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Emerging Markets and the Vol 
A Historical 

2.1
 Introductio n 

We ar
e seeing a reconstruction of the truly global 

economy, simila r i n man y way s t o tha t whic h existe
d i n th e perio d befor e Worl d Wa r I . As i n that

 period , w e expec t tha t thi s globa l syste m will
 giv e ris e t o convergenc e amon g th e 

economies that are open to it . There are two key 
mechanisms o f suc h convergence : technolog y 
transfer an d capita l flows (interconnected i n a n 
important way) . 

Unlike th e period befor e Worl d Wa r I , thes e 
movements ar e takin g plac e amon g sovereig n states,

 rather than between an imperia l core an d 
periphery. Suc h capita l flows  an d transfer s o f 
technology creat e difficul t questions , bot h fo r the

 sovereignty of the states which receive them , and fo
r th e internationa l institutiona l structur e in

 which th e state s are embedded . 

2.2
 Th e Closing and the Re-opening of 

the Global System 
This

 re-openin g i s a  relativel y ne w historica l 
phenomenon. Fro m 191 8 to the 1960 s there was a
 closing associated wit h 

th
e collapse o f the internationa l tradin g 

system 

inward-looking macroeconomi c policie s 
associated wit h financial  repression , inter -
national capita l control s an d currenc y 
inconvertibility 

microeconomic policies : 'state building ' 

mercantilist trad e policies and protectionis m 
'bi

g push' industria l policie s 

Keynes (1933 , ρ  236 ) summarise d th e intel -lectua
l beliefs which supporte d thes e policies : 

atility of International Capital 
Perspective 

"I sympathise  with those who would 
minimise, rather  than with those who would 
maximise, economic  entanglements between 
nations. Ideas,  knowledge, art,  hospitality, 
travel - these  are the things which should by 
their nature be international. But  let  goods 
be homespun whenever it is reasonably and 
conveniently possible; and,  above  all, let 
finance be  primarily national. " 

It turned ou t that Keynes was mistaken: with 
homespun good s an d nationa l finance , idea s 
could no t b e international . Thes e tw o policie s 
institutionalised technologica l backwardnes s i n 
present da y developing countries . 

Protection created a n inward-lookin g manu -
facturing sector , small-scale and fragmented, wit h 
none of the benefits o f scale and dynamism asso-
ciated wit h free r trade . Paradoxically , therefore , 
protection price d manufacture s ou t o f worl d 
markets an d s o enforce d precisel y tha t depen -
dence o n export s o f agricultura l staple s whic h 
protectionism wa s designed t o avoid . Thus pro -
tectionist policie s produce d a  developmenta l 
roadblock. 

By contrast, trad e liberalisatio n cause s ever y 
enterprise t o know tha t i t has t o compete i n a n 
open internationa l environment . This makes the 
enterprise sensitive to developments elsewhere in 
technology, management and market trends, and 
it encourages rapid adjustmen t t o change. Firms 
know that to survive they must adopt the world' s 
best practices , and s o take care t o infor m them -
selves o n an d compar e themselve s wit h th e 
world's bes t practices . Capita l import s bot h 
provide the new technology and information (i n 
the cas e o f direc t investment ) an d als o brin g 
firms int o internationa l system , wit h accompa -
nying monitorin g an d benchmarkin g o f thei r 
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performance (i n th e cas e o f foreig n portfoli o 
investment i n domestic equities) . 

Even stoc k markets , fo r whic h Keyne s use d 
the metaphors 'casino' and 'beauty contest', tur n 
out t o b e goo d fo r economi c growth , an d a 
primary facto r i n th e health y developmen t o f 
stock markets i s opening up to foreign investor s 
(see Sec. 6.1) . 

2.3 Capita l Flows after Trade 
Liberalisation 

Partly becaus e o f growin g recognitio n o f thes e 
positive effects , liberalisatio n o f capita l flows -
and thei r explosiv e growth -  ha s followed trad e 
liberalisation. I n th e firs t hal f o f th e 1990s , 
capital flow s hav e com e t o resembl e i n bot h 
quantity an d compositio n th e 'golde n age ' 
before Worl d War I . Securitised deb t an d direc t 
investment hav e bee n dominant . Privat e flows 
to developin g countrie s average d $1. 2 billio n a 
year between 196 1 and 197 0 and $3. 8 billion a 
year betwee n 197 1 an d 198 0 (Cuddington , 
1989). Following th e 'los t decade ' o f the 1980s , 
lending exploded : aggregat e ne t long-ter m 
resource flows  t o developin g countrie s ros e t o 
$46 billio n i n 1990 , $10 3 billio n i n 199 2 an d 
$173 billion i n 199 4 (Worl d Bank , 1995) . Thi s 
flow of funds ha d a  major impac t o n th e recipi -
ent countries : fo r Mexic o ne t capita l inflow s 
averaged si x per cent o f GDP i n th e first  hal f o f 
the 1990s . Initially , muc h o f th e lendin g wen t 
to Lati n Americ a an d Eas t Asia ; sinc e 1990 , 
however, Sout h Asi a an d som e countrie s o f 
Sub-Saharan Afric a (Kenya , Tanzania, Uganda ) 
have als o experience d substant ia l capita l 
inflows. 

The capita l inflow s t o emergin g market s 
reflected four factors. Most fundamental wa s eco-
nomic liberalizatio n an d refor m i n th e 
developing world . I n additio n t o opening good s 
and capita l markets , developin g countrie s 
improved thei r macroeconomic policies , emerg-
ing from th e debt crisis of the 1980 s with a firmer 
grasp o n fisca l condition s an d wit h inflatio n 
under growing control. Privatization created new 
opportunities fo r financia l capital . Th e 

economies o f Eas t Asi a move d u p th e techno -
logical ladde r towar d th e productio n o f highe r 
value-added goods . 

Second, reforms encouragin g capita l transfe r 
took plac e i n develope d a s wel l a s developin g 
countries. B y th e lat e 1980s , thoroughgoin g 
deregulation o f financial  market s becam e wide -
spread. Trad e liberalizatio n ha d mad e capita l 
controls more difficult t o enforce: importer s an d 
exporters coul d over - an d under-invoic e trans -
actions and exploit 'leads and lags ' to circumvent 
restrictions o n capita l flows.  Ne w informatio n 
technologies an d th e globalizatio n o f financial 
markets mad e th e restriction s neede d t o clos e 
off domesti c financial  market s mor e costly . Th e 
authorities could not deregulate banking systems 
while continuin g t o prohibi t bank s fro m bor -
rowing an d lendin g abroad . No r coul d the y 
encourage the development o f a stock market, i n 
order to capture financial  busines s from regiona l 
rivals and offe r domesti c firms attractive source s 
of externa l finance,  s o lon g a s foreign investor s 
were barred from participation . 

Third, rather than turning the capital markets 
away, th e deb t reductio n afforde d b y th e Brad y 
Plan als o encourage d ne w capita l flows  t o th e 
middle-income developin g countrie s tha t bene -
fited from it . Between 199 0 and 1993 , countries 
participating i n th e Brad y Pla n wer e abl e t o 
reduce their debt loads significantly b y exchang-
ing thei r floating-rate  ban k deb t fo r bond s tha t 
bore below-marke t interes t rate s an d b y dis -
counting the original loans . The subsequent rise 
in the secondary-market price s of the remainin g 
commercial ban k debt s indicate s tha t th e 
markets perceived a  significant improvemen t i n 
these countries ' creditworthiness . 

Finally, since 1989 , monetary policie s i n th e 
capital exportin g countrie s hav e fo r th e mos t 
part favoured capita l flows to emerging markets , 
which ar e highly sensitiv e t o the leve l of globa l 
interest rates. Lower rates in the financial  centre s 
stimulate investor s t o searc h fo r highe r yield s 
abroad, and they enhance the creditworthiness of 
developing-country borrower s b y reducin g th e 
cost of servicing existing debts. Cohen and Portes 
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(1990) demonstrate d a  stron g invers e relation -
ship between US interest rates and the secondar y 
market prices of developing country debt. Notice 
that thi s las t relationshi p goe s bot h ways . B y 
raising interes t rate s i n 1994 , the Fe d increase d 
the yield and attractiveness of domestic securities 
and heightene d th e debt-servicin g burden s o f 
countries like Mexico with substantial short-ter m 
obligations outstanding . Indeed , Doole y et  al. 
(1996) argue that a repeat of this rise in industria l 
country interes t rates, if sufficiently pronounced , 
would probabl y sto p an d eve n revers e capita l 
flows to developing countries . 

The compositio n an d typ e o f lendin g ha s 
changed. I n th e 1970 s lending had bee n direct -
ed primaril y a t governments , whil e privat e 
foreign borrowin g i n developin g countrie s wa s 
still tightly controlled. Between 199 0 and 1993 , 
however, more than 80 per cent o f all long-ter m 
private capital received by developing countrie s 
flowed t o th e privat e secto r (Fernandez-Aria s 
and Montie l (1996) , Tabl e 3) . I n practice , th e 
line between private and public debts is not tha t 
easy to draw , i n vie w o f the implici t guarantee s 
that government s exten d t o parastatal s an d 
private enterprises . Bu t i t i s clear tha t ther e ha s 
been a  majo r shift  i n composition . I n part , thi s 

has bee n a  consequence o f th e wav e o f privati -
sation and financial  liberalisatio n tha t were fro m 
the outse t a n integra l par t o f th e polic y refor m 
process. 

In th e 1970 s ban k loan s an d direc t foreig n 
investment ha d bee n th e principa l conduit s fo r 
private capita l transfe r t o emergin g markets . 
Starting i n 1989 , securitized investmen t finally 
regained th e prominenc e i t hel d i n th e 1920 s 
and the period up to 1913 . The use of bonds and 
other securitie s a s vehicle s fo r redistributin g 
financial capita l internationall y wa s particularly 
important fo r developin g countries . Th e tur n 
away from financial  repressio n and the consciou s 
efforts t o develop securities markets paid off. Th e 
volume of foreign capita l that flowed into devel-
oping countries' bond markets rose by a factor of 
ten betwee n 198 9 an d 1993 . Investmen t i n 
emerging stock market s rose in parallel over th e 
period, again by a factor of ten. Information flows 
improved, an d manager s o f majo r institutiona l 
portfolios sought diversification: Sinc e the stocks 
and bond s whic h the y bough t wer e relativel y 
liquid (the y coul d b e sol d a s easil y a s the y ha d 
been purchased ) capita l inflow s coul d no w b e 
reversed muc h mor e easily . 
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