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Globalisation and Financial Markets

Introduction
I am delighted to have been invited 
to participate in this 34th Economics 
Conference of the Oesterreichische 
Nationalbank. Austria has an excep-
tional history of contributing to eco-
nomic thought and that makes Vienna 
a very fitting venue for a conference 
on the opportunities and challenges 
of globalisation. In particular, I hope 
this conference will provide the op-
portunity to discuss how advances in 
corporate finance impact on the way 
economic, financial and structural 
policies are formulated and imple-
mented in international financial 
markets. These advances emphasise 
the roles of incentives and control in 
financial decision-making, and they 
highlight the importance of each 
country’s domestic legal system and 
institutions. Thus they build on the 
insights of the great Austrian econo-
mist Joseph Schumpeter in seeing the 
evolution of national institutions as a 
key element in the process of “cre-
ative destruction” that constitutes the 
central dynamic of economic growth 
and development.

In my comments this morning, I 
want to address the question: Do in-
dustrial countries’ national institu-
tions still matter in our globalised 
 financial system? And if so, why?

Only a few decades ago, long after 
Schumpeter undertook his great 
work, cross-border trade in financial 
instruments was still very effectively 
discouraged by the authorities of most 
countries. Back in the 1970s, only a 
handful of countries – particularly 
the United States and my own coun-
try, Canada – were exceptions to the 
prevailing world of tight controls on 
international capital flows. But since 
then many countries, motivated by 

the promise of benefits to be derived 
from open capital accounts, have 
markedly reduced barriers. We have 
come to refer to these liberalisations 
of international transactions in finan-
cial instruments, collectively, as “fi-
nancial globalisation”. 

Over the same period, our gen-
eral understanding of the role of fi-
nancial mechanisms in both advanced 
and emerging market economies has 
also undergone a process of evolution. 
For example, we have come to appre-
ciate the importance for the develop-
ment of equity markets of the ways in 
which securities laws treat questions 
such as: what information needs to be 
made public, and who is liable if false 
information is provided, or meaning-
ful information is not disclosed. Given 
the narrow financial border between 
my home country and the United 
States, I am very aware of the rele-
vance of these issues as well. While it 
is often emphasised that globalisation 
has consequences for the terms of-
fered to attract foreign capital, it is 
less frequently acknowledged that 
globalisation also affects incentives 
for residents of a country to continue 
to hold the preponderant portion of 
their financial assets at home. This 
has been another striking lesson that I 
have drawn, over the years, from the 
Canadian experience with financial 
globalisation.

The Globalisation of Finance
During the 1980s, capital account 
liberalisation came to be seen as an 
essential, and even inevitable, step on 
the path to economic development, 
analogous to the earlier reductions in 
barriers to international trade in 
goods and services. But the financial 
crises that erupted during the 1990s 
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in the Nordic countries, east Asia, 
Russia, and Latin America – which 
were often associated with periods of 
rapid liberalisation of the domestic fi-
nancial system and the opening up of 
the capital account – prompted some 
commentators to go so far as to sug-
gest that open capital markets could 
actually be detrimental to economic 
development. I think this assessment 
is simplistic. Instead, the episodes of 
instability that often occurred as cap-
ital accounts were liberalised during 
the 1990s warn us that we must con-
sider the quality of a country’s insti-

tutions and how they need to change 
in order to manage a complex trans-
formation to free international finan-
cial transactions that ultimately can 
lead to major improvements in a 
country’s economic efficiency. And 
the characteristics that seem to mat-
ter most are those related to the exe-
cution of enforceable contracts and 
those that ensure clear property rights 
and the integrity of the associated 
 legal processes.

New Financial Products
The global financial system of today is 
vastly more accessible by companies 
and households than it was twenty 
years ago, or even a decade ago. The 
financial marketplace offers greatly 
enhanced risk management proper-
ties, particularly for credit risk pools. 

For example, over the past five years 
the trade in credit risk transfer in-
struments, such as credit default 
swaps and asset-backed securities, has 
made possible the sharing of credit 
risks among often geographically 
 dispersed firms and households on a 
scale never witnessed before. Both 
the scope and scale of involvement of 
non-financial companies and house-
holds in cross-border financial trans-
actions are unprecedented. 

Important retail financial prod-
ucts are now produced and marketed 
globally in a manner that is closely 
analogous to the supply chain we are 
so familiar with for the production 
and distribution of goods like auto-
mobiles or personal computers. For 
example, mutual fund companies 
market equity funds to their global 
clients that feature not only stocks 
listed on the exchanges of advanced 
economies, but also equity portfolios 
in more than two dozen emerging 
market countries. Such mutual funds 
are frequently managed separately by 
specialist asset management compa-
nies. And much of the communica-
tion among firms at various points in 
this financial supply chain is con-
ducted at arm’s length, through se-
quences of market transactions.

As a result, the internationalisa-
tion of finance has heightened the 
need for close cooperation among 
those involved in supervision and 
those responsible for national finan-
cial infrastructures, as well as those 
who oversee critical elements of 
the global financial infrastructure. 
The global financial infrastructure, in 
turn, incorporates a number of spe-
cialized cross-border clearing and 
settlement mechanisms, such as the 
continuously linked settlement sys-
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tem which is designed to eliminate 
credit risk in the settlement of large 
transactions in foreign exchange. 

But, as Schumpeter would imme-
diately recognise, financial globalisa-
tion is a work in progress: it is con-
stantly evolving through the interac-
tion of the financial markets, institu-
tions and legal systems in individual 
countries with the analogous systems 
at the international level.

For example, even with “glo-
balised markets” in their present 
state, most capital-poor countries 
seem only to be able to raise a small 
fraction of the financing for capital 
investment that they might be able to 
employ productively. By contrast, the 
residents of capital-rich countries, in 
the aggregate, continue to hold large 
proportions of their total financial as-
sets as exposures to obligors resident 
in their own country. This persis-
tently high degree of ‘home bias’ is 
rather surprising. One would, for ex-
ample, expect it to elicit negative 
comment in a corporate risk manage-
ment audit. For me, this challenge of 
global risk management comes into 
even sharper focus at the present 
juncture because of the fact that net 
international capital flows are going 
in the “wrong” direction – that is, net 
financial savings from “capital-poor” 
emerging market countries are cur-
rently flowing in large amounts to fi-
nance “capital-rich” advanced coun-
tries. 

Good Financial Reporting 
and the “Basel Process”
How does one judge a corporation’s 
financial performance in our glo-
balised world? International initia-
tives such as the Basel Capital Accord 
and, in the accounting sphere, Inter-

national Financial Reporting Stan-
dards, have drawn wide support in 
many countries because they carry 
the promise of improving markets’ 
ability to distinguish strong financial 
performance from financial perfor-
mance that is weak. This in turn un-
derpins the proposition that choices 
among regulatory regimes matter be-
cause of the way they influence the 
character of private sector transac-
tions in free and open markets. 

The reworking of the Basel capital 
framework for ensuring the financial 
soundness of private sector banks 
 operating in 
global mar-
kets is a case 
close to home 
– at least it is 
close to my 
home at the 
Bank for In-
t er nat iona l 
Set t lements 
(BIS) in Basel, Switzerland. Basel II is 
a package of cooperatively agreed and 
reasoned solutions to common issues 
in establishing norms and standards 
of bank soundness. Announced in 
June 2004, it was developed by ex-
perts on banking supervision and reg-
ulation from a number of countries, 
and the process was organised by the 
Basel Committee on Banking Super-
vision. One of the purposes of the ex-
tensive involvement of the BIS with 
the Basel Committee is to host its 
Secretariat and facilitate the exchange 
of views and information to the com-
munity of financial supervisors, stan-
dard setters, and policy makers. 

The scale and breadth of the cen-
tral banking and supervisory com-
munities served by the BIS have both 
grown in recent years, with the addi-
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tion of new BIS shareholding member 
central banks, and with the increased 
participation of financial sector su-
pervisors, such as those allied with 
the International Association of In-
surance Supervisors (IAIS) and the 
International Association of Deposit 
Insurers (IADI). Academics and prac-
titioners participate in BIS activities 
as well. We are all elements of a “vari-
able geometry” that has come to be 
referred to as the “Basel process”. 
Over the last few years, the coher-
ence of the efforts I have mentioned 
has been further enhanced by the 

 coordinating role played by the 
 Financial Stability Forum, where fi-
nance ministries, central banks and 
financial supervisors from a number 
of countries, as well as key interna-
tional financial institutions, are each 
represented at a high level.

Consequences of Globalisation 
for the Organisation of Finance
The relationship between institu-
tional reform and economic develop-
ment that I have just described is, of 
course, not novel. It is, indeed, fully 
consistent with Joseph Schumpeter’s 
evolutionary view of economic 
growth and development. Thorstein 
Veblen, a North American social 
thinker in the early part of the 
20th century, expressed the timeless-
ness of the challenge we continue to 

face: “Institutions are products of the past
process, are adapted to past circumstances,
and, are therefore never in full accord 
with the requirements of the present”. 

Over the past ten years, we have 
come to understand better the pri-
macy of legal and regulatory frame-
works that ensure enforcement of 
contracts in fostering the complex 
process of financial development. 
Meanwhile, we have also come to 
question the extent to which the 
choice of financial contracts may 
 reflect the character of underlying 
agency costs; namely, the costs in-
curred by an organisation because of 
the divergent objectives of various 
stakeholders. This has led us to an 
analysis of many aspects of financial 
globalisation that is, to a greater ex-
tent than before, rooted in the tradi-
tion of the old institutionalists. At-
tention is paid to the character of 
agents involved in a given financial 
 activity, as well as to institutional 
structures themselves. 

“Twin  Agency” and the 
Role of National Institutions 
in Global Finance
Rene Stulz, a well-known professor 
of finance, has considered this issue 
in several recent interesting papers. 
Specifically, he lays out an analytical 
framework that is useful for explain-
ing why a country’s international bor-
der seems to matter for the location 
of various financial transactions and 
investments, even after the legal and 
institutional barriers to them have 
been dismantled. That this is the case 
can be attributed to the fact that 
 corporate finance involves a “twin 
agency” problem. The problem arises 
in cases where there is a rational con-
cern on the part of outside investors 
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in a company that a significant por-
tion of the firm’s return on capital 
could potentially be siphoned off by 
corporate insiders or by tax authori-
ties. This work suggests that per-
ceived weaknesses in the corporate 
governance mechanism or the legal 
framework in foreign countries serve 
to explain at least some of the incen-
tives for wealth owners to continue 
to hold their assets in their home 
country. Thus, this approach provides 
an explanation for the role of a coun-
try’s border as a barrier to interna-
tional investment, even after capital 
controls have been removed.

Traditional analyses of the deter-
minants of a country’s international 
capital account transactions have 
largely overlooked these sorts of 
agency-based explanations of the 
composition of cross-border financial 
flows. Too often, commentators have 
instead focused on the so-called “hot 
money” character of portfolio capital 
flows into equity markets. This means 
that we have become conditioned to 
be more optimistic about the capacity 
of a country to finance its external 
position over time if it has attracted 
foreign direct investment (i.e. con-
trolling equity), as opposed to port-
folio purchases.

Let me be clear about my view on 
this. In many circumstances there are 
very strong rationales for direct for-
eign investment transactions. Such 
transactions provide mechanisms that 
relate to information transfers that 
could not take place with portfolio 
capital flows. To give just one exam-
ple, many foreign direct investments 
accommodate transfers of informa-
tion related to proprietary technolo-
gies. Such considerations can create 
powerful incentives for foreign direct 

investment, even in the presence of 
the sorts of agency problems that can 
act as strong disincentives for interna-
tional flows of portfolio equity and 
debt.

But international portfolio equity 
holdings can also yield important side 
benefits to recipient countries. For 
example, the activities of foreign 
shareholders can help local economic 
agents to develop their skills in ana-
lysing the financial performance of 
companies and monitoring corporate 
management actions. Or a country 
might take action to increase the 

 confidence of minority shareholders, 
both at home and abroad, that they 
will receive the information they 
need to make informed investment 
decisions. As just one example, all 
shareholders can be given the right to 
receive information on transactions 
between an issuing firm and its larg-
est shareholders.

In general, policymakers need to 
incorporate into their thinking the 
extent to which improvements in 
communication and information-pro-
cessing technologies now drive finan-
cial markets. It is not a coincidence 
that the financial system has come to 
play a much greater role in resource 
allocation in both advanced countries 
and emerging market economies dur-
ing the past fifteen years. In many 
countries, this has required an updat-
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ing of financial sector rulebooks. The 
common motivation for such updates 
has been effective incentives to incor-
porate the opportunity cost of equity 
capital in decision processes. In other 
words, it is important to appreciate 
that market-based incentives are the 
common source of interest in the de-
velopment of economic capital alloca-
tion frameworks by market-based 
economies.

I have no doubt that, in many in-
stances, the decisions taken by cen-
tral banks, financial supervisors and 
other financial sector participants 
have been informed by what has been 
learned through the Basel process. In 
the same vein, appreciation of the 
growing impetus for international 
 financial firms to be managed on a 
global basis has encouraged invaluable 
discussions among central banks and 
financial supervisors in Basel, and at 
BIS meetings around the world. This 
helps, for example, to clarify the dif-
fering perspectives of home and host 
supervisors.

Globalisation and  Asset Prices
Let me now turn from the conse-
quences of globalisation for the or-
ganisation of finance, to its conse-
quences for asset prices and global 
 financial imbalances. Certainly, the 
picture that emerges from the litera-
ture is that globalisation matters. In 
particular, I would point to the 
heightened significance of common, 
even global, determinants of the 
prices of internationally-traded finan-
cial assets; that is, a more consistent 
pricing of risk exposures across fi-
nancial markets. 

Globalisation has also enhanced 
the capacity of present pricing to cap-
ture both the past, and expectations 

about the future. Things that used to 
develop in the fullness of time happen 
today, and right now. Diverse views 
are now routinely collapsed in real 
time into a global consensus in mar-
kets as to both the pricing of risk fac-
tors and the way the volatility of those 
factors should also be priced. The 
 latter development is no doubt a re-
flection of the now established posi-
tion of financial options as a core 
component of systemically-critical 
cross-border risk transfer mecha-
nisms. 

The US Residental Mortgage 
Market and Global Finance
Let me take one example. Over the 
last few years, the US residential fi-
nance system – the system of mort-
gage financing of purchases of hous-
ing in the United States – has become 
a primary, and immensely important, 
mechanism of global financial risk 
transfer. Foreign investors now fi-
nance somewhat more than 10 per-
cent of the more than USD 8 trillion 
in US residential mortgages through 
their investments in the debt securi-
ties of the US housing agencies, and 
through their purchases of mortgage-
backed and other securities. 

This nearly USD 1 trillion invest-
ment reflects globalisation on a colossal 
scale. Interestingly, a key feature of 
the US system is that the standard US 
residential mortgage contract incor-
porates an option that allows the 
mortgagee to prepay part or all of the 
principal amount of the mortgage 
loan at any time. One result of this 
optionality embedded in US residen-
tial mortgages is the creation of a 
principal prepayment risk for holders 
of mortgages or mortgage-backed 
 securities that is notoriously difficult 
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to model. In our now globally-con-
nected financial system, such model-
ling risk is dispersed among both do-
mestic participants in US mortgage 
markets and global market investors. 
In some periods, such as the summer 
of 2003, transactions undertaken to 
hedge this prepayment risk were 
probably a key driver of volatility in 
global fixed-income markets. 

Cross-border balance sheet link-
ages have also been made much tighter 
by globalisation. This is a direct con-
sequence of the free movement of 
capital. The link between financial 
globalisation and residential property 
prices is, of course, not just a US phe-
nomenon. What is different in the 
United States is the sheer size and 
transparency of the linkage. This ex-
ceptional transparency can, in turn, 
be accounted for by the fact that – 
through mortgage loan securitisations 
– US residential finance has become 
an embedded element of global capi-
tal markets. 

Global Imbalances, 
Foreign Investment, 
and US  Residential Finance
According to research by former US 
Federal Reserve Chairman Alan 
Greenspan and James Kennedy, also 
of the Federal Reserve, discretionary 
extraction of home equity amounted 
to nearly USD 3 trillion dollars for the 
period 2000–2004. In a public dis-
cussion of his research Chairman 
Greenspan noted that “... it is difficult 
to dismiss the conclusion that a sig-
nificant amount of consumption is 
driven by capital gains on some com-
bination of both stocks and resi-
dences, with the latter being financed 
by home equity extraction”. Thus, by 
implication, the US current and capi-

tal account positions have, over the 
last few years, reflected cross-border 
balance sheet linkages among US 
households and global investors. 

Concluding Remarks: 
What  Would Schumpeter Say?
For many years, the particulars of 
 Joseph Schumpeter’s vision that the 
character of a country’s financial sys-
tem matters for its long-term growth 
and development were pushed to the 
sidelines of policy discourse. Simply 
stated, he would have us focus on 
the governance of financial activities, 
and most dili-
gently on the 
way particu-
lar sorts of in-
centives shape 
entrepreneur-
ial behaviour. 
Fortunately, 
this emphasis 
on governance 
issues is now very much at the centre 
of public discussion. Lessons have 
been learned and continue to accu-
mulate, growing out of the experi-
ences of both mature and emerging 
market economies. Today we have a 
better understanding of how factors 
relating to the organisation of an 
economy – its legal system, account-
ing rules, disclosure principles and 
market practices – influence its long-
term economic growth. And perhaps 
not too belatedly, we have also come 
to appreciate the crucial role of eco-
nomic institutions in shaping the 
structure of economic incentives, 
both nationally and globally.

In closing, I need not look beyond 
the borders of Austria to illustrate 
what I have been saying about the role 
of individual countries in financial 
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globalisation. Over the past decade, 
Austrian commercial banks have im-
plemented a comprehensive strategy 
that has established them as impor-
tant financial service providers and 
innovators in the emerging markets 
of central and eastern Europe. Their 
ongoing capacity to implement this 
strategy will reflect the quality of 

Austrian institutions. The Austrian 
case is thus illustrative of my general 
proposition that, owing to agency 
costs, differing institutions, and the 
diversity of national legal systems, 
 individual countries continue to be 
relevant building blocks of our glo-
balised financial system. õ
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