| nter national Capital Markets & Their Importance
By James Woepking

This sectionwill attempt to give you abasic understandng of the international
capita markets. After readingthis section, youwill be better prepared to study other
sectionsof the E-Book, especialy those reating to the Mexican and Asian financial crises.

Thefirst haf of this sectionwill define capita markets and describe how they are
structured. The second haf will discuss theinternationdization and globdization of the
capital markets during the late 1990s We conclude by emphasizing the increasingy
important role that priveate capitd played in market development during the late 1990s

A. What are Capital Markets?

Capitd markets are markets where people companies, and governments with more
fundsthan they need (because they save some of their income) trander those fundsto
people, companies, or governments who have a shortage of funds(because they spend more
than their income). Stock and bondmarkets are two mgjor capita markets. Capitd markets
promote econamic efficiency by channeling money from those who do nat have an
immediate productive use for it to those who do.

1. Capital Markets Efficiently Direct Capital to Productive Uses.

Capitd markets carry out the desirable econamic fundion of directing capita to
productive uses. The savers (governments, busnesses, and people who save some partion of
their income) invest their money in capita markets like stocks and bonds The borrowers
(governments, busnesses and peope who spend more than their income) borrow the
savers investments that have been entrugted to the capitd markets.

When savers make investments, they cornvert cash or savings(risk-free assets) into
risky assets with the hopes of receiving enhanced benditsin the future. Since dl
investments are risky, the only reason a saver would put cash at risk isif returnsonthe
investment are greater than returnson hdding risk-free assets. Buying stocks and bonds
andinvesting in red estate are common examples. The savers hope that the stock, bond or
real estate will "appreciate” or grow invaue.

For example, suppo® Carlosand Annamake $50,000in ore year, but they only
spend $40,000that year. They can invest the $10,000N their savingsN in amutua fund



(pods of money managed by an investment company) investing in stocks and bondsall
over theworld. Carlosand Anna know that making such an investment is riskier than
keeping the $10,000at home or in a savingsaccourt. But they hopethat over the longterm
the investment will yield greater returnsthan cash hadingsor interest on a savingsaccourt.
The borrowersin this example are the companies that issued the stocks or bonds that are
pat of the mutua fundportfolio. Because the companies have spendng needsthat exceed
their income, they finance their spending needs by issuing securities in the capitd markets.

2. Financecan be Direct or Indirect.

The examplewejug used illugrates aform of "direct” finance. In other words the
companies borrowed directly by issuing securities to investors in the capita markets. By
cortrast, indrect finance involves afinancid intermediary between the borrower andthe
saver. For example, if Carlosand Anna put their money in a savingsaccourt a a bank, and
then the bank lendsthe money to a company (or another person), the bank is an
intermediary. Financia intermediaries are very important in the capital marketplace. Banks
lend money to many people, and in so doing create econamies of scae. That is, by lending
out fundsmany times each day, cods per transaction decrease.

3. Capital Marketsare Important because they Promote Efficiency and

Productive I nvestments.

Capitd markets promote econamic efficiency. In our example, Carlosand Anna
want to invest their $10,000 productivey. Any numbe of companies might have great
businessideas but no fundsto carry them out. By shifting the fundsfrom Carlosand Anna
to the companies throughthe capitd markets, the funds are employed to their maximum
extent. If there were no capitd markets, Carlosand Anna might have kept their $10,000in
cash or in alow-yidding savingsaccourt. The companies might have put off or canceled
their busness plans

B. The Structure of Capital Markets

1. Many Typesof Securitiesare Sold in Primary and Secondary Capital

Markets.

The primary market is where new securities (stocks and bondsare the most
common) are issued. The corparation or government agency that needsfunds (the
borrower) issues securities to purchasers in the primary market. Big investment banks assist
in thisissuing process. The banksundeawrite the securities. That is they guarantee a



minimum price for abugness's securities and sdll them to the pulic. Sincethe primary
market is limited to issuing new securities only, it is of lesser importance than the secondary
market.

The vast mgority of capitd transactions like the transaction in our example, take
place in the secondary market. The secondary market includes stock exchanges (like the
New York Stock Exchange and the Tokyo Nikkel), bond markets and futures and options
markets, anong others. All of these secondary markets deal in the trade of securities.

The term "securities' encompasses a broad range of investment ingruments. You're
probably mog familiar with stocks and bonds Investors have essentidly two broad
categories of securities avallable to them: equity securities (which represent ownership of a
pat of acompany) and debt securities (which represent aloan from the investor to a
company or government entity).

Savers who purchase debt ingruments are creditors. Creditors, or debt haders
receive future income or assets in return for their investment. The mos common example of
adebt ingrument is abond.When investors buy bonds, they are lending the issuers of the
bonds their money. In return, they will receive interest payments (usudly at afixed rate) for
the life of the bondand receive the principa when the bondexpires. National governments,
loca governments water districts global, nationd, and local companies, and many other
types of inditutionssell bonds

Stock isthe type of equity security with which mog people are familiar. When
investors (savers) buy stock, they become owners of a"share" of acompany's assets and
earnings If acompany is successful, the price that investors are willing to pay for its stock
will often rise and sharehdders who bough stock at alower price then standto makea
profit. If acompany does notdowdl, however, its stock may decrease in vaue and
sharehdders can lose money. Stock prices are dso subject to bath generad econamic and
indugry-specific market factors. In ourexample, if Carlosand Anna put their money in
stocks, they are buying equity in the company that issued the stock. Corversdly, the
company can issue stock to obtain extrafunds It must then shareits cash flows with the
stock purchasers known as stockhdders.

C. Internationalization of Capital Marketsin the Late 1990s

One of the mog important developments since the 1970s has been the



internationdalization and now globdlization of capita markets. Let'slook at some of the
basic dements of the international capital markets.

1. Thelnternational Capital Market of the Late 1990s was Composed of a
Number of Closely Integrated Markets with an International Dimension.
Basically, the international capital market includes any transactionwith an

international dimengon. Itisna redly asinge market but anumber of closaly integrated
markets that include some type of international component. The foreign exchange market
was avery important part of the international capital market duringthe late 1990s
Internationally traded stocks and bondshave dso been part of the internationa capita
market. Since the late 1990s sophisticated communicationssystems have dlowed peopledl
over theworld to condict busness from wherever they are. The mgjor world financia
centersinclude Hong Kong Singapore Tokyo, London New Y ork, and Paris, anong
others.

It's not hard to find examples of securities that trade in the international capita
markets. Foreign bondsare atypica example of an international security. A bondsold by a
Korean company in Mexico denominated in Mexican pesosis aforeign bond Eurobonds
are another example. A Eurobondis a bonddenominated in acurrency other than that of the
courtry inwhich itis sold. A bonddenominated in Japanese yen that is sold in Franceisan
example. In the late 1990s the Eurobondbecame the primary bondof chaicein the
international marketplace. In 1995 over 80% of new issues in the international bondmarket
were Eurobonds The primary reason for their popuarity was that because they could be
repaid in any of severa predetermined currencies, the issuing company coud choo the
currency it preferred.

Maybe you have heard of American Depository Receipts (ADRS) or Globd
Depository Receipts (GDRS). In the late 19905 these were used extensvey in the
privatization of pulic enterprises in devdoping and trangtioning (i.e. sodalism to
capitaism) courtries. ADRs and GDRs are certificates issued by a depostory bank,
representing shares of stock of aforeign corporation held by the bank.

Of course, the foreign exchange market, where internaiona currencies are traded,
was atremendousy large and important part of the international capital market in the late
1990Gs. Duringthis time it was enormous with market turn-over well above $1 trillion daily.
The average daily turnover in traditional foreign exchange markets roseto $1.9 trillionin
April 2004.Commercid banksuse the foreign exchange market to meet the needs of their



corporate cusomers multinationa corporationsuse the market to hedge againg risks, and
central banks enter into the market to manage the value of currencies. In anather part of this
E-Book youwill learn how the foreign exchange market affected devdlopmentsin the Asian
financid crigs.

2. The Need to Reduce Risk Through Portfolio Diversification Explainsin
Part theImportance of the International Capital Market During the Late
199Gs.

A maor benefit of the internationdization of capitd marketsis the diversfication of
risk. Individua investors, mgor corparations andindividual courtriesal usudly try to
diversify therisks of their financid portfolios The reasonis that people are generdly risk-
averse. They woud rather get returnsoninvestments tha arein arelatively narrow band
than investments that have wild fluctuationsyear-to-year. All portfolio investorslook at the
risk of their partfoliosversus thar returns Highe risk investments generaly have the
paential to yield higher returns but there is much more variability.

For example, a short-term U.S. government bondis low risk and has a
correspondingy low return (currently under 5%). If you buy a short-term bond you will
make fewer than 5% but no more than that. Buying stock in a start-up company, however, is
higher risk. You coud patentialy get 100%or more returns or you coud lose all the
money youinvested. Portfolio diversificationlooksat the risk versus the return available to
g the highest return possible at the lowest possible risk.

When an investor or acompany invests in many different assets (stocks, bonds
mutua funds etc.), risk is reduced because thereis less reliance on any single asset. By
usingworld markets, risk can be reduced even more. Hereis an example:

Suppase Corporation XYZ in 1996had the following portfolio:
¥ 1000shaes of Japanese utility company stock;
¥ 1000shaes of Mexican petroleum company stock;

¥ German government bondsvaued at 8000 deutsche marks (today called
CeurosQ);

¥ 1000shares of aMoroccan mutud fund



¥ Canadian municipa bondsvdued at 8000Canadian ddlars.
Suppase Corporation ABC in 1996had the following portfolio:
¥ 10000 shares of Swedish sted company.

If the steel company in Sweden has a poor year for sales and profits its stock value
decreases. Corporation ABC, which has not diversified, will have aterrible return onits
portfolio. The next year, the sted company may have a great year, so ABC will havea
terrific portfolio return,

Corporation XYZ, with a diversified portfolio, can overcome asinge poorreturn and
still have agoodoverdl return onthe portfolio. If utilitiesin Japan have a pooryear, but
Morocco is experiencing strongeconamic growth, the Moroccan gain can offset the
Japanese stock loss. Then, the next year, perhapsthe reverse would occur (Morocco
experiences a slowdown while the Japanese utility realizes higher profits than anticipated).
The year-to-year return would fluctuate much less for Corporation XYZ than for ABC.

3. ThePrincipal Actorsin thelnternational Capital Markets of the late 1990s
were Banks, Non-Bank Financial Institutions, Corporations, and
Government Agencies.

Commercid banks powered their way to a place of considerableinfluencein
international markets duringthe late 1990s The primary reason for this was that they often
pursued internationd activities that they would nat have been able to undertake in their
home courtries. The lack of internationd reguation fueled bank growth over the decades
leading up to the 1990s

Commercid banksundetook a broad array of financia activities during the late
199(s. They granted loansto corporationsand governments, were active in the bondmarket,
and held deposts with maturities of varying lengths Special asset transactions like
undewriting were undertaken by commercid banks By underwriting, the bank guaranteed
acompany issuing stocks or bonds that it woud find buyers for the securities a a minimum
price.

Non-bank financid ingitutionsbecame anather fast-rising force in internationa
markets durnng the late 1990s I nsurance companies, penson and trug funds and mutua
fundsfrom many courtries began to diversify into international markets in the 1990s
Together, portfolio enhancement and awidespread inarease in fund contributors have



accourted for the strength these fundshad in the international marketplace.

Corporationsoften use foreign fundsto finance investments. Corporationsmay sell
stock, issue bonds or obtain loansfrom commercia banks The trendin the late 1990swas
for corporationsto issue securities that attracted investors from all over theworld. The
Eurobond which we described above was an example of this. A Eurobondis acorporate
bondnat denominated in asinge currency, but gives thelender the right to demand
repayment from a preset spectrum of currencies. For example, abondmay alow its hader
the right to be repaid in yen, euros or pounds When the hdding periodis over, the hdder
chooses the mod preferable currency at that time. This patidly protects buyers from
exchange rate fluctuations

Government agencies, includng central banks were a'so mgor playersin the
international marketplace during the late 1990s Central banksand other government
agencies borrowed fundsfrom abroad. Governments of devedloping courtries borowed
from commercid banks and state-run enterprises aso obtained loansfrom foreign
commercia banks

4. Changesin thelnternational Marketplace Resulted in a New Era of Global
Capital Markets During the Late 1990s which were Critical to
Development.

Many observers say we entered an era of globa capitd marketsinthe 1990s The
process was attributable to the existence of offshore markets which cameinto existence
decades prior because corporationsand investors wanted to escape domestic regulation. The
existence of offshore marketsin turn forced courtries to liberaize their domestic markets
(for competitive reasons). This dynamic created greater internationdization of the capital
markets. Up untl the 1990s capita marketsin the United States were larger and more
developed than marketsin the rest of theworld. During the 1980sand 19905 however, the
relative strength of the U.S. market decreased consderably as the world markets began to
grow a phenomend rates. Three primary reasons accourt for this phenomenon.

First, citizensaroundthe world (and especidly the Japanese) began to increase their
persond savings Second many governments further dereguated their capital markets since
1980.This dlowed domestic companies more oppatunities abroad, and foreign companies
had the oppotunity to invest in the dereguated countries. Findly, techndogica advances
made it easer to access globa markets. Information could be retrieved quicker, easer, and
cheaper than ever before. This alowed investorsin onecourtry to obtain more detalled



information about investments in other courtries and oltain it quite efficiently. So, in the
late 1990swe witnessed the globalization of markets - i.e., the increased integration of
domestic markets into a global econamy. This differed from the process of
internationalization which conrected less integrated domestic markets of the past with
offshore markets.

The globd capita markets became criticd to development in an open econamy.
Developing courtries, like dl courtries mug encourage productive investments to promote
econamic growth. Domestic savingscoud be used to make productive investments.
Typicdly, devdoping courtries have suffered from low domestic savingsrates (dthough
thisis nottrue of the Asan econamies of the late 1990s). Thanksto global capitd, however,
developing courtries added to domestic savingsby borrowing savingsfrom abroad.

If the foreign savingsare invested wisgly, the borrowing courtry will grow
econamically. Thus foreign savings which many people smply cal foreign investment, can
benefit developing courtries. But, as you will learn from the E-Book'sdiscussion of the
19941995Mexican and Asan financid crises, sudden surgesin capita can destabilize
courtries, especialy those with relatively small economies.

Before you click to the E-Book sectionsthat discuss those crises, you may want to
take amoment to review the sources of capital that developing courtries have relied upon.

D. Sourcesof Capital

There are two sources of capitd: private sources and puldic sources. Both sources
are very important to the econamies of the world. Capitd flows result when fundsare
tranderred across borders; the flows are recorded in the balance of payments accourt. Read
on for definitions examples, and trendsin capita flows.

1. Private Sources of Capital.
Foreign direct investment and portfolio investment (bath debt and equity flows) are
important sources of private capitd. Each is defined beow.

a. Foreign direct investment.

Foreign direct investment is capitd invested by corporationsin courtries other than
their places of domicile (their hame courtries). Direct investment is nat nearly asliquid as
portfolio investment andis therefore less volatile. The noma requirement to qualify as



foreigndirect investment is for the foreign firm to own at least ten percent of voting stock.
An example of foreign direct investment is a Japanese company that starts ajoint venture
(50-50) in Mexico with a Mexican company. The Japanese company has alongterm
investment in the assets of the joint venture and nat merely a passive investment like
portfolio investors, who can remove their money from acourtry dmog ingantaneoudy.

b. Portfolio investment: debt flowsand equity flows.

Portfolio debt flows result from foreign investors buying domestic debt securities. A
German investor buying bondsin Canadais an example. Commercid bank lending (loans
from private financia ingitutiong is aso portfolio debt. Portfolio equity flows occur,
similarly, when foreigninvestors purchase equity securities domesticdly. A Japanese
investor who purchases stock in the Brazilian stock market is creating an equity capita flow
into Brazil. ADRs and GDRs dso fit into this category.

2. Public Sources of Capital.

Public sources of capita include officid non-concessiond loans of bath multilatera
and bilatera aid and officid devdopment assistance (ODA). ODA is made up of grants and
concessional multilateral and bilateral loans Each is discussed in turn below.

a. Official non-concessional loans: multilateral & bilateral aid.

Officid non-concessiond multilateral aid congsts of loansfromthe World Bank,
regiond development banks and other intergovernmenta agencies such as multilatera
organizations Theterm "non-concessiond" refers to the fact that these loans are based on
market rates, mug berepaid, and are nat partly grants. By contrast, officid non
concessiond bilatera ad isloansfrom governments and their central banksor other
agencies. Export credit agency loansare dso included here. "Bilaterd” refersto the fact that
the entities providing the fundng provide aid only in their home courtry.

b. ODA: official grantsand concessional loans.

ODA refersin part to officd pullic grants that arelegally binding commitments
and provide a specific amourt of capital avallable to disburse (give out) for which no
repayment is required. Concessiond hilatera aid refers to aid from governments, central
banks and export credit agencies that containsa partid grant eement (25% or more), or
patialy forgives the loan.



Similarly, concessional multilateral aid containsa partial grant, or forgiveness of the
loan. Multilatera aid comes from the World Bank, regiond deve opment banksand
intergovernmental agencies.

3. Private Capital Became Very Important to Development in the Late 1990s

During the 1990s the sources of capitd for deveoping courtries changed
drasticaly. In 1999 aWorld Bank pulication listed aggregate net longterm resource flows
to devdoping courtries (private and pulic sources of capita) as 1019 billion U.S. dollars.
Of that number, approximately 57%was from official loansor grants, and the remaining
43% came from private sources. Just five years later, in 1995 only 28% of the resources
were from officid sources with the remaining 72%from private sources. During the course
of those five years, officid fundng remained relatively congant. Private fundng, howvever,
skyrocketed. Fromthe 1990figure of $44 billion, private sources increased dmog 400% to
$167 billion.

All types of privae fundng increased. Portfolio equity flows went from $4 billion
to $22 billion over the 5-year period. Foreign direct investment went from $25 billionto
$90 billion. Private debt flows went from $15 billion to dmog $55 billion. Clearly, there
was afundamentd change in the sources of fundsfor developing courtries to draw from
duringthelate 1990s

Why did this mgor change occur? As stated previoudly, internationd portfolio
diversification became more prevaent every day. Insurance companies, mutua funds
pendon funds and securities houses were looking to diversify. They adso had more funds
than ever to invest. Worldwide partfolioswere absorbing an increasing share of aggregate
savings These portfolioswere coming more and more under the cortrol of professiond
fundmanagers. The"pros' are generally more apt to diversify in the international
marketplace.

Asoverdl international portfolio diversification grew, so too did the share of
international portfolio diversification that went to developing courtries. For example,
accordingto the IMF, the five largest indudrid countriesin the late 1990s(U.K., U.S,,
Japan, Germany and France) increased their internationa investments from $100billionin
1980(abou 5% of assets) to $900billionin 1993(morethan 7% of assets). In 1987
$0.50 of every $100of foreign portfolio investment went to emerging marketsN by 1993
that figureincreased to $16 of every $100. Net capita inflowsto developing courtriesas a



percentage of world savingsmore than douled (from 0.8% to 2%) between 1990and
1993.

Capitd flowsto developing courtries acted as catalysts, propelling the world closer
to a seamless globa marketplace during the late 1990s. The growth of globd inditutiond
investors resulted in capitd flows to emerging markets based more on short-term liquidity
and performance than long-term bugness ventures. To protect themselves from the risks of
these volaile cash flows, developing courtries can take some precautionary measures. The
centra bank can intervene in foreign exchange markets and capita controls can be imposed.
Asthe Agan financid crisisilludrates, howvever, the dangers are red and very powerful.

Net private capita flows to mgor emerging market econamies fell to abou $200
billionin 1997 from a peak of $295billionin 1996 The Asan crisiswas the primary
reason for the turnaround The five econanies mog affected by the crisis (South Koreg,
Indoresig Thailand, Mdaysia and the Philippines) had an inflow of $93 billionin 1996.In
1997 they had acombined outflow of $12 billion. That is a net change of $105billionin
oneyear! That fact succinctly illudrates the perils of globdization and the upheavd that it
can cause to governments and individual s.

Portfolio equity investment outsde Asaincreased from 1996to 1997 growing
50% Commercid banksaroundthe world cut back their financing the mog during the late
1990s. After lending about $100 billionin 1996 commercid banksactudly tookin more
than they lent out in emerging marketsin 1997.

Net offica cash flowsrosin 1997 asthe IMF and other financid inditutions
cameto the aid of the Asian econamies. Even as net officid flowsincreased by $27 billion
over the previousyear, 1997tota capitd flowswere only $229billion after reaching amost
$300 billionin 1996.

Emily Marriott, a UICIFD staff member, contributed to the 2007 updée.



