 1990. However, Spain is one
European country where heavy direct investment inflows appear to
have made a large and growing current-account deficit more
sustainable, although portfolio inflows attracted by high nominal
interest rates may have been more important.1i?

Finally, direct investment has financed a significant portion of the
US current-accouni deficit only in recent years. Net direct investment
inflows were relatively small in the mid-1980s when the US deficit was
widening and the dollar strengthening. Only when the deficit fell did
direct investment flows assume a significant, if not major, financing
role. In 1990, moreover, net inflows appear to have declined more
sharply than the current-account deficit.

In short, this brief review suggests that a certain amount of
scepticism is warranted about the view that increased FDI has been a
major factor making current-account imbalances more sustainable in
the second half of the 1980s, with the possible exception of Japan.

H2 Ortega, Salaveria and Vifials (1990) have computed similar balances (see Table 6
of their paper).
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A somewhat more sophisticated argument is that the greater
prominence of FDI has increased the sensitivity of overall balance-of-
payments flows (capital and current) to exchange rate changes.
Because a sustained lower real exchange rate (caused, for example, by
a current-account deficit) leads to direct investment capital inflows, it
prolongs the period during which a deficit can be financed.

There are a number of channels through which an exchange rate
depreciation can induce direct investment inflows.!’* An exchange
rate depreciation would reduce the price of non-tradables relative to
tradables: to the extent that the local subsidiary’s output contains a
larger proportion of tradables than its inputs (including labour), the
level of profitable local production will rise and thus encourage
capital inflows.'1¥ A second possible channel is that, compared with
local firms, foreign multinationals may have a relatively larger share
of business in tradable goods than in non-tradable goods. As the
economy shifts from the production of non-tradables to tradables
following a depreciation, the output of foreign multinationals will
tend to rise. Finally, a depreciation lowers the foreign currency cost
of acquiting domestic assets: as Froot and Stein (1989) suggest, this
may lead to increased investment by foreign firms which previously
faced some form of capital constraint.

There is indeed some evidence that FDI flows are sensitive to
changes in the real exchange rate. An early study by Goldsbrough
(1979) of FDI flows in the 1960s and 1970s found that the real
exchange rate affected the capital flows of all the countries studied

13 In addition to the prospects of capital gains that arise from the acquisition of any
asset in a currency thought {o be undervalued.

114 Graham and Krugman (1989) poiat out that this argument implicitly assumes
that the foreign company has some intrinsic advantage over a domestic company and so
exploits the possibility of gain opened up by an exchange rate chbange. “The FDI
decision always depends on a comparative assessment: is this factory worth more to a
foreign firm than to a domestic one? A fall in the dollar that raises the expected returns
to a US owner by the same amount . . . {as] Lo a foreign owner should not lead to net
purchases by foreigners.”
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(Germany, Japan, the United Kingdom and the United States), with
particularly large effects in the case of Japanese and US outflows.1}5

The fact that FDI outflows from Japan and inflows into the
United States rose so sharply after the steep drop in the dollar (i.e.
from 1986) does suggest that the real exchange rate has remained
important. I so, this implies that the decline in the US dollar served
not only to reduce the US current-account deficit but also encouraged
foreign direct investment flows, and so contributed to the apparent
smoothness of international adjustment seen to date.

Other capital-account items

The treatment of portfolio investment flows is more difficult. Itis
true that, with the development of highly liquid markets for bonds,
the short-term/long-term distinction for capital flows has lost much
of its point. Yet actual flows during the 1980s have been dominated
by major structural changes - in particular financial market
liberalisation and the rise of non-bank financial intermediaries. Such
shifts can take vears to work through - witness the movements in
Japanese portfolio flows this decade. These changes have worked
heavily in favour of US capital imports, not only becausc capital
flows were already liberalised in the United States at the start of the
decade but also because US institations have not diversified into
foreign assets to any significant extent. UK institutions, by contrast,
have diversified to a large extent into foreign assets.!1¢

At the other end of the spectrum, there is evidence that short-term
bank flows can be regarded as “accommodating” flows ~ but only
domestic currency denominated bank flows. Most countries’
balance-of-payments capital-account statistics do not make such a

1S However, he found no significant effect on FDJ inflows to Germany.

118 The UK Nationai Institute’s view that the UK basic balance is a relevant measure
of external imbalance rests on a view that continued flows of funds into financial
institutions {(notably pension funds) will sustain large net portfolio capital outflows. See
National Institute Economic Review (November [989) and Letters, Financial Times,
23rd February 1989.
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distinction. As foreign currency flows have grown rapidly in
significance in recent years, this is a shortcoming of present
balance-of-payments statistics. Failure to distinguish currency of
denomination makes it hard to assess the sensitivity of capital flows
to interest rate differentials between different currencies.

In short, the structure of capital-account transactions in the
balance of payments does have considerable economic significance
even though the greater liquidity in financial markets has blurred
traditional distinctions. The line dividing “autonomous” from
“accommodating” flows has, in particular, become much fuzzier;
but the idea remains useful as a first approach to the structure of
capital flows.
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Conclusions

This survey has uncovered no single thread running through
International capital flows during the last decade - apart from their
vastly increased scale. Indeed, it is the very diversity of both the
influences shaping the pattern of flows and their macro-economic
roles that is perhaps the outstanding feature of capital movements in
the 1980s. Any conclusions about the significance of the extra-
ordinary surge in capital flows seen in recent vears are therefore
inevitably highly tentative.

It is clear, first of all, that the explosion of capital flows in the
second half of the 1980s has marked a quantum feap in the scale and
apparent efficiency of international financial intermediation. New
financial instruments have been created, asset diversification has
gone much further and competition among financial institutions has
been strengthened. But it is less clear how far the much-increased
volume of flows has enhanced the stability of financial markets, On
the contrary, prices in virtually all financial markets - equities, bonds
and foreign exchange - have become much more volatile. And
disturbances in one market have been more quickly transmitted to
other markets, often irrespective of the underlying fundamentals.
The root causes of such volatility may well lie in the real economy.
The deep international recession in the carly 1980s, extraordinarily
wide swings in real commodity prices, and large and persistent US
deficits have all created fertile ground for instability. It could even be
argued that improved financial intermediation helped the world
economy deal with underlying real instability and so achieve high
rates of growth, Yet it is impossible to dismiss entirely the suspicion
that greater capital mobility has contributed to herd behaviour and
has itself made volatility worse.

Secondly, there is only Hmited evidence that greater foreign direct
investment has been a major factor in making current-account
imbalances more sustainable. Admittedly, the recent boom in foreign
direct investment may have allowed the current-account imbalances
of one or two countries to be “covered” without the usual pressures
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on exchange or interest rates. This has been most evident in the case
of Japan, where direct investment outflows have, since 1988, recycled
the greater part of the current-account surplus. Also, the prospect of
a single European market appears to have boosted foreign direct
investment in some Buropean countries. But a number of major
imbalances have had no such direct-investment counterpart.

Thirdly, and perhaps more fundamentally, there is little doubt
that the greater ease of movement of financial capital has allowed
current-account deficits (and surpluses) to persist for longer than in
previous decades, Indeed, capital movements may in some cases have
led to rather durable current-account imbalances. But while financial
markets have become more tolerant of those developed countries
building up external debt - at least for a time ~ the real-economy

. ramifications of unbalanced current-account posiiions have
remained much the same. Capital importers have frequently suffered
a marked loss of competitiveness in goods markets - a loss that may
be costly to reverse.1'” More than one observer has noted that greater
financial integration globally in the 1980s has been accompanied by
more and more signs of disintegration in trade in goods and services
as protectionist measures have proliferated.!® In short, the greater
mobility of international capital may have weakened the inter-
national adjustment mechanism and distorted the allocation of
TESOUTCES.

Related to the greater tolerance of external deficits is the ease with
which inflation-prone countries have been able to use high nominal
interest rates to atiract foreign capital. The short-term gains from
investing in such countries can be considerable, but they cannot last.
Satisfaction with the much-improved scope for financial hedging and
intermediation, the development of many new, imaginative financial

17 Bockelmann (§990) raises the possibifity that it is countries with the most
sophisticated financial markets that attract foreign capital, and thus face real exchange
rate appreciation.

H& Kindieberger (1987), for instance, concluded his review of international capital
movements with a warning about this danger.
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instruments and the more competitive environment in the financial
services industry is inevitably tempered by the fact that increased
liquidity has bred greater tolerance of current-account deficits in
those countries prone to inflation. The danger is that domestic
inflationary pressures may have been partly concealed by a strong
exchange rate, putting off necessary anti-inflationary policies.
These features are quite unlike the pre-1914 period, the previous
“polden age™ of international capital mobility when capital flowed
for many years from capital-rich/slowly growing to capital-poor/
rapidly growing countries, and when the international financial
system provided rigorous anti-inflation discipline. They are perhaps
more reminiscent of the early 1920s, when the large US current-
account surplus (and concomitant European deficit) could find no
durable counterpart in long-term US investment in Europe because
of the lack of attractive real investment opportunities. International
portfolio capital flows then served only to delay adjustment to the
new post-war conditions. Keynes at that time noted that while capital
flows in the nineteenth century had fostered growth and developed
international trade,
“ ... the practice of foreign investment, as we know it now, isa
very modern contrivance, a very unstable one, and only suited
to peculiar circumstances ... If BEuropean bonds are issued in
America on the analogy of the American bonds issued in
Europe during the nineteenth century, the analogy will be a
false one; because, taken in the aggregate, there is no natural
increase, no real sinking fund, out of which they can be repaid.
The interest will be furnished out of new loans, so long as these
are obtainable, and the financial structure will mount always
higher, until it is not worth while to maintain any longer the
illusion that it has foundations” 119
Keynes’s warning engenders some caution in assessing prospects for
the 1990s. So too does the more recent experience with developing
countries’ debt, as does the fact that expectations of short-term gains

119 Keynes (1921), page 111.
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have apparently weighed so heavily on capital movements in recent
years,

While views inevitably differ about the size of the net benefits
of increased international financial integration and liberalisation,
there is probably a consensus that the development of liberalised
international financial markets in recent years is in practice
irreversible, and that much of it is desirable. Financial institutions
will continue to have to manage huge portfolios that have become
internationalised on a scale few imagined even a decade ago.
Continued progress in communications technology will doubtless
reinforce globalisation. For these reasons, the volume of aggregate
transactions seems likely to remain large. There are, however, several
reasons for doubting that ner capital flows will prove quite such
strong pillars of infernational current-account imbalances in the
1990s as in the 1980s,

One is that the process of financial market liberalisation and the
associated diversification of assets - which primed capital flows for
much of the decade - is virtually complete, at least in the main
financial centres. It may well be that one important legacy of
financial liberalisation in the 1980s will be that a number of financial
markets develop the liquidity and depth that was primarily associated
with Anglo-Saxon markets at the beginning of the decade. If the
pre-eminence of US and UK financial centres is indeed gradually
eroded, one of the supports for international current-account
disequilibria would be weakened. Indeed, there have been recent
signs that foreigners have become more hesitant investors in the
United States, and that US investors are beginning to invest more
heavily in foreign securities than they have traditionally.

Another ground for scepticism is that rapid economic growth,
after an unusually severe recession, itself stimulated capital flows by
creating profitable direct investment opportunities and sustaining the
international merger-and-acquisition boom, by driving up equity
prices and so facilitating further corporate borrowing, and, in some
countries, by keeping long-term interest rates high. The recessions
that began in a number of countries in late-1990 already appear to
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have led to some contraction or deceleration in some capital flows ~
the pace of mergers and acquisitions has slowed; equity and
equity-related fund-raising in international markets has declined;
and bank lending has weakened.

Thirdly, a number of financial institutions may have become
over-exposed internationally, making some retrenchment almost
inevitable. The onset of recession, declines in asset prices, the
domestic difficulties of banks in some major centres, combined with
the need to meel more stringent capital requirements, are likely to
accelerate this process.

But perhaps the most compelling reason for doubting the ultimate
sustainability of the pattern, if not the scale, of capital flows seen in
the second half of the 1980s is that capital imports have been used to
substitute for, rather than to supplement, domestic saving. Among
industrial countries, there is no evidence that capital-importing
countries as a whole have increased domestic investment in real assets
more than capital-exporting countries. If anything, the opposite
appears to have happened: indeed, capital imports have generally
been used to sustain private consumption or public sector deficits or
sometimes both. The aggregate ratio of saving and investment to
income in the industrial world as a whole was much fower during the
1980s than it had been in previous decades, raising for many
observers the spectre of a latent shortage of capital.

For all these reasons, international capital markets - while
remaining as innovative as in the 1980s, with heavy two-way flows of
gross capital continuing - may be becoming less permissive of
imbalances than before, Indeed, 1990 saw signs that such a shift was
under way: not only were there substantial reductions in the major
international imbalances, but there was also evidence that some
forms of international financial activity were beginning to decline.
There was a significant fall in aggregate gross capital flows from
industrial countries. In these circumstances, avoiding the too abrupt
reversal of earler capital flows - and ensuring that the world
economy copes smoothly with the transition - is the delicate task of
economic policy.

106









Statistical appendix

Statistical discrepancy of direct investiment flows

It was noted in the text that, according to balance-of-payments
statistics, measured direct investment outflows persistently exceed
inflows on a world level: national differences in the statistical
treatment of direct investment flows appear to be the main
explanation.* Four significant factors are:

(i} The treatment of direct investment inflows in offshore centres

Japanese and US statistics, for instance, suggest that a significant
and increasing proportion of direct investment flows to South and
Central America went to offshore centres - the Bahamas, Bermuda,
the Cayman Islands, the Netherlands Antilles and Panama. Yet IMF
statistics on foreign direct investment inflows into these countries,
where available (viz. the Bahamas, the Netherlands Antilles and
Panama), suggest inflows of negligible proportions, presumably
because the authorities in offshore centres do not regard foreign
holding companies or financing affiliates as residents. There are no
IMF statistics on Bermuda or the Cayman Islands.

(ii) The treaitment of frade between subsidiaries

Flows between a subsidiary and its foreign parent, or between
subsidiaries with a foreign parent in a third country, are treated
differently by different countries. For instance, a fean from a Dutch
subsidiary of a UK parent is recorded as an outward disinvestment by

* Up to June 1996, one reason for the discrepancy was the inclusion in US
balance-of-payments statistics of exchange rale related capital gains/losses on direct
investment. In contravention of the guidefines laid down in the IMF Bafance of
Payments Manual, such gains (or losses) were counted as direct investment income and
their reinvestment abroad counted as outward dircct investment. As no other major
country followed the US practice, a discrepancy was inevitable. With elfect from June
1990, however, US balance-of-payments reports excluded such capital gains/losses,
tiws removing one important source of the discrepancy.

109



the United Kingdom in the UK statistics, but is recorded as outward
investment by the Netherlands in the Dutch statistics.

fiii) Differences in the treatment of reinvested earnings

According to the IMF Balance of Payments Manual, such non-
repatriated profits should be included in direct investment flows.
While the United States, the United Kingdom, Germany and the
Netherlands include reinvested earnings, most other countries do
not. Even where earnings are in principle recorded, gaps may still in
practice exist as statistical reporting systems in a number of countries
may not fully capture the activities of “their” companies abroad or of
foreign companies within their jurisdiction. In many cases
international companies minimise tax payments by manipulating the
earnings of their various subsidiaries, and this may well impinge on
the meaningfulness of statistical reports.

(iv) The distinction between porifolio and direct investment

This is often essentialty arbitrary because of the difficulty of
defining the point at which share ownership gives an “effective voice
in the management of an enterprise”, the criterion laid down by the
IME. For some countries acquisition of less than 10% of the shares of
a given company counts as direct investment, while other countries
set a much higher threshold.
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Table Al

Classification of capital-account items

Classified as Oufl. = O IMIF definition and item number
[nflow =
Direetinvestment | ... .. O Direct istvestment abroad (Items 45-48)
Direct investment . ... .. 1 Direct investment in reporting econtomy ([tems 49-52)
Portfolio invesiment
Public sector bonds
Investment in bonds . . . ., @] 53. Assets
Publicsector .. ..., ... 1 34. Liabilities conslituting foreign authorities’ reserves
Public sector .. . ... ... i 55. Other Habilities
Other bonds
[nvestment in bonds O 56, Assels
[nvestment in bonds [ 57. Liabilitics constituting foreign authorities’ reserves
Investment in bonds 38. Other liabilitics
Corporate equities
Investment in equities . . . [} 59. Assels
Investment in equities . . . 1 60. Liabilities constituting foreign authorities’ reserves
Investment in equities . . . 1 61. Other liabilities
Other long-term capital of resident official secior
Publicsector .......,. G 62, Drawings on leans extended
Publicsector ... ...... 1 63. Repayments on loans extended
Publicsector ... ... ... O 64, Other assets
Publicsector ... ...... I G5. Liabilities constituting foreign authorilies’ reserves
Publicsector .. ..., ... [ 66, Drawings on other loans received
Publicsector .. ....... 0] 67, Repayments on other loans received
Publicsector ... ... ... [ 68. Other labilities
Other long-ierm capital of deposit money banks
Long-term bank lending . . o] 69. Drawings on loans extended
Long-term bank lending . . i 7). Repayments on loans extended
Long-term bank lending . . Q 71. Other assets
Long-term bank lending . . 1 72. Liabilities constituting foreign authorities’ reserves
denominated in national currency
Long-term bank lending . . 1 73. Liabilitics constituting foreign authorities’ reserves
denominated in loreign currency
Leng-term bank lending . | i 74, Drawings on other loans received
Long-termn bank leading . . O 75. Repayments on other loans received
Long-term bank lending . . I 76. Other liabilities
Other Net Other long-term capital of other sectors (Items 77-83)
Other short-term capital of residemt official sector
Publicsector .. ..., ... 0O 84. Loans extended
Publicsector .. ... .... O 85. Other assets
Publicsector . ......., 1 86. Liabilities constituting foreign authoritics’ reserves
Publicsector .. ....... I 87. Other loans received
Publicsector .. ... .. .. I 88. Other liabilities
Short-term bank lending Net Other short-term capital of deposit money banks (ftems 89-92)
Other .. ............ Net Other short-term capital of other sectors (Hems 93-97)
Publicsector . ... ... .. O RESERYES (Items 98-110)
Errors and omissions . . . . Net NET ERRORS AND OMISSIONS (Item 112)







Bibliography

Aderhold, Robert, Christine Cumming and Alison Harwood (1988). “Intet-
national linkages among eguities markets and the Qctober 1987 market break.” Federal
Reserve Bank of New York Quarterly Review {Summer).

Akyiiz, Yilmaz (1990). “Instabiiity, uncertainly and international finance”, in
UNCTAD (1990).

Argy, Victor (1981). The postwar infernational nroney crisis: an analysis. London,
Allen and Unwin,

Axilrod, Stephen (1990), “Interdependence of capital markets and policy
implications.” Group of Thirty Occasional Paper No. 32. Washington D.C.

Bank for [nternational Scttlements (1990a). Survey of foreign exchange marker
aclivity (February), Basle.

Bank for International Settlements {1990b), [niernational capital flows, exchange
rate determination and persistent current-account imbalances {Tune). Basle.

Bank for International Settlernents (1990c). 60th Annual Report. June, Basle.

Bank for international Settlements (1990d). fnternational banking and financial
market developments {August). Basle.

Bank of England (1989). “London as an internatienal financial centre.” Bank of
England Quarterly Buifetin (November}.

Bank of Japan {1984). “Stepped-up capital movemenis in and out of Japan and
their effect on the Japanese financial market,” Research and Statistics Department
Special Paper No. 112 (March). Tokyo.

Barenco, Bixio (1990). “Portfelio effects and the position of the dollar in exchange
markets.” OFCD Economic Studies {Autumn). Paris.

Barrell, Ray and Simeon Wren-Lewis (1989). “Fundamental equilibrium exchange
rates for the G7”, Centre for Economic Policy Research, Discussion Paper Series No.
323 (June). London,

Bayoumi, Tamim (1990). “Saving-investment corvelations.” IMF Staff Papers
(June). Washington D.C.

Benavides, Rosario (1990). “How big is the world bond market?” New York,
Salomon Brothers,

Benzie, Richard (1991). “The development of the international bond market”,
Unpublished (January}.

Bhagwali, Jagdish N. (1990). “The theory of potitical ecconemy, econamic policy
and foreign investment”, in Public palicy and econcmic developiment; essays in honour
of fan Litrle, edited by Maurice Fg Scott and Deepak lal (eds). Oxford, Oxford
University Press.

Bingham, T.R. Gavin and Helmut Maver (1988). “International financial markets
and the mobilisation of resources for development.” Paper for joint ASEAN/
UNCTAD seminar on the mobilisation of resources for development, Bangkok,
16th-20th June 1987, (Paper revised 18th February 1988.)

113



Bishop, Graham {1989}, “1992 and beyond: the Long March (o European
monetary union.” London, Salomon Brothers.

Bloemfield, Arthur I. (1963}, “Short-term capital movements under the pre-1914
gold standard.” Princeton Studies in Internaticnal Finance, No. 1. Princeton,
Princeton University.

Bloomfield, Arthur [. {1968). “Patierns of fluctuation in international investment
before 1914.” Princeton Studies in [nternational Finance, No. 21. Princeton, Prineeton
University.

Bockelmana, Horst (1990}, “Current-account imbalances and capital flows.”
Conference Board's International Business and Financial Qutiook Conference
(October). Geneva.

Brittan, Samuel {1989). “The bogey of the basic balance.” Financial Timies, 14th
December 1989,

Bryant, Ralph C. (1987). Iniernational financicl intermediation. Washington
D.C., Brookings Institution.

Danker, Deborah and Peter Hooper (1990). “International financial markets and
the US external imbalance”, in Bank for International Settlements (1990b).

Davis, E. Philip (1988). “Financial market activity of life insurance companies and
pension funds.” BIS Econemic Paper No. 21 (January). Basie.

Davis, E. Philip (1990). “International financial centres - an industrial analysis.”
Bank of England Discussion Paper No. 51 (September). London.

Dealiry, Michael and Jozef Van 't dack (1989). “The US external deficit and
associated shifts in international portfolios.” BIS Economic Paper No. 25 (September).
Basle.

de Vries, Rimmer (1990). “Adam Smith: managing the giobal capital of nations.”
J.P. Morgan World Financial Markets. No, 2. July. New York.

Dombrecht, M, P. Petit and R. Wouters {1990). “International capital mobility
and exchange rate policy in Belgium”, in Bank for International Settlements (19%0b).

Kconomic Research Institute, Economic Planping Agency (1988). Globa! and
domestic policy implications of correcting external imbalances. (Papers and
proceedings of the 4th EPA International Symposium, Tokyo).

Eichengreen, Barry (1990). “Trends and cyeles in foreign lending.” NBER Working
Paper No. 3411 (August). Cambridge, Massachusetis.

Ford, A.G. (1989). “International financial policy and the gold standard”, in
Mathias and Pollard (eds.), 1990.

Frankel, Jeffrey A. (1990). “The making of exchange rate policy in the 1980s.”
NBER Working Paper No. 3539 (December). Cambridge, Massachusetts.

Froot, Kenneth and Jerome Stein (1989). “BExchange rates and foreign direct
investment: An imperfect capital markets approach.” NBER Working Paper No. 2914
(March). Cambridge, Massachusetis.

Fukao, Mitsuhiro {1988), “Balance of payments imbalances and long-term capital
movements: review and prospects”, in Economic Research Institute (1988). Tokyo.

114



Fukao, Mitsuhiro and Masahare Hanazaki (1987). “Internationalisation of
financial markets and the allocation of capital.” OECD Economic Studies. (Spring).
Paris.

Fukao, Mitsuhiro and Kunio Okina (1989). “Internationalization of financial
markets and balance of payments imbalances: a Japancse perspective.” Carnegie-
Rochester Conference Series on Public Policy, vel. 30. Amsterdam, North Holland.

Fukao, Mitsuhiro (1990). “Liberalisation of Japan’s foreign exchange controls and
structural changes in the balance of payments.” Bank of Japan Monetary and
Econoniic Studies, vol. 8, no. 2 (September). Tokyo.

Gilbert, Miltenn (1974). “International capital movements.” Paper for Tenth
SEANZA Central Banking Course. Basie, Bank for International Settlements.

Goldsbrough, David I. (1979). “The role of foreign direct investment in the external
adjustment process.” IMF Staff Papers (December). Washington D.C.

Golub, Stephen S. (1990). “International capital mobility; net versus gross stocks
and flows.” Journal of International Money and Finance.

Goedhart, Charles (1988), “The loreign exchange market: a random walk with a
dragging anchor.” Economica, pp. 437-60,

Graham, Edward M. and Paul R. Krugman {1989). Foreign direct investinent in the
United Stafes. Washington D.C., Institute for International Economics.

Gray, H. Peter (1990), “A clear and present danger?” Paper presented at the joint
American Econoinic Association and the International Trade and Finance Association
Round Table (December). Washington D.C.

Grenville, Stephen (1990}, The Australian macro-economy in the 1980s.
Proceedings of a Conference for Financial Studies at Kirribitli, June 1990. Sydney,
Reserve Bank of Australia.

Harris, Anthony (1991). “Economic wisdom: a casualty of war,” Financial Times,
4th February 1991,

Howell, Michael and Angela Cozzini (1989). International equity fiows 1989
edition: Are international equities ex-growth?. London, Salomon Brothers (August).

Howell, Michael and Angela Cozzini (1990), fnternational equity flows 1990
edition: new Investors, new risks and new products. London, Salomon Brothers
(August}.

Imlah, Albert H. (1958). Economic elemenis in the Pax Britannica. Cambridge,
Harvard University Press.

International Monetary Fund (1977). Balunce of Payments Manual (4th edition).
Washington D.C.

International Monetary Fund (1989). World Economic Qutlock (April).
Washington D.C,

International Monetary Fund (1989). Inrernational capital markets - developments
and prospects (October). Washington D.C,

International Monetary Fund (1990). International capital markets - developments
and prospects (April). Washington D.C.

115



Julius, DeAnne (1990), Global companies and public policy: the growing challenge
of foreign direct investmenit. London, Royal Institute of international Affairs.

Keynes, .M. (1921). A revision of the Treaty. Collected writings of John Maynard
Keynes, vol. ITi. London, Macmillan, 1971.

Kindleberger, Charles P. (1987). Internationa! capital movements (Marshall
Lectures, 1985). Cambridge, Cambridge University Press.

Kdnig, Reiner and Michael Ledig (1990). “Capital transactions, exchange rates and
external adjustient ~ an analysis from the standpoint of the Federal Republic of
Germany™, in Bank lor International Settlements {1990b}.

Kupiec, Paul I, (1990}, “Financial liberalization and international trends in stock,
corporale bond and foreign exchange market volatilities.” Federal Reserve Board
Finance and Economics Discussion Series No. 131 (July).

Lamfalussy, Alexandre (1981). “Changing attitudes towards capital movements”,
in Changing perceptions of economic policy, edited by Frances Cairncross. London,
Methuen.

Lamfalussy, Alecxandre (1985). “The changing environment of central bank
poltcy. ™ American Econamic Review, (May}.

Lawson, Nigel (1989). Statement (o Annual IMF/World Bank Meetings, 27th
September 1989, Washington D.C.

Lindenius, Christina (3990). “Exchange deregulation - short- and iong-run
effects.” Sveriges Riksbank, Quarterly Review.

Lucas, Rabert E. (1990). “Why doesn’t capital flow from rich 1o poor countries?”
Amierican Economic Review, (May).

Machlup, Fritz (1983). “Autonomous and induced items in the balance of
payments”, in Reflections on a (roubled world economy: essays in honour of Herbert
Giersch, ediled by F. Machlup ct al. London, Macmillan for Trade Policy Research
Centre.

McKinnon, Ronald {1979). Morey in international exchange. New York, Oxford
University Press.

McKinnon, Ronald (1989). The international gold standard, uapublished.

McKinnon, Ronald and David Robinson {1990). Dollar devaivation, interest rate
volatility and the duration of investrizent in the Unifed States, Stanford University,
Research Memeoranda Series, No. 291 (April).

Maddison, Angus (1982). Phases of capitalist development. Oxford, Oxford
University Press.,

Maddison, Angus {1989). The world economy in the 20th century. Paris, OECD
Development Centre Studies.

Mathias, Peter and Sydney Pollard (1989). “The industrial economies: The
development of economic and social policies”, in The Cambridge Economic History of
Europe, vol. V1Ii. Cambridge, Cambridge University Press.

Meade, Tames E. (1951). The theory of international economic policy, Vol, 1. The
balance of paymients. Oxford, Oxford Universily Press.

116



Minsky, Hyman P. and Mark D). Vaughan (1990). “Debt and business cycles.”
Business Ecanomics (July).

Mitchell, Brian R. (1980). European historical statistics 1750-1975. London,
Macmillan,

Mitchell, Brian R. {1988). British historical statistics. Cambridge, Cambridge
University Press.

Morgan Guaranty Trust Company of New York (1990). “Foreign investment in
government securities markets.” Paper presented o Banca d’ftalia {(June).

Morgenstern, Qskar (1959). Internationdd finencial transactions and business
cycies. National Burcau of Economic Research Study. Princeton, Princeton University
Press.

Mortensen, Jergen (1990). “Allocation of savings in a liberalized European capital
market.™ Paper presented at the Centre for European Policy Studies conference on the
New European Financial Marketplace (November).

Nakao, Masaaki (1990). “External balance adjustment, monetary policy manage-
ment and the mobility of international privaie capital flows, ” in Bank for International
Settlernents (1990b).

OECIY (1988) Why economic policies change course: eleven case studies. Paris.

Okumura, Hirokiko (1988). “Japancse capital exports through portfolic invest(-
ment in foreign securities”, in Economic Rescarch Institute {1989).

Ortega, Eloisa, Julia Salaverria and José Vinals {19%0}. “Spain’s current and capital
account balances within the EEC”, in Bank [or International Settlements (1990b).

Pain, Nigel (1990}, “Financial liberalisation and foreign portfolio investmen( in the
United Kingdowm .7 NIESR Discussion Paper No. 184, London.

Papke, L. (1989). “International differences in capital taxation and corporale
berrowing behaviour: evidence from the US withholding tax.” NBER Working Paper
No. 3129 (September). Cambridge, Massachusetts.

Pepper, Gordon (1991). “In financial markcets, the real worry may be Japan.”
Financial Times, 16th January 1991.

Richebicher, Kurt (1990). “Currencies and credit markets.” No. 203 (March}.
Ziirich,

Rojas-Sudrez, Liliana (1990). “Risk and capital flight in developing countries”.
Washington 2.C., International Monetary Fund, unpublished (WP/90/64; Tuly).

Salter, Arthur (1951). Foreign investiieni. Essays in [nternational Finance, No. 12.
Princeton, Princeton University.

Sargen, Nicheolas P. (1990). “International capital fiows: framework, directions
and investnicnt implcations”. New York, Salomon Brothers.

Shinkai, Yoichi (1990), “Japan’s positive role as the world’s banker.” Econamic
Eye (Summer), Tokyo.

Stekler, Lois (1989). “Adequacy of international transactions and position data for
policy coerdination.” NBER Working Paper No. 2844,

117



Stekier, Lois and G, Stevens (1990}, “The adequacy of US direct investiment data”,
in International economic transactions: isstes in measurement gnd empirical research,
edited by P. Hooper and J. Richardson. Chicago, Chicago University Press. Forth-
coming.

Tease, Warren (1990). “The balance of payments”, in Stephen Grenville (ed.}
(1990).

Terreli, Henry S., Robert 5. Dohner and Barbara R. Lowrey (1990). “The activities
of Fapanese banks in the United Kingdom and in the United States, 1980-1988.” Federal
Reserve Bulletin (February).

Turner, Philip (1991). “Foreign direct investment in the developing world: the
experience of the 1980s.” Money Affairs {forthcoming).

Ueda, Kazuo (1990). “Japanese capital outflows.” Jowrna! of Bunking and
Fingnece., Amsterdam (November).

Ueyama, Yasuhiko (1988). “Japanese insurance companies: our sirategy for
investing in America.” The International Zcoromy (July/ August). Washington D.C.

UNCTAD (1990). Trade and Development Report, 1990, Geneva,

United States Department of Commerce {1975). Historical staiistics of the United
States: colonial times to 1970. Washington D.C.

United States Securities and Exchange Commission {1987). Internationalisation
of securities markets. (July).

Van 't dack, Jozef (1989). “Analytical considerations on foreign direct investment
and its relevance for the investment flows from Japan to the United States”, in Monegy
Affairs, Volume [F, No. 2. Mexico City, CEMLA.

Walter, Inge and Roy Smith (1990}, favestment banking in Europe. Oxford, Basil
Blackwell.

World Institute for Development Economics Research of the United Nations
University (WIDER) (1990). Foreign portfolio investment in ermerging equify markets.
Study Group Series, No, 5, Helsinki.

Zevin, Robert B. (1989). “Are world financial markets more open? [f so, why and
with what effects?” World Institute for Development Economics Research of the
United Nations. Working Paper No. 75. Helsinki.

118









No.

No,

No.

No.

.10

1

BIS ECONOMIC PAPERS

Credit and liquidity creation in the international banking
sector, by Helmut Mayer, November 1979,

US monetary aggregates, income velocity and the Euro-
dollar market, by Warren D, McClam, April 1980,

“‘Rules versus discretion’’: an essay on monetary policy in
an inflationary environment, by Alexandre Lamfalussy,
April 1981,

Theories of the growth of the Euro-currency market: a
review of the PBuro-currency deposit multiplier, by
R.B. Johnston, May 1981,

The theory and practice of floating exchange rates and the
role of official exchange-market intervention, by Helmut
Mayer, February 1982,

Official intervention in the exchange markets: stabilising or
destabilising?, by Helmut Mayer and Hirco Taguchi, March
1983.

Monetary aggregates and economic activity: evidence from
five industrial countries, by Geoffrey E.J. Dennis, June
1983.

The international interbank market: a descriptive study,
July 1983,

Financial innovations and their implications for monetary
policy: an international perspective, by M.A. Akhtar,
December 1983,

Adjustment performance of open economies: some
international comparisons, by W.D, McClam and
P.S. Andersen, December 1983.

Inflation, recession and recovery: a nominal income analysis
of the process of global disinflation, by J.A. Bispham,
February 1984.

121



No.

No.

No.

No.

No.

No.

No.

No.

No.

No.
No.

No.

12

13

14

15

16

17

18

19

20

21

22
23

.24

23

Interest rate futures: an innovation in financial techniques
for the management of risk, by A.B. Frankel, September
1984,

International interest rate relationships: policy choices and
constraints, by J.T. Kneeshaw and P. Van den Bergh,
January 1985,

The stability of money demand functions: an alternative
approach, by Palle S, Andersen, April 1985.

Interaction between the Euro-currency markets and the
exchange markets, by Helmut W. Mayer, May 1985.
Private ECUs potential macro-economic policy dimensions,
by Helmut W, Mayer, April 1986.

Portfolio behaviour of the non-financial private sectors in
the major economies, by E.P. Davis, September 1986.

The evolution of reserve currency diversification, by Akinari
Horii, December 1986.

Financial market supervision: some conceptual issues, by
Jeffrey C. Marquardt, May 1987.

Rising sectoral debt/income ratios: a cause for concern?, by
E.P. Davis, June 1987,

Financial market activity of life insurance companies and
pension funds, by E.P. Davis, January 1988.

Reserves and international liquidity, June 1988,

Changes in central bank money market operating
procedures in the 1980s, by J.T. Kneeshaw and P. Van den
Bergh, January 1989.

Inflation and ocutput: a review of the wage-price mechanism,
by Palle S. Andersen, January 1989,

The US external deficit and associated shifts in international
portfolios, by Michael Dealtry and Jozef Van 't dack,
September 1989,

* Also available in French

122



.26

.27

.28

.29

Japan’s experience of financial deregulation since 1984 in an
international perspective, by K. Osugi, January 1990.

Leverage and financing of non-financial companies: an
international perspective, by C.E.V. Borio, May 1990.

Banks® involvement in highly leveraged transactions, by
C.E.V. Borio, October 1990,

Developments in external and internal balances; a selective
and eclective review, by P.S. Andersen, October 1990.

123






