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Abstract 

 
The difficulties encountered at the new round of multilateral negotiations at the World Trade 
Organisation on further liberalisation of trade services and recent talks on the reform of the 
International Financial Architecture might be taken as examples of concerns raised by the 
increasing globalisation of the world economy.  
 

Developments in information technologies (IT), together with a move towards increased 
liberalisation, have strongly influenced the evolution of the world trade, financial services and 
international capital flows during the last decades. While international trade in goods has been 
growing significantly, the activity in the international financial markets has experienced a higher 
growth. 

 

This report considers the recent evolution of the international goods and financial markets, and 
discusses the role that the increased globalisation has played in the financial crises that have 
taken place during this period. 

 

Particular attention is given to the role that the Information Technologies have played. Innovation 
in the banking industry, and the new framework of the international financial markets are 
considered. 

 

The financial crises have opened up the debate on the role that national and international 
institutions should play in the new framework of a globalised economy. The report hints at the 
challenges regulators face, and discusses the main policy options available at both the European 
and the international levels.   
 
The following policy issues are considered: 
 

• Should controls of capital flows be established? 
• Should exchange rates be subject to a different regime? 
• What should the role of the IMF be? 
• Should financial transactions be subject to special taxes? And, in particular, what are the 

advantages of the introduction of a Tobin Tax? 
 
The main arguments in favour and against these measures are presented in the report. 
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Executive Summary 
 
International Trade and globalisation of financial markets 
 
Foreign trade has been growing faster than the world output in the past 50 years, and has done so 
by a significant margin. Measured in terms of average annual percentage change, merchandise 
exports have been expanding at around 6.4%, compared with output growth of around 3.4% 
during this period.  
 
The increase in demand for financial services and the appearance of new products (especially 
derivatives) have contributed to drive up the stock of financial assets (shares, bonds, banks and 
deposits), which have been increasing more than twice as fast as the GDP in developed 
economies. Market turnover for the group of equity, debt, derivatives and foreign exchange 
markets has grown even faster. 
 
The growth of capital markets has been accompanied by a tendency towards globalisation, which 
offers both new benefits and new problems. On the one hand, globalisation of capital markets 
allows better possibilities for resource allocation. On the other hand, global capital markets raise 
concerns about their stability. 
 
Developments in Information Technologies (IT) have been one of the major underlying forces 
that have contributed to the reshaping of international trade and international capital flows over 
the last decades. Among the other forces that have been influential, we must single out the 
importance of liberalisation and the elimination of barriers to trade.  
 
The composition of international trade has evolved towards a growing importance of the services 
sector over manufactured goods. Lower transportation costs have contributed to enhance the 
volume of international trade in goods, while IT and communications developments and lowering 
costs have boosted trade in services. 
 
International capital flows have soared, owing both to deregulation of financial markets and to 
technological progress in IT. Deregulation of financial markets has led banks and financial 
institutions to innovate and develop new products, and technological advances and theory 
contributions in the area of risk pricing provided the means to undbundle risks into a variety of 
increasingly complex securities, causing turnover in financial markets to rise sharply. 
 
Gross Domestic Product (GDP) values show that the structure of the economy is moving towards 
knowledge-based activities. The output and employment shares of agriculture, mining, and low-
technology manufacturing industries have been declining for years and continue to do so. 
Technology-intensive manufacturing industries maintain steady growth. At the same time, parts 
of the services sector –primarily finance, insurance and business services and community, social 
and personal services– continue to grow in importance.  
 
The effects of technology on the economy and its globalisation are two highly inter-linked 
phenomena. Advances in information technologies (semiconductors, computers, software, 
telecommunications) reduce the costs of communication, leading to more global goods and 
capital markets. Globalisation, in turn, increases competition and contributes to the spread of 
technology (for example through Foreign Direct Investment) and to its further development. 
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Innovation in the financial sector 
 
The banking industry is in Europe the main financial intermediary. In spite of this fact, there is a 
general tendency towards a decrease of the share of banking in the financial sector, in favour of 
other intermediaries such as mutual funds and pension funds. 
 
Since the 1980s, the banking industry has been in a process of significant transformation that 
started in the United States, and moved later on to Europe, where the single market and the 
introduction of the Euro have contributed to accelerate the process of change.  The main forces 
behind this transformation of the banking industry are deregulation and innovation in information 
technologies. Both forces have brought about increased competition, not only among banks but 
also from other financial, and even non-financial, institutions.  
 
On the other hand, the transformation of the banking industry has contributed to blurring the 
differences between retail, wholesale and investment banking. Yet, banks in America have 
tended towards specialisation, while in Europe it is the concept of universal banking (one-bank-
for-all) that prevails 
 
The combination of trends towards deregulation, increased competition and technological 
innovation, has in principle rendered markets more efficient, making it easier to buy and sell 
risks. Technology has been a key factor, for example in the development of the screen-based 
systems that have been gaining share of market at the expense of outcry floors. Moreover, recent 
events, as Internet trading, point at how the physical location becomes less relevant as 
communications allow to simultaneously access different markets from a computer.  
 
Instability of financial markets 
 
Following a period of increasing international integration of both goods and financial markets, 
several crises have successively shaken the international financial system. 
 
The first signal of the crises were the speculative attacks launched in 1992-93 against several 
European currencies that were integrated in the Exchange Rate Mechanism. This had as a 
consequence a depreciation of the currencies of several European countries, and the modification 
of the bands that limited the movement of the exchange rates of the countries that adhered to the 
ERM. 
 
In 1994 occurred the Mexican currency crisis, which resulted in a big drop of the Mexican peso, 
whose consequences were felt all over Latin America. In 1997, the depreciation of Thailand’s 
currency gave rise to the Asian crisis, the worst financial crisis for many years. More recent 
events include the depreciation of the Russian ruble in August 1998. 
 
One of the most remarkable characteristics of all the above-mentioned crises, is the rapidity of 
the contagion from the original point to other economies. All those events affected, and were 
influenced by, the Exchange Rates of the corresponding currencies.  
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Exchange rates and financial crises 
 
The current architecture of the global financial system has been inherited from the floating 
exchange rate regime that followed the collapse of the Bretton Woods system. Since then, 
financial markets have changed dramatically and so have arrangements governing global finance.  
 
Nowadays, the most important currencies are mainly subject to a floating exchange rate regime. 
In principle, this leaves more room for economic policy to be decided by national authorities. In 
the face of open international financial markets, the flexibility of exchange rates goes parallel 
with the degree of independence of monetary policy. Countries are better armed to mitigate the 
effect of external shocks under an exchange rate flexibility regime.  Nevertheless, many emerging 
economies have chosen a regime of some rigidity for their exchange rates.  
 
Why would emerging economies subject themselves to an exchange rate regime that limits their 
capacity of reacting to a financial crisis? The problem is that, if the governments of those 
countries want to attract investments, they should render credible the commitment that those 
investments made will not be endangered because of changes in the future monetary or fiscal 
policies. A regime of fixed or semi-fixed exchange rates is one way (within the framework of 
macroeconomic policies intended to provide stability) adopted by emerging countries to gain this 
credibility.  
 
With open markets and rigid exchange rates, governments cannot use monetary policy to fight 
shocks and ensure macroeconomic stability; therefore, there should be instruments at the 
international level that serve this purpose. The setting up of such instruments is one of the 
challenges that nowadays face the international institutions. If this represents a problem for the 
European Monetary Union, it is much more complicated at the international level. 
 
The limited scope of monetary policies under a regime of rigidity of exchange rates, renders 
credibility to policies of maintaining low inflation and macroeconomic stability, and requires 
authorities to exercise a strict fiscal discipline. On the other hand, most of the financial crises 
occurred under a regime of semi-fixed exchange rates. This hindered the ability of the countries 
to make adjustments, and therefore worsened the effects of the crises on them. 
 
Exchange rate flexibility places more instruments at the disposal of the authorities. This allows 
them to deal better with, for instance, country-specific shocks. Additionally, the risks of 
borrowing in foreign currencies are more explicit under this regime, so economic agents are more 
likely to take the necessary precautions. 
 
 
Policy issues 
 
The two basic problems that the recent financial crises have brought fourth are: 
 

• The excess volatility that affects individual countries, mainly emerging markets. 
• The high degree of contagion present in the system, through which the excess volatility is 

propagated. 
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The main policy issues that are being considered are: 
 

• Should controls of capital flows be established? 
• Should exchange rates be subject to a different regime? 
• What should the role of the IMF be? 
• Should financial transactions be subject to special taxes? And, in particular, what are the 

advantages of the introduction of a Tobin Tax? 
 
The main arguments in favour and against these measures are presented in the report. 
 
While many arguments and proposals have been advanced, there are few points in which there is 
wide consensus, and even in these cases there is not full unanimity. In general, there seems to be 
agreement that the move towards liberalisation and globalisation has been beneficial for both 
developed and emerging economies, but that the experiences have shown the need for a revised 
international regulatory framework. 
 
The challenge that international institutions face at this moment is how to overcome the 
difficulties created by the globalised markets. Ideally, the regulation and supervision of 
international financial markets should follow closely the existing patterns for domestic markets. 
But the parallels break at decisive points. For instance, international regulations should not 
contradict national rules that sometimes differ widely in certain particulars. Additionally, there 
are different bodies with overlapping efforts towards designing a new set of rules for the 
international markets. 
 
In spite of all those problems, there is wide agreement on certain lines: 
 

1. Increase the transparency and accountability at both the national and international levels.  
2. Harmonise and strengthen financial regulation and supervision in all countries. 

Disseminate the use of internationally accepted standards. 
3. Involve the private sector in the prevention and resolution of financial crises. 
4. Improve the crisis resolution mechanisms at the international level.  
5. Continue with the movement towards international financial integration, in an orderly 

fashion. 
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1. Globalisation of trade and financial markets 
 

1.1. Introduction  
   
The WTO and its predecessor, the GATT, have contributed significantly to the continuous 
growth of global trade since the end of World War II. During this period, traditional trade 
barriers have been significantly lowered. The treaty signed after the Uruguay round of 
GATT reflected the recent changes in the nature of traded goods and services, and widened 
the scope of trade rules. Currently, the WTO deals not only with trade in goods, but also 
with other categories like services, investment, or intellectual property, and has reached 
agreements on telecommunications, financial services and information technology. 
 
Over the last decades, the traditional cross-border exchange of goods has been 
complemented by Foreign Direct Investment (FDI) activities as a new vehicle for trade in 
goods and services.  This tendency towards globalisation has been complemented by an 
increased turnover in international financial markets, which has soared during the 1990s. 
Even after the crises that have shaken the system, the financial markets have continued their 
expansion. The main reasons are: 
 
- Governments have reduced restrictions on capital flows and eased financial markets' 

regulations.  
- Barriers to trade in goods markets have been lowered.  
- Sectors that used to be strictly controlled, notably telecommunications, have undergone 

a liberalisation process and are being increasingly opened to international competition. 
- The expectation of high rates of return on investment in developing countries, together 

with macroeconomic stabilisation policies by their governments, have attracted foreign 
capitals. 

- Technological developments in the computer and telecommunications industries, and 
the spread of sophisticated infrastructures, have eliminated many barriers created by 
physical distance, allowing virtual closeness.  This has had important consequences as 
regards the behaviour of both firms and markets. 

 
In sum, liberalisation policies coupled with technological developments in information 
technologies are the main forces underlying the expansion and increasing integration of the 
international financial markets. However, the huge boost in turnover of capital markets has 
raised concerns about financial stability1.         
  

                                                 
1 The global financial turmoil of recent years has prompted a number of initiatives: the Group of Seven established the 
Financial Stability Forum; in June 1999, the BIS issued a proposal for a new capital adequacy framework to replace the 
Capital Accord of 1988; the European Commission has recently issued an Action Plan aimed at easing the integration of 
capital markets throughout the European Union (cf. chapters 3 and 4). 
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              Source: Data from WTO Annual Report 1998. 

World merchandise exports by region

0

500

1000

1500

2000

2500

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

Bi
lli

on
 d

ol
la

rs

North America

Latin America

Western Europe

Central and Eastern Europe/Baltic
States/CIS

Africa

Middle East

Asia

EU (15) 

EU (15)  of w hich extra-exports

World merchandise imports by region

0

500

1000

1500

2000

2500

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

Bi
lli

on
 d

ol
la

rs

North America

Latin America

Western Europe

Central and Eastern Europe/Baltic
States/CIS

Africa

Middle East

Asia

EU (15) 

EU (15)  of w hich extra-exports

World exports of commercial services by region

0

100000

200000

300000

400000

500000

600000

700000

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

M
ill

io
n 

do
lla

rs

North America

Latin America

Western Europe

Central and Eastern Europe/Baltic
States/CIS

Africa

Middle East

Asia

EU (15) 

World imports of commercial services by region

0

100000

200000

300000

400000

500000

600000

700000

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

M
ill

io
n 

do
lla

rs

North America

Latin America

Western Europe

Central and Eastern Europe/Baltic
States/CIS

Africa

Middle East

Asia

EU (15) 

Graph 1 

Graph 2 

Graph 3 

Graph 4 



 7

1.2. Main indicators 
 
1.2.1. Trade in goods and services 
 
Foreign trade has been growing faster than the world output in the past 50 years, and has 
done so by a significant margin (Graph 6). Since this tendency is expected to continue, so 
will the pace of globalisation leading countries to increasingly rely on international trade. 
Measured in terms of average annual percentage change, merchandise exports have been 
expanding at around 6.4%, compared with output growth of around 3.4% during this 
period. Developments in international trade during past decades have some distinctive 
features when compared to previous periods in history. Firstly, international trade today 
involves more countries than ever. According to the World Bank, in the period 1985-1997, 
the ratio of trade (defined as the sum of imports and exports) to GDP for developing 
countries has grown faster, from 36% to 49%, than for developed economies, where it has 
remained stable at around 41% (See Graph 5). Developing economies account today for 
almost 30% of world trade. Secondly, the share of services in world trade has been 
expanding at the expense of the share of manufactures. The ratio of trade in products over 
trade in services has been declining from 6.1 to 4.4 during the period 1980-1998. Trade in 
services represents today about 25% of world trade. In OECD countries, the share of trade 
in services went up at almost twice the rate of merchandise trade between 1980 and 1995. 
For developing countries, figures vary as these economies have been replacing developed 
countries in the production of manufactures. Finally, despite the wider reach of 
international trade in terms of the number of countries involved, figures differ significantly 
across regions. Asia’s share of world trade has experienced the fastest growth, and in 1998 
the region accounted for around 27% of world trade. In Graphs 1 to 4, it should be noticed 
that the figures would vary considerably if intra-EU trade were not included. For example, 
when not accounting for EU intra-imports, Asia takes the lead in merchandise imports with 
a corresponding value of  $1239 U.S. billion in 1998, and North America comes second 
with $1150 U.S. billion for the same year. During the past decades, regions with less trade 
orientation are the ones that have experienced the poorest output growth, a data that might 
suggest the benefits of international trade. 
                    
Graph 5 –Trade is growing much faster 
than national income in developing nations 

Graph 6 - Export and GDP growth: 1950-
1996 
 

Note: Trade is the sum of exports and imports of goods 
and services, as a percentage of GDP. 
Source: World Bank Development Report, 1999f.  
 

Source: WTO Annual Report 1998 
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Table 1 
Geographical breakdown of stocks of direct  

investment abroad in selected countries 
As a percentage of total 

 
Destination Country of origin 
 1985 1995 
 USA Japan EU15a EU15b USA Japan EU15a EU15b

USA ** 30.0 48.2 30.0 ** 41.9 44.7 22.2 
Japan 4.0 ** 1.9 1.2 5.5 ** 2.3 1.1 
EU15 37.2 9.6 ** 37.7 44.3 18.2 ** 50.4 
Canada and Mexico 22.6 3.6 6.1 3.8 13.4 2.4 4.0 2.0 
Other OECD 
countriesc 

12.4 7.8 17.3 10.8 10.5 6.5 16.9 8.4 

Emerging Asiad 6.5 22.7 4.9 3.1 8.0 16.2 7.5 3.7 
Other  non OECD 17.3 26.2 21.6 13.5 18.3 14.7 24.6 12.2 
 
Total, U.S. $ billion 230.3 92.5 237.3 385.8 717.6 463.6 549.7 1107 
Of which:   
Manufacturing 94.7 26.7 ** 189.6 257.6 128.9 ** 459.1 
Services 72.5 47.8 ** 149.6 374.9 303.8 ** 570.9 
 
Total, per cent of GDP 5.5 6.9 5.9 9.6 9.8 9.9 7.7 15.5 
 
a) Austria, Finland, France, Germany, Italy, Netherlands, Sweden, United Kingdom. Excluding intra-trade 
b) Austria, Finland, France, Germany, Italy, Netherlands, Sweden, United Kingdom. Including intra-trade 
c) Korea is included in the Emerging Asia area 
d) Includes: China; Chinese Taipei; Hong Kong; India; Indonesia; Korea; Malaysia; Singapore; and Thailand. 
 
Note: The stock of foreign direct investment understates the level of multinational activity, since it does not include 
operations financed by funds raised from outside the home country. 
 
Source: Trends in OECD countries’ international competitiveness: The influence of emerging market economies. OECD 
1998 
 
 
 
Graph 7 Graph 8 
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1.2.2. Foreign Direct Investment (FDI) 
 
Figures for FDI have more than doubled between 1991 and 1998. FDI flows typically 
involve long-term relationships and, apart from financing, involve transfers of technology, 
management skills and other resources. On the contrary, portfolio investment and bank 
lending are more often short-term oriented. Two important specific components of FDI 
derive from: (a) Mergers and acquisitions; (b) Multinational Corporations’ (MNCs) trend 
towards splitting up manufacturing among several countries. The purported benefits of FDI 
flows have led many countries over the past 15 years to a lowering of barriers to capital 
mobility, although some concerns remain regarding the loss of control over national firms.  
 
Most FDI has taken place between OECD countries. However, developing countries, 
notably Asia, have been gaining share of total flows. Between 1985 and 1995, total 
outflows from OECD countries amounted to U.S. $2¼ trillion.  
 
As regards historical data, Table 1 shows the detail by regions of aggregate stocks of 
foreign investments abroad. The highest share corresponds to US investments, with a total 
outstanding foreign direct investment of $700 billion in 1995, of which about 44% 
corresponded to the European Union, compared with only 5% to Japan.  
 
Japanese MNCs have shifted during the 1990s from investing in OECD countries 
towards investing in emerging market economies in Asia, first in newly industrialising 
economies (Taiwan, Singapore, Hong Kong and especially China), and more lately in 
the emerging markets of South-East Asia (Thailand, Malaysia).  
 

Box 1. The Multilateral Agreement on Investment (MAI ) 
 
After a three-year effort, negotiations for the Multilateral Agreement on Investment (MAI) collapsed in December 1998. 
The goal of the MAI was to provide a comprehensive multilateral framework for investment, which would encourage 
liberalisation of the rules governing FDI, and provide a high standard of protection for international investors with 
effective dispute settlement procedures. 
 
The breakdown of the MAI negotiations underlines the problems involved in reaching comprehensive agreements on 
international economic arrangements that affect a variety of groups, and that involve difficult trade-offs among social, 
political, growth, and environmental objectives. The comprehensiveness of definitions and conditions in the pact resulted 
in a large number of exceptions from the general rules proposed by the participants in the negotiations, including 
restrictions on foreign investments in agricultural industries, provision of subsidies, and coverage of authorities below the 
national level. There were objections from non-members to various constraints on the host government’s ability to impose 
performance requirements on international investors. Opponents also argued that the agreement would promote investor 
rights without requiring investor responsibilities. In addition to disagreements among governments, the MAI found strong 
opposition from some NGOs, in particular environmental and labour groups. 
 
Despite the difficulties raised in the MAI negotiations, there remains considerable support for international rules on 
investment.  
 
There is increased convergence of views on the need for the MAI to address environmental protection and labour issues, 
and there is broad support for including a strong commitment by governments not to lower environmental or labour 
standards in order to attract or retain an investment. 
 
Source:  Global Development Finance 1999 (World Bank) and OECD Annual Report 1998 
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Table 2 - Main features of international claims of BIS reporting banks1 

Stocks at  
end Dec. 1998 

Claims on outside area countries 1200.7
Claims on inside area countries 9630.6
   Claims on non-banks 2935.1
   Banks' borrowing for local onlending2 1132.3
   Interbank redepositing 5563.2
Unallocated 216.9
Gross international bank claims 11048.2
Net international bank claims3 5485

1 Changes in amounts outstanding including exchange rate valuation effects 
2 Estimates of international borrowing by reporting banks, either directly in domestic currency or in foreign 
currency, for the purpose of local lending in domestic currency 

3 Defined as total international claims of reporting banks minus interbank redepositing 
 
Source: BIS - International banking and financial market developments. June 1999. 
Graph  9 
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1.2.3. Financial Markets 
 
Net international bank lending has been growing apace since 1985 (Graph 9). The bulk of 
such lending has remained inside the BIS reporting banks area, which at the end of 
December 1998 accounted for 87% per cent of total outstanding claims. While bank lending 
to developing economies has been increasing on average for the past 15 years, the 
occurrence of crises has temporarily reversed this tendency in some regions. That was the 
case for Asia in 1997 and for Latin America and Eastern Europe in 1998. Furthermore, 
during the fourth quarter of 1998, it was the global stock of international bank claims that 
declined in response to concerns raised by the Russian crisis, the closing of a major Chinese 
investment corporation, the currency crisis in Brazil and debt restructuring in Asia. In the 
aggregate, the bulk of claims remain on interbank redepositing. 
 
The globalisation process (Graph 9) helps to put into perspective the composition of 
investment for the OECD economies as a whole by comparing it to the figures for trade. 
Notwithstanding the growth of international investment, it should be noticed that these 
figures correspond to real investment abroad and are thus entirely different from turnover in 
capital markets. In capital markets, the majority of turnover corresponds to transactions that 
do not end up in investment in physical capital. The most relevant growth in capital markets 
turnover has been the expansion of derivatives markets. Current figures for those markets 
are commented below.     
 
As regards derivatives markets, Table 3 shows the pre-eminence of over-the-counter (OTC) 
derivatives over exchange-traded products. By notional amounts the table refers to the open 
positions, and indicates the size of the market; the gross market value of outstanding 
positions measures the replacement costs of all outstanding positions had they been closed 
on the reporting dates. The data (Graph 11) indicate that interest rate contracts account for 
the largest share in derivatives markets (both at OTC and exchange-traded markets), when 
looking at daily average turnover. Foreign exchange contracts are the most traded products 
in OTC markets ($1.3 trillion). This is so because of the very short nature (less than one 
week on average) of currency positions, in comparison with the much longer maturity of 
interest rate products. U.S. commercial and investment banks are the leading players in the 
derivatives markets, accounting for about 40% of the market volume. 
 
Table 3 - Global OTC derivatives markets 
Amounts outstanding, in billions of US dollars. 

Graph 11 – Derivatives market turnover 
Daily averages, in billions of US dollars. 

 Notional 
amounts 

Gross market 
values

Foreign exchange contracts 18011 786
Interest rate contracts 50015 1675
Equity – linked contracts 1488 236
Commodity contracts 415 43
Other 10371 490
Grand total 80300 3230
Gross credit exposure  1329
Memorandum items  

Exchange traded 
contracts 

13549 0
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Graph 12  

 
Source: Central Bank Survey of Foreign Exchange and Derivatives Market Activity 1998 (BIS) 

 
 
 
 

Table 4. Foreign exchange market turnover1 
 

Daily averages in billions of US dollars 
 

 
Category Apr Apr April 1995 April 1998

Spot transactions2 350 400 520 600
Outright forwards and forex swaps2 240 420 670 900
Total “traditional” turnover 590 820 1190 1500
Memorandum item:  
Turnover at April 1998 exchange 
rates 

600 800 1030 1500

  
1. Adjusted for local and cross-border double counting.  
 2. Including estimates for gaps in reporting. 
Source: Central Bank Survey of Foreign Exchange and Derivatives Market Activity 1998 (BIS) 
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1.2.4. Exchange rates 
 
The evolution of exchange rates. Since the collapse of the Bretton Woods system in 1971, 
the major world currencies2 have been on a floating exchange rate regime, that is, the 
exchange rates are basically determined by market demand and supply, but under the 
monetary authorities’ control. For example, there were pressures from the United States for 
the yen to appreciate from 360 yens/dollar in 1971 to 80 yens/dollar in 1995. That year 
there was a shift in American exchange rate policy when the U.S. Treasury announced a 
“strong dollar.” The tendency was then for the yen to depreciate against the dollar. In recent 
months, the Bank of Japan has been intervening in the spot market, trying to limit the yen 
appreciation to around 120 yen to the dollar, close to today’s PPP (purchasing power parity) 
rate.  
 
With regards to the euro, there have been concerns recently about its external value. The 
fall in the value of the euro against other major currencies has been accompanied by a rise 
in the dollar and, when taken together, the two movements magnify the change that has 
occurred. The Maastricht Treaty established that the euro would take the market value of 
the ecu and the market settled the value at 1.1789 dollars. Then the market valuation has 
shifted and the euro has depreciated to an approximate parity with the dollar. There are 
economic reasons behind the depreciation of the euro: differences between the U.S. and 
euro economies in terms of economic growth expectations, and differences in interest rates 
(currently 5.5% in US and 3% in the euro area). Furthermore, exchange rates depend on 
expectations on the evolution of interest rates, which were until recently were in the U.S. 
and a fall in Europe. A future change in macroeconomic variables like inflation or 
economic growth, may induce a shift in expectations, and reverse this tendency of the 
exchange rates. A lower value of the euro increases the competitiveness of European 
exports and makes imports and investment abroad more expensive. In terms of the trade 
balance, a low euro contributes to raise the euro-zone current surplus and the U.S. current 
deficit. On the other hand, the high dollar has helped to keep U.S. inflation low in a period 
of economic growth with tight labour markets in America. As discussed in Chapter 3 of this 
report, there are many constraints on governments that try to influence exchange rates in 
open economies.  
 
Foreign exchange markets. The expansion of foreign exchange markets is a natural by-
product of the growing internationalisation of the economy with operations being 
increasingly conducted on a multicurrency basis. In terms of notional principal amounts, 
global turnover in traditional foreign exchange market segments (spot transactions, outright 
forwards and foreign exchange swaps) reached an estimated daily average of $1.5 trillion in 
April 1998. Out of the total of foreign exchange products, the share of short-term contracts 
went up to 88%, cross-border transactions accounted for 54% of the total operations and the 
dollar was the counterpart to 88% of foreign exchange transactions. The introduction of the 
euro on 1 January 1999 has considerably modified the configuration of markets and related 
trading strategies. The EU accounts for 16% of world GDP and 30% of world trade. 
Whether the euro will eventually match the importance of the dollar in international 
transactions will depend on the role it comes to play as a reserve, investment and anchor 
currency. 
                                                 
2 In a narrow sense, the major currencies are the U.S. dollar, the Japanese yen, the British pound, the Swiss franc, and, 
until the appearance of the euro, the French franc and the Deutsche mark. In a wider sense, other countries’ currencies 
should be included. 
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1.3.  Information technologies and the economy 
 
1.3.1. Information technologies and globalisation 
  
GDP values show that the structure of the economy is moving towards knowledge-based 
activities. The output and employment shares of agriculture, mining, and low-technology 
manufacturing industries have been declining for years and continue to do so. Technology-
intensive manufacturing industries maintain steady growth. At the same time, parts of the 
services sector –primarily finance, insurance and business services and community, social 
and personal services– continue to grow in importance, owing both to growing demand for 
these services and to slow productivity growth in some cases. The growing importance of 
services and information in the world economy has meant that an increasing proportion of 
economic value is weightless; that is, it can be transmitted over computer networks.  
 
The effects of technology on the economy and its globalisation are two highly inter-linked 
phenomena. Advances in information technologies (semiconductors, computers, software, 
telecommunications) reduce the costs of communication, leading to more global goods and 
capital markets. Globalisation, in turn, increases competition and contributes to the spread 
of technology (for example through Foreign Direct Investment) and to its further 
development. 
 
Information technologies are transforming the way companies operate, and also their 
internal structure. The facilities for information transmission have brought about more 
flexible organisational structures, with closer ties and coordination with both suppliers and 
customers. Earlier stages of technology innovation were about lowering transportation 
costs. Today’s innovations are about lowering communications costs.  
 
Communications have become cheaper and more efficient –less constrained by geography 
or time– and have done so at an impressive rate. Modern information  
 
  Box 2. Information technologies and the economy 

 
The knowledge-based economy. The structure of OECD economies will continue to change, and the role of 
information technologies, services, health, environment and business services will increase in importance Information 
and communication technologies will take on even more importance as they are further integrated into the work and 
home environments, becoming the core technology in the transition towards a knowledge-based economy. Certain 
sectors may experience rapid growth, albeit with differences in individual countries. This is most obviously the case 
for information- related goods and services, where many new technological advances are projected. Information and 
communication will remain a very dynamic part of the economy. 
 
Competitive pressures and productivity. Owing to continuing globalisation and deregulation, competitive pressures 
are likely to intensify in many parts of the economy and increasingly affect previously sheltered sectors such as 
energy, transport, communication, and distribution. This will create further pressures to adjust and could lead to 
transition problems in economies insufficiently able to change. The OECD report points out that there is considerable 
diversity between industries as well as across countries. These may be indicators of structural barriers, such as 
regulations that, inhibit productivity growth in some sectors through lowering competition. In the case of the 
American economy, it is estimated that in coming years almost half of the American workforce will be employed in 
industries that are either big producers or intensive users of IT. The “new economy” sectors are growing fast, but their 
productivity is shooting up too. Value added per worker in American IT producing industries grew at an annual 
average of 10,4% in the 1990s, far higher than in the rest of the economy. 

 
Source: OECD Annual Report 1998 and self-elaboration. 

 
technologies deal with encoding and diffusing knowledge. Some of the economic 
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consequences of such technological progress are well known and visible. For trade, it 
means a reduction of the need for physical contact between consumers and producers. 
Services that can be conducted through a screen or a phone become tradable: computer 
programming, secretarial services, education or medical attention. Companies can base 
different parts of their business in different countries, decentralising production of goods or 
services such as processing records or insurance claims. Other effects refer, for example, to 
new methods of production, new products or new forms of industrial organisation. Among 
the developments that are expected to occur in the near future, one of the most important in 
terms of its economic effects is the process of technological convergence among different 
sectors (Box 3). 
 
Although there is widespread agreement that technology is one of the determinants of 
productivity growth,3 the precise contribution and the measurement of its impact is not very 
clear, especially in the service sector. According to existing data, among the service sector, 
the most outstanding results are found in distribution services, telecommunications, and 
transportation. In manufacturing, it is high-technology industries that tend to have the 
highest productivity growth rates. In general, productivity growth in manufacturing has 
been higher than in services. Overall, the improvements in productivity have been slow for 
the aggregate of the economy in the last decades. 
 
Box 3.  Technological convergence, mergers, and strategic alliances 

According to many analysts, the path of 
technological development in 
telecommunications and information 
technologies, is leading towards a 
process of technological convergence 
that will bring together the sectors of 
telecommunications, the computers and 
information technology, and the 
information diffusion and multimedia 
industry. Firms in all those industries 
want to be well positioned for the 
upcoming events, and this has 
originated, starting a few years back, a 
process of strategic alliances and 
mergers among them. This process is 
expected to continue, giving rise to 
international and intersectorial mergers 
involving companies with very large 
market values. 

 
  
1.3.2. Internet, on-line activities and international trade 
 
Internet and the nature of business.  
 
Computers and especially the Internet will change the way companies deal with suppliers 
and customers. New management techniques will appear. Although the trend is hard to 
isolate statistically, evidence on the impact of information technologies, and more 
specifically the Internet, is accumulating fast. Internet is more versatile than telephone and 
fax, and is spreading faster due to lower costs and delivery times. Internet offers 
                                                 
3 Together with investment in physical capital, training and education level, infrastructure and openness to trade and 
investment and the degree of competition in the economy. 
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communications on an interactive basis with one or more people, unconstrained by time or 
space, in a multimedia environment with sound, image, text transmission and at relatively 
low and declining costs (time online has the cost of a local telephone call). The growth of 
electronic commerce is linked to development and diffusion of new information 
technologies and of telecommunications infrastructure4. 
 

According to Forrester Research surveys, 90% of top managers believe the Internet will 
transform or have a big impact on the global marketplace. It is forecasted that intercompany 
trade of goods will double every year over the next five years. The boost in Internet use will 
be in business-to-business transactions, while business to consumer figures will remain 
modest. Business to business spending in the economy is far larger than consumer 
spending, and businesses are more willing and able than consumers to use the Internet. 
 
Companies that conduct their business exclusively via Internet, will have the ability to 
reorganise entire industries. Their future is based on their ability to exploit the Internet’s 
most salient characteristics. Internet shifts power from sellers to buyers by reducing the cost 
of switching suppliers and freely distributing a huge amount of price and product 
information. Since sellers’ advices can be suspected of bias, there are business opportunities 
for a third party: an infomediary5 (Box 4). 
 
 
Box 4. Internet, infomediaires and the 
             supply chain 
 
  Infomediaries. The new channels allow new 
agents to appear. First, there are aggregators, 
which help buyers in fragmented markets select 
products by providing up-to-the minute price and 
product information and a single contact point for 
service. Next, there are on-line auctioneers, which 
offer reliable channels for sellers to dispose of 
perishable or surplus goods or services at the best 
possible prices, and for buyers to get bargain 
prices without taking a leap into the unknown. 
And lastly, there are exchanges, that create 
liquidity in otherwise fragmented markets, lower 
average stock levels by matching bid/ask offers 
and act as neutral third parties, enforcing market 
rules and settlement terms. All these agents have 
in common that consolidate buyers and sellers in 
markets that are fragmented either geographically 
or because of the absence of any dominant firms. 
They act as infomediaries, that is intermediaries 
who sell information about a market and create a 
platform on which buyers and sellers can do 
business. 

Internet Hosts World-wide 

 
Source: Internet Domain Source, January, 1999 

 

 Source: The Economist 

 

                                                 
4 Telecommunications now involve either fixed-line or radio-based networks that can be both used for electronic 
commerce. Fixed line networks encompass telephone networks supplied through cable or wire links, cable TV networks, 
wire-based networks established by transportation utilities, radio based networks include cellular telephony, fixed-point 
radio based networks, and satellite communication systems. In terms of infrastructure capacity requirements, the 
telephone and the Internet rely on relatively low capacity (narrow-band) networks, whereas television uses broadband 
cable networks. 
5 According to the terminology of The Economist. 
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Internet is significantly different from former communications systems in that it is based on 
open standards. Former information technologies investments in the 1990’s, particularly 
ERP, have been inward looking, concentrating on making each enterprise more efficient on 
isolation. With e-business, the benefits are not only from automating a company’s own 
internal processes but from its ability to spread the efficiency gains to the business systems 
of its suppliers and costumers. E-business is about business strategy and implies a degree of 
openness and transparency that is new to most business organisations. 
 
 
 
International trade and electronic commerce 
 
The development of commerce through the Internet (electronic commerce) is expected to 
have a significant impact on existing economic structures, and to stimulating the 
appearance of new markets.  
 
Electronic commerce facilitates not only business-to-business relations, but also sales by 
companies to consumers, and even transactions between consumers. In fact, the appearance 
and success of online auction Internet sites exemplifies this last point. 
 
Effects on trade and businesses of Internet and electronic commerce are: 
 
- Increased capability of transferring information. The scope of what is tradeable through 

Internet will be extended. 
- Improved internal organisational and management efficiency of firms. 
- Reduction in transactions costs for both suppliers and buyers. 
- Increased competition between suppliers and intensified relationships with some of 

their trading partners. 
- Closer contact with customers; in particular, faster adjustment to changes in demand. 
- Increased ability to customize products to each client’s needs. 
- Markets more transparent due to better informed parties. Consumers’ search costs 

significantly reduced. 
- Costless access to much larger markets by consumers from all countries. 
 
A number of reasons suggest that electronic commerce, and in particular the Internet, will 
boost international trade. Internet will extend the scope of what is tradeable to all goods and 
services that can be digitalised: medical, legal, architectural, travel, accounting, education 
and many other services (music, films, stocks and bonds, publishing, advertising). But the 
scope of electronic commerce will be much wider, because of the widespread information 
and the possibility of ordering many products over the net (and the continued reduction in 
transportation costs). 
 
Nevertheless, there are still many legal and regulatory challenges to be overcome, from 
consumer protection to the collection of taxes.  
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2. Innovation in the financial sector 
 
We begin by considering the banking industry, which in Europe is the main financial 
intermediary. In spite of this fact, there is a general tendency towards a decrease of the 
share of banking in the financial sector, in favour of other intermediaries such as mutual 
funds and pension funds.  
 
In section 2.2, we are concerned with the developments of financial markets. Financial 
markets include the money market, as well as the markets for stocks, bonds (government 
and corporate), foreign exchange and derivatives (futures and options). The importance of 
capital markets relative to the banking industry is higher in the United States than in 
Europe. In turn, financial markets are more developed in Europe than in Japan, which has a 
strong dependence on the banking industry. Capital markets tend to be narrower in 
developing economies because they require well-developed financial infrastructures6. 
 
2.1. Trends in the development of the banking industry  
 
Since the 1980s, the banking industry has been in a process of significant transformation 
that started in the United States, and moved later on to Europe, where the single market and 
the introduction of the Euro have contributed to accelerate the process of change.  The main 
forces behind this transformation of the banking industry are deregulation and innovation in 
information technologies. Both forces have brought about increased competition, not only 
among banks but also from other financial, and even non-financial, institutions. As a result 
of increased competition, the banking business has changed and, for example, while 
margins in lending operations have lowered, banks rely increasingly on income from fees 
services rather than interest rate spreads. Additionally, competition has, in some cases, 
encouraged banks towards taking higher risks (for example, by lending to developing 
countries) for which there might not be enough compensation. This issue, the higher risks7 

banks may be incurring in their operations, matters especially to regulation authorities, 
because of the safety net they intend to provide (which was recently applied widely to 
Japanese banks, for instance).  
 
On the other hand, the transformation of the banking industry has contributed to blurring 
the differences between retail, wholesale and investment banking. Yet, banks in America 
have tended towards specialisation, while in Europe it is the concept of universal banking 
(one bank for all) that prevails. The main characteristics of the banking sector in Europe, 
United States and Japan are summarised below. Box 5 includes examples of developments 
in information technology that have been behind the transformation of the banking industry 
by providing the means to unbundle risks, diversify assets internationally (though this 
practice is only in its infancy), or conducting financial transactions on a multi-currency, 
global level. 
 
 
 

                                                 
6 A discussion on the workings of financial intermediaries and financial markets can be found in Rogoff 
(1999). 
7 See Box 9 of this report on the revision of the 1988 Basle Accord on capital adequacy for banks.  
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Europe 
 
Continental Europe remains a highly bancarised economy with the most part of savings and 
investment in the economy being channelled through banks8. The restructuring of the 
banking industry has gained momentum after the introduction of the Euro and the single 
market. The number of mergers and acquisitions in the sector has grown, as the 
consolidation has intensified. Moreover, while up to recently concentration remained 
mainly domestic, cross-border operations have begun (for example, the Portuguese 
Champalinaud group and the Spanish banking group Banco Santander Central Hispano), 
and are expected to intensify in the near future, in spite of governments’ resilience in some 
cases.  
 
Between 1994 and 1997, the number of credit institutions in the EU has moved from 
10,080 to 9,109, a 10% decrease. Analysts still consider Europe overbanked, yet the 
consolidation of European banking may not go as far as economic considerations might 
suggest, because of the differences in languages, cultures and regulatory environments 
among EU countries. Today’s banking markets in Europe, especially retail banking, are not 
very homogeneous and, in fact, remain quite fragmented. 
 
In general terms, European banking continues to be highly regulated. Many banks are 
owned or participated by the state, or receive indirect support from it9. The emphasis on 
banking policy has been on stability rather than efficiency. State-owned institutions and 
mutual banks are especially significant in France and Germany. The situation in the 
peripheral countries such as Italy, Ireland, Portugal or Spain, is generally different, and 
retail banking tends to be a more profitable business. Because they have been more 
profitable, banks in these countries have generally stayed out of investment banking and 
emerging-market lending. 
 
The United States   
 
In the United States, the banking industry has changed considerably during the 1990s in a 
process of growing competition and specialisation. Restructuring and consolidation of the 
sector have occurred to a greater extent than in continental Europe, with the number of 
banks declining from 36,103 to 22,140 during the period 1980 to 1997.  
 
Increased competition has contributed to changing the composition of products in the 
industry. In this manner, as margins on corporate lending have been declining, banks have 
increased the share of their revenues coming from non-interest sources such as 
commissions on asset management, trading or securities underwriting. A second tendency 
in the industry is securitisation, that is, banks transform their loans to companies, credit 
cards or mortgages, into tradeable securities, instead of keeping them on their balance 
sheets.  Another     feature of     the   American    banking   industry    is    the     increasing  
   

                                                 
8 See White (1999), “The coming transformation of European Banking”. 
9 In Germany, for example, less than one third of deposits by value are held within the privately owned 
banking sector. 
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Box 5.  Information Technologies and the banking industry 
 
Information technologies are having a great impact in the reshaping of the banking industry, by leading to the 
development of new financial products and of new means of delivering them.  
 
With regards to the delivery of products, for instance, the last decades have seen the appearance of Automated Tellers 
Machines (ATMs) and telephone banking, and are now seeing the spread of Internet banking. These new channels for the 
delivery of products have the advantage for costumers of longer hours of service, but are also a more efficient, cheaper 
means of delivering the products. According to a study by Sybase, a transaction at a traditional “brick-and-mortar” office 
costs 1.07 euros, the same transaction costs 55 eurocents over the telephone, 27 eurocents at an ATMs, and 1 eurocent 
only through the Internet. Quite in accordance with these figures, many banks already report a majority of transactions 
being conducted electronically without personal contact between client and bank employee. This assertion is especially 
true with payments systems, and above all in Europe, with direct debit systems, than in the United States. Moreover, 
further effects from technology developments are envisaged. For example, with regards to means of payment, Barclays, a 
British bank, in a similar strategy to that carried out by American Express in the United States, announced in late 1999 
that the bank was considering handing out free smart card readers to their credit card holders, so that these cards could be 
used to pay for transactions over the Internet. It is expected that, in the near future, all PCs will come with a slot capable 
of accepting smart cards, which would contribute to the expansion of electronic money products such as Mondex or Visa 
Cash.  
 
Besides allowing transactions to be conducted more efficiently, technology allows banks to market their products more 
effectively. For example, banks build up sophisticated databases containing information about their consumers, and 
through data mining banks are then able to target their commercial efforts more precisely, knowing which range of 
products individual consumers might be interested in buying. Technology also affects the very products that banks sell. 
For example, technology allows banks to apply credit scoring techniques to consumer credits, mortgages or credit cards, 
automatising part of the process and contributing to “commoditise” these products. The “commoditisation” of products is 
also encouraged further by technology allowing the unbundling and re-bundling of products, and their separate delivery to 
the customer. Similarly, technology allows these same products –for example a loan to a company- to be traded in capital 
markets (securitisation) instead of remaining in the bank’s balance sheet.  
 
In Europe, technology developments have combined with the arrival of the Euro in influencing the transformation of the 
banking industry. In this manner, for instance, with the arrival of the Euro, there has been a concentration of the cash 
management business, which was previously spread among a range of banks in different European countries. In 1999 
Société Générale, a French bank, set up a joint venture (Hubsys) with PwC, an accounting and consultancy firm, to handle 
the bank’s cash management and payment processing and to sell similar services to other banks across the euro-zone. It is 
envisaged that the cash management market will be formed by a few institutions only, that will be able to handle the large 
volume necessary to achieve economies of scale that can pay for the necessary investments in technology.  
 
Finally, it should be noticed that while the rapid development of information technology has made some banking tasks 
more efficient and cheaper, technological investments are taking a larger share of bank’s resources. Currently, apart from 
personnel costs, technology is usually the biggest item in the budget of a bank, and the fastest growing one.  
 
Internet 
 
Internet is expected to have a strong impact on the banking business in the coming years. Although its market share is still 
very small (Table 5), Internet banking is expected to grow fast. Banks on the Internet can be classified into banks that are 
exclusively online (as for example the American E-LOAN, or in Europe, First-e, Egg, or Smile) or traditional banks for 
which Internet is an additional distribution channel (in Europe, Bankinter, Barclays or SEB).  
 
Although Internet banking originated in the United States, on-line banking in Europe does not lag behind. It is in the 
Scandinavian countries and Germany where Internet banking is more advanced (Table 5). More than a quarter of Merita 
Nordbanken, a Finnish-Swedish firm, clients use its online bank, and in Germany, the biggest four banks operate online. 
It should also be noticed that in France, the progress of Internet might have been slow, but there Minitel offers since the 
1980s some of the online banking services that are now provided by Internet.   
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Box 5.  Information Technologies and the banking industry (Cont.) 
 
 

With regards to the banking business, far from being only an additional distribution channel, Internet is expected to 
influence significantly the industry. For instance, Internet is shifting power from banks to their costumers, by allowing 
them to search out the best price for products. The range of choice is already quite complete, and somehow shocking: 
there are web sites consisting of a search engine for best products/prices, but also websites where the banks offer their 
own products only, and web sites where banks offer both their own products together with products from competing 
firms. That is, in terms of sales strategies, cross selling (or selling a bundle of products rather than a single product) is 
being substituted by “open finance”: banks selling not only their own products, but offering the best available products, 
whoever the provider is. If banks were to adopt this strategy, it could be expected that products like loans and mortgages 
would increasingly have the characteristics of commodity products, low-margin, high volume products. Another tendency 
is for banks to re-think cross-selling, by adapting it more to each costumer’s needs, that is, bundling products together but 
in a manner that satisfy the needs of individual consumers. With this strategy, it should be expected that banks would be 
offering services for which a long term relationship and trust are important.  
 
With the development of Internet banking, competition is expected to increase in the sector. Yet competition will not only 
originate within the banking industry, but also from other financial intermediaries such as insurance companies (for 
instance Prudential, a Britain’s biggest life insurer launched in 1998 a telephone and internet bank called Egg). Moreover, 
competition may come as well from non-financial firms, such as technology companies that control communications 
networks and the gateways to them. Such companies could set up themselves as brokers, directing consumers to the most 
suitable product for them. In this respect, Sony is moving into Internet banking after setting up a joint venture online 
brokerage firm. It should be noticed that even before the development of the Internet, non-financial companies had 
entered the financial business: car manufacturers (General Motors is a provider of credit), department stores or 
supermarkets (In Britain, supermarket chains as Tesco and Sainsburys take deposits). On the other hand, banks are in turn 
considering using the Internet to widen the scope of their businesses to include, for instance, shopping. For example, 
Banesto, a Spanish bank, provides electronic access to stores from the bank’s web site, trying to become an e-commerce 
portal. 
 

 
 
 
Table 5. 

Customers of electronic banking as of June 1999 
Country Number of customers Percent of total 
Austria 33,500 2.1 
Denmark 260,000 5.8 
Finland 610,000 17.4 
France 131,125 0.9 
Germany 780,000 4.2 
Italy 36,500 0.2 
Nederlands 130,000 3.6 
Norway 54,000 3.1 
Spain 277,059 1.1 
Sweden 705,000 6.9 
Switzerland 140,000 2.3 
EU total (excepting UK) 3,162,184 2.8 

Source: J.P.Morgan 
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disintermediation: companies go directly to a financial market to raise funds, instead of 
getting them from a financial intermediary like a bank.  
 
Instead of the prevalence of “one-bank-for-all”, as in Europe, U.S. banks are mostly 
specialised on investment banking, corporate finance, venture capital, or asset 
management. Even within the group of retail banking, there are banks that specialise on 
consumers, on small businesses or on credit cards.  
 
Deregulation has been one of the underlying forces in the transformation undergone by the 
United States’ banking industry in the past years. Yet the deepest restructuring in the 
financial sector may still have to take place. In 1999, there has been a profound shift in 
regulation with the removal of the enforced separation of commercial banking, investment 
banking and insurance. With the retracting of the Glass-Steagall Act (which dates back to 
the times of the Great Depression) major new affiliations in the financial industry are 
expected.  
 
Japan   

Japanese banks are still facing restructuring plans after a poor performance record that left 
them in a difficult financial situation. Yet the worst of the severe banking problems in late 
1997 and 1998 might be over, as almost all of the Japanese largest banks obtained profits 
in the first half of 1999. However, these results are partially due to implicit and explicit 
support from their government. The biggest banks received public funds of around 7.45 
trillion yens during 1999, a sum equivalent to half their equity. Also contributing to results 
are the cheap costs of obtaining funds: the “zero interest rate policy” implemented by the 
Bank of Japan in 1999. Additional factors that might have contributed to improvement of 
results are better management of bad loans and tighter cost controls. Yet Japanese banks 
require further restructuring if they are to become globally competitive again.  
 
During 1999, the Financial Supervisory Authority took over the Finance Ministry in the 
regulation of Japanese banks. The FSA injected funds in the banking industry that were 
intended to clearing out bad debts, and also help in the restructuring process involving a 
reduction in costs as well as the closing of some banks.10  
 
Concerning the technological challenge, Japanese banks have been under-investing in 
technology for several years, as considerable amounts of funds had to be applied to 
write down bad debts. 
 
 
 
 
 
 
 
 
 

                                                 
10  The restructuring plans estimate a cut of 20,000 jobs by 2003. 
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2.2. Trends in the development of financial markets 
 
The increase in demand for financial services and the appearance of new products 
(especially derivatives) have contributed to drive up the stock of financial assets (shares, 
bonds, banks and deposits), which have been increasing more than twice as fast as the GDP 
in developed economies, from US$12 trillion in 1980 to almost US$80 trillion in 199911. 
Market turnover for the group of equity, debt, derivatives and foreign exchange markets has 
grown even faster (see data in Chapter 1).  
 
The growth of capital markets has been accompanied by a tendency towards globalisation, 
which offers both new benefits and new problems. On the one hand, globalisation of capital 
markets allows better possibilities for resource allocation. On the other hand, global capital 
markets raise concerns because of the volume of funds involved in their workings and the 
speed at which capital can be withdrawn from an economy.  
 
The main forces behind the transformation of capital markets into more global and 
competitive markets, have been technology innovations and deregulation. These forces have 
not acted separately but interacted in determining the directions of change. For example, 
deregulation of capital markets on the part of domestic authorities owed primarily to the 
willingness of raising market efficiency. Technology also had an influence by allowing 
existing regulations to be circumvented in various ways, for example by easing the conduct 
of unauthorised transactions offshore. Such deals would in turn raise pressures for 
deregulation to a “level playing field”, and in the end result in increased competition.  
 
The combination of trends towards deregulation, increased competition and technological 
innovation, has in principle rendered markets more efficient, making it easier to buy and 
sell risks. Technology has been a key factor, for example in the development of the screen-
based systems that have been gaining share of market at the expense of outcry floors. 
Moreover, recent events, as Internet trading summarised below, point at how the physical 
location becomes less relevant as communications allow to simultaneously access different 
markets from a computer.  
 
With the increase in competition, exchanges have looked for alliances and mergers. For 
example, in the derivatives markets, the Chicago Board of Trade allied with Eurex 
(Europe’s largest derivatives exchange) and, in response, the Chicago Mercantile Exchange 
and LIFFE announced a partnership including the cross trading of their exchange products. 
In the equities markets, the London Stock Exchange (LSE) and the Deutsche Börse also 
announced a link-up. 
 
In reaction to competitive pressures, some exchanges (LSE, New York Stock Exchange and 
NASDAQ) are planning to shift their structure, from mutual institutions to shareholder 
owned companies, seeking a more efficient decision making procedure. There have also 
been major developments in the clearing sector.12  

                                                 
11 BIS (1999a) and The Economist, October 23rd 1999.  
12 In the area of clearing, Euroclear published in May 1999 a plan for the creation of a pan-European clearing and 
settlement system that would be based on a hub-and-spoke model involving Euroclear at the centre and national 
depositories at the rim. Shortly after this announcement, Cedel and Deutsche Börse Clearing announced a merger of their 
clearing, settlement and custody operations. Once the new entity was legally established, the European Clearing House 
would be joined by SBF/SICOVAM. Other national and international depositories were invited to participate, either 
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These movements summarised above have been partly a reaction to the threat of 
disintermediation that exchanges are facing, and that have their origin in technology 
developments, such as Internet trading. For example, on July 29 1999, 19 of the world’s 
largest institutional investors formed E-Crossnet, a “crossing-network”, whereby clients in 
the network will deal directly with each other–skipping brokers at an exchange. Other 
examples of electronic communication networks (ECNs) are Island, Archipelago, or Posit.   
 
Internet has facilitated access to information on financial markets through free access to 
online information services. Brokers who used to sell integrated services (perform the trade 
plus advise the client on what to sell/buy) now have to compete with on-line brokers who 
simply conduct the trade, but provide no advice or information. In summary, Internet has 
changed the securities trading business, enhancing competition on the basis of price rather 
than on the quality of service. 
 
Up to now, the volume of electronic trading remains low, and traditional exchanges retain 
as a competitive advantage their higher trading volumes that make them more liquid. Yet 
ECNs have recently applied, and been granted, to be regulated as Exchanges.  
 
Internet and ECNs are simply the latest developments contributing to information being 
transmitted faster and traders and investors responding almost instantaneously to news 
internationally. This makes today’s capital markets highly interlinked. Because of this, and 
because of the decreasing differences among the various capital markets and among 
financial intermediaries, the possibility of re-regulation or the imposition of protectionist 
measures might be complex, sometimes even not feasible, as it would have to acknowledge 
international competition. Even regulation aimed at reducing tax evasion might face some 
difficulties of the sort.13  
 
2.3. Effects of technology on the stability of financial markets  
 
Advances in technology have enabled the development of a wide range of financial 
products that have rendered markets more efficient. When considering international 
operations, the composition of international flows has been widening in the past years from 
the more traditional foreign direct investment and bank lending towards increasing the 
share of flows in securities transactions. The broader range of products for international 
investors translates into more opportunities for borrowers and lenders to match their desired 
pattern of risk and return. Not only has the range of products available at the international 
level broadened, but also the players in these markets have extended from banks to include 
insurance companies, pension funds and hedge funds –or institutional investors-, among 
other financial institutions. 
  
However, as financial markets become more sophisticated, it may result more difficult for 
investors and regulators to evaluate the risks incurred by the agents. This is particularly 
important, because advances in technology allow instantaneous communications by which 

                                                                                                                                               
through electronic links or by merger. Source: BIS, International Banking and Financial Market Developments, August 
1999 
13 In November 1999 Europe’s finance ministers failed to agree on a European Union-wide withholding tax aimed at 
reducing tax evasion, but which raised British fears of a major upset to the international bond market based in the City of 
London  (a tax on international investors drove the international bond market from New York to London in the 1960s). 
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large amounts of money can be moved from one country to another in a very short time. 
Complex new products, such as derivatives, allow even investing in markets without the 
need to move the money there. With the globalisation process, international markets have 
become more inter-linked and more complex, and national boundaries are no longer clear 
barriers.  
 
Moreover, the globalisation of markets that we are witnessing is more complex than the 
globalisation of the economy that occurred at the beginning of the century. The current 
globalisation process is characterised by financial flows, more intangible and very liquid. 
In addition to that, many more countries are now participating in the global exchange, gross 
capital flows are larger than were are at the beginning of the century and market reactions 
are much swifter than they were before.  
 
 
New products, risks and management techniques 
 
Derivatives are among the new products that have more significantly contributed to the 
transformation of the financial markets in the past years. Financial derivatives can be 
classified into two broad categories: forwards and options. By a forward contract, one party 
agrees to buy something from another party at a specified future date for a specified price. 
By an option contract, one party agrees to provide the right, but not the obligation, to 
another, to buy or sell something in the future at a specified price. Combination of forwards 
contracts (like swaps), option contracts (like straddles), or both, abound.  
 
Table 3 in chapter 1 details the figures of turnover for derivatives markets. As can be seen 
in that table and in Graph 11, derivatives are traded in two types of markets. The first type 
are the institutional exchanges. At exchanges, derivatives contracts are standardised –
instead of a specific contract to suit individual needs, investors buy and sell the same 
contract, so as to make it more liquid. Since the contract is with the exchange-clearing 
house, derivatives traded on exchanges involve no credit risk (the risk that the counterpart 
does not honour the contract). When they are traded on exchanges, forwards contracts are 
called futures. The second type of market for derivatives is the over-the-counter (OTC) 
market, where investors trade directly with one another. In the case of OTC markets credit 
risk remains high. Among the main derivatives markets (by volume of derivatives traded) 
are Eurex, CBOT, CBOE, CME, AMEX and LIFFE. 
 
Financial derivatives are attractive for two features: they facilitate the implementation of 
leveraged strategies, and are a specially suited instrument for unbundling risks. With 
regards to the unbundling of risks, banks can use derivatives to manage mismatches in 
interest rates between fixed rate assets and floating rate liabilities. Similarly, a firm wanting 
to raise capital may find it cheaper to issue debt in dollars and then use a currency swap to 
translate dollars into its domestic currency. A firm can use derivatives to insure against 
price movements in commodity imports, for instance. In summary, investors can use 
derivatives to hedge against risks by shifting them to investors willing to take these risks.  
 
Thus, derivatives contribute greatly to enhance the efficiency of the market through the 
production of a range of products and prices that widen considerably the investors’ choices 
in a manner that enhances the differentiation of risks and allows its more efficient 
allocation to the preferences of consumers. The spread of financial derivatives has been 
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made possible by advances in technology as well as developments in theoretical finance 
related to the pricing of risk. Despite the above explained benefits of derivatives products, 
the spectacular growth of their markets and their leveraged condition have sometimes 
generated concerns about the risk they entail14. As confirmation of the concerns for the 
stability of financial markets, analysts mention that systemic risk for the markets as a whole 
may have increased. Several elements explain this effect. It has been mentioned that 
advances in technology and the appearance of new products have transformed considerably 
they way financial institutions work and invest. In the area of risk management, technology 
developments have made it easier to keep track of the overall value of positions of an 
investor. Some years ago, calculating the overall risk for an institution in one location only, 
would take more than a few hours; nowadays, the technology allows a financial institution 
to compute almost instantaneously the value of its positions around the world. Similarly, 
technology and portfolio theory have had an impact on risk management by providing the 
means for an institution to diversify risk. The problems for market stability appear when 
these advances are implemented by institutions without accounting sufficiently for some of 
the techniques’ flaws. Recent research, as well as market evidence, suggests that these 
techniques tend to underestimate the level of risks of an investor by not accounting 
sufficiently for recurrent episodes of financial turmoil. For example, using highly leveraged 
instruments will cause losses to rise sharply when markets move in an unfavourable 
direction; in this case, the risk management models used by financial institutions would 
advise the trader to sell risky positions in other markets in order to protect the capital. When 
markets are stable, a management practice like this one would work fairly well. But it has 
been observed that, at a time of financial distress, markets suddenly become more inter-
linked and diversification becomes less useful than it was expected. Moreover, when risk 
management models suggest cutting positions at a time where markets are in turmoil, and 
traders are forced to sell in one market, they find that their own operations tend to drive 
markets against them, forcing them to sell even more, and spreading the vicious circle 
across markets. Some hedge funds are among well-known investors that were using risk 
management techniques based on some assumptions on correlation of risks that have 
proved not quite right.    
 
The concerns on the stability of financial markets have somehow abated in the past three or 
four years, as regulators have grown better acquainted with the workings of derivatives 
markets. However, important issues regarding the regulation of the financial system still 
remain high on the agenda of international regulators. See the discussion in Chapter 3.  
  
 
 
 
 

                                                 
14 In these sense, Figures in chapter 1 should be read noting that notional values are not meaningful 
measures of the risks associated with derivatives, as risk should be measured on an overall portfolio basis, 
taking into account both derivatives and cash market positions and the offsets between them 
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3.  Exchange rates and international capital flows 
 
 
3.1 Recent financial crises 
 
Following a period of increasing international integration of both goods and financial 
markets, several crises have successively shaken the international financial system, and 
their consequences are still very visible today, and will continue to be so for years to come. 
 
The first signal of the crises were the speculative attacks launched in 1992-93 against 
several European currencies that were integrated in the Exchange Rate Mechanism. This 
had as a consequence a depreciation of the currencies of several European countries 
(including Sweden, that was not a member of the EU), and the modification of the bands 
that limited the movement of the exchange rates of the countries that adhered to the ERM. 
 
In 1994 occurred the Mexican currency crisis, which resulted in a big drop of the Mexican 
peso, whose consequences were felt all over Latin America. In 1997, the depreciation of 
Thailand’s currency gave rise to the Asian crisis, the worst financial crisis for many years. 
More recent events include the depreciation of the Russian ruble in August 1998. 
 
One of the most remarkable characteristics of all the above-mentioned crises, is the rapidity 
of the contagion from the original point to other economies. There are several causes for 
this contagion; for instance, in many cases it affected trading partners, or countries with 
similar characteristics as the original one. And, as we discuss in more detail below, the 
“herd behaviour” typical of financial markets aggravated the contagion. But the most 
important factor explaining the rapidity with which the contagion took place, is 
undoubtedly the influence of the Information Technologies. 
 
All those events affected, and were influenced by, the Exchange Rates of the corresponding 
currencies. To be able to discuss the influence of the Exchange Rate regimes adopted by the 
different countries, we will first comment briefly on the international capital flows of recent 
years. 
 
 
3.2 International capital flows 
 
We have seen in previous chapters the important surge of international capital movements 
in recent years. We saw how this phenomenon is attributable to the conjunction of several 
factors, notably the increased liberalisation and elimination of restrictions to trade that has 
taken place all over the world, and the advances in computer and telecommunications 
technologies.  
 
The spread of information technologies has reduced by discrete orders of magnitude the 
transaction costs of many financial operations, and at the same time has allowed 
information to be more widely and instantly available. The effect of these factors on both 
domestic and international financial markets has been extremely important. The operation 
of financial markets is essentially based on information. The influence of the new IT has 
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resulted in major competitiveness and quantifiable gains in efficiency in the most developed 
domestic and international financial markets. 
 
According to first principles, the function of the financial markets is the allocation of 
savings to its most productive uses. Authors that have studied the development of the 
modern industrial society, notably Chandler, have emphasised the important role played by 
the financial markets in allowing private savings to be used towards productive 
investments. The elimination of barriers to international capital mobility should, from this 
perspective, be beneficial both to investors in developed economies, and to emerging 
market economies. For emerging economies whose economic activity is concentrated on a 
relatively small range of markets, the opening up of international capital markets should 
allow them to engage in less conservative productive activities (that is, to undertake 
projects with higher risk, but higher expected return), which should positively influence 
their long-run growth, and therefore the welfare of their citizens. 
 
Whether or not these theoretical effects translate into actual happenings, depends much on 
the behaviour of the financial system. Financial markets are, in some respects, essentially 
different from other goods or services markets, and experience has shown that their 
efficiency depends much on a good regulatory and supervisory system. Even though the 
benefits from the increasing liberalisation of international markets seem so large (and more 
so for emerging economies), these benefits might never be reaped if the international 
financial system proves to be unstable and susceptible to speculative attacks and deep 
crises. The challenge that international institutions face at this moment is how to overcome 
these difficulties. We will discuss this in more detail in the next chapter. For the remainder 
of the present chapter, we will accept the extended consensus that the most sensible 
solution to this puzzle consists of maintaining the tendency towards market openness but at 
the same time strengthening the international and domestic financial systems. 
    Box 6.   Liberalisation of financial markets 

 
The process of liberalisation of financial markets that took place during the 1970s and 1980s, has benefited many 
economies, allowing greater efficiency in the allocation of resources to investment, but has shown that the risk of 
financial crises can be increased, if precautionary measures are not adopted.  
 
The scope of liberalisation                                     - Lifting credit controls. 
covers the following issues:                                   - Deregulating interest rates. 

                                                                  - Lowering barriers to entry into the banking industry and  other  
                                                                    financial institutions, and diminishing intervention. 
                                                                  - Privatising banks and other financial institutions. 
                                                                  - Opening capital accounts. 

Pre-requisites to liberalising  
the financial markets are:                                       - Liberalising trade. 

                                                                  - Fiscal discipline. 
                                                                  - Satisfactory regulation and supervision. 

 
Still, sound economic policies have not been sufficient. In most countries affected by crises, the financial system was 
weak, badly supervised and inadequately regulated. In other cases, some countries were hurt by contagion despite 
having their economies in good shape. The international mechanisms for resolving the crises were found wanting: the 
IMF lacked the resources, mandate and expertise to deal with a global capital-market problem.  
 
Liberalisation is a broader process than just abolishing capital controls, and deregulation must be adapted to the 
financial system of each particular country and accompanied by a consistent economic policy and structural reforms. 
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3.3 Some economics of financial markets 
 
Traditionally, financial markets have been under strict regulation and supervision by 
governments. The main economic reason is that financial markets are very sensitive to 
information problems. Uncertainty is inherent to those markets by their very nature, and 
when information asymmetries are added, the result is the tendency towards volatility. 
Market participants infer information from the actions of others, and the result is “herd 
behaviour” that at best amplifies the influence of small events or even rumours, and at 
worst can end up in bank runs or panics. 
 
To overcome these problems, domestic governments have set up two kinds of measures: on 
the one hand market rules and supervision mechanisms, and on the other hand deposit 
guarantees. 
 
Basically, the rules and supervision mechanisms are intended to ensure fair play, that is, to 
mitigate the perverse effects of uncertainty and asymmetric information. Therefore, its main 
objectives are to help the spread and reliability of information, and to avoid abuses of all 
sorts. Information Technologies allow not only the (almost) instantaneous access to 
information to a wide audience, but also the ability to process this information.  
 
In this sense, information technologies can be a big help in enhancing the competitiveness 
of the financial markets. The problem is that the reliability of the information must be 
assured, otherwise the perverse effects of asymmetric information and “herd behaviour” 
may dominate, and the overall effect of the IT may end up being negative. With this aim, 
new regulatory and supervisory measures must be devised. 
 
In the case of the banking industry, regulation and supervision are not sufficient to prevent 
bank runs, since at any given moment the total amount of credit given exceeds the deposits 
received. Therefore, governments have set up some form of deposit guarantees, that allow 
(some) depositors to recover all or part of their savings. Deposit guarantees have, 
nevertheless, their drawbacks: they may create incentives both for institutions and 
depositors to take less preventive action than would be optimal, that is, they generate a 
moral hazard problem. Economists (e.g., Milgrom and Roberts, 1992) have attributed the 
huge Savings and Loans crisis of the USA in the 1980s to this factor. 
 
International financial crises involving the sudden withdrawal of capital from emerging 
economies, have much in common with bank runs. Therefore, the experience from 
domestic financial regulation should help in designing a more stable international financial 
framework. When considering the possible actions of institutions like the IMF in the case of 
an international payments crisis, both economists and policy-makers must be wary of the 
possible consequences of the policies adopted in terms of the moral hazard incentives. We 
will come back to this problem in the next chapter, when we discuss policy options. 
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3.4 Exchange rates and financial crises 
 
The current architecture of the global financial system has been inherited from the floating 
exchange rate regime that followed the collapse of the Bretton Woods system. Since then, 
financial markets have changed dramatically and so have arrangements governing global 
finance.  
 
Nowadays, the most important currencies are mainly subject to a floating Exchange Rate 
regime. In principle, this leaves more room for economic policy to be decided by national 
authorities.  In the face of open international financial markets, the flexibility of Exchange 
Rates goes parallel with the degree of independence of monetary policy. Countries are 
better armed to mitigate the effect of external shocks under an exchange rate flexibility 
regime.  
 
Nevertheless, many emerging economies have chosen a regime of some rigidity for their 
exchange rates; in some cases, the rigidity is extreme. We should point out that the choice 
is not only about the degree of flexibility, but that there are other types of institutional 
arrangements. One such arrangement, actually, is the way European countries under the 
EMU operate. Currency Boards constitute a very important form of institutional 
arrangement, characterised generally by a very rigid Exchange Rate regime, and intended to 
yield credibility to a policy of monetary stability. 
 
Why would emerging economies subject themselves to an exchange rate regime that limits 
their capacity of reacting to a financial crisis? The problem is that, if the governments of 
those countries want to attract investments, they should render credible the commitment 
that those investments made will not be endangered because of changes in the future 
monetary or fiscal policies. A regime of fixed or semi-fixed exchange rates is one way 
(within the framework of macroeconomic policies intended to provide stability) adopted by 
emerging countries to gain this credibility. A Currency Board, by which currency is only 
issued as long as foreign assets back it, is a more extreme form of commitment. Another 
common mechanism adopted is pegging the currency to the dollar. 
 
With open markets and rigid exchange rates, governments cannot use monetary policy to 
fight shocks and ensure macroeconomic stability; therefore, there should be instruments at 
the international level that serve this purpose. The setting up of such instruments is one of 
the challenges that nowadays face the international institutions. If this represents a problem 
for the European Monetary Union, it is much more complicated at the international level. 
 
In industrialised economies, the extended opinion is that monetary policy such not respond 
automatically to changes in the exchange rate but focus on domestic price stability, unless it 
were temporarily applied to ease market turmoil or exchange rate movements could have an 
impact on future inflationary pressures.  
 
In the context of highly integrated markets, for economies with floating exchange rates that 
set explicit inflation targets, the exchange rate may act on the effects of monetary policy in 
different manners. For example, the more open an economy is, a policy that raises interest 
rates will have more effect on inflation. That has influenced most authorities towards using 
a shorter-time and narrower inflation target.  
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During the last years there has been a debate about the difficulties of conducting monetary 
policies in a scenario of low inflation and volatile financial markets. There is not much 
experience of monetary policy in such a context, as there have not been virtually any 
episodes of declining prices since the end of WWII.  
 
With regards to developing economies, the recent crises have raised concerns on the effects 
of capital flows on exchange rates, especially on those linked to major currencies. For 
example, before the 1997 crisis, most Asian currencies were linked to the dollar, and 
therefore, when the US dollar appreciated against the yen, those currencies appreciated as 
well. This caused a loss in competitiveness that exerted pressure on the exchange rate and 
finally led some governments to detach their currency from the dollar (though the Chinese 
yuan and the Hong Kong dollar maintained the link, and Malaysia pegged its currency to 
the dollar in September 1998 while introducing strict controls on capital movements that 
have been partly relaxed this year). In August 1998, there was the debt crisis in Russia and 
its spread to Mexico with the consequent depreciation of the peso, and in January 1999, 
speculative pressures also forced the devaluation of the real in Brazil. As a result, emerging 
market currencies remain vulnerable and activity in these markets is still subdued.  
 
The case of Asian economies illustrates the difficulties posed by fixed but adjustable 
exchange rate regimes. During the 1990s, and to take advantage of international interest 
rates spreads, market participants obtained financing in foreign currency loans (many times 
short-term) and invested heavily in domestic emerging economies assuming that exchange 
rates would remain fixed. When the direction of flows shifted, as a result of changes in the 
perception of risks for those economies, the lending rates to those countries boosted and 
this exerted pressure on the exchange rate.  
 
The difficulties in maintaining fixed but adjustable exchange rate regimes are not new to 
economic history. However, modern technology-driven financial markets, may just have 
contributed to strengthen them. Small open economies with no restrictions on capitals 
movements, that maintain exchange rates pegged to a main currency, are especially 
susceptible to speculative attack. Because their markets are less liquid, their stability may 
be threatened if confronted with large capital outflows. Moreover, highly leveraged funds 
know that their performance may influence the market, raising the chances for herd 
behaviour.  
 
In this sense, and tough at a general level movements in exchange rates are generally 
determined by current and prospective business cycle developments, there is evidence on 
other than cyclical factors influencing exchange rates fluctuations. 
 
Despite recent crises have shown that the global financial system has flaws, it is necessary 
to point that instability appeared because of macroeconomic and structural problems. In 
Asian countries, bank lending was often directed according to political- or personal-
relationship considerations, and implicit government support for some banks contributed to 
the distortion of markets while less than transparent markets also hindered the appraisal of 
risks.  
 
To sum up, we should say that an exchange rate regime is not good or bad per se, but 
should be evaluated taking into account the structural characteristics of the economy, and 
within the framework of the whole macroeconomic policy carried out by the country.   
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The limited scope of monetary policies under a regime of rigidity of exchange rates, renders 
credibility to policies of maintaining low inflation and macroeconomic stability, and 
requires authorities to exercise a strict fiscal discipline. On the other hand, most of the 
financial crises we have been discussing occurred under a regime of semi-fixed exchange 
rates. This hindered the ability of the countries to make adjustments, and therefore 
worsened the effects of the crises on them. 
 
Exchange rate flexibility places more instruments at the disposal of the authorities. This 
allows them to deal better with, for instance, country-specific shocks. Additionally, the 
risks of borrowing in foreign currencies are more explicit under this regime, so economic 
agents are more likely to take the necessary precautions. 
 
Finally, it should be pointed out that many aspects of the behaviour of exchange rates that 
are still controversial by the current economic theory. Some authors (Meese and Rogoff , 
1983, and Rogoff, 1999b), have pointed out that the current monetary models are no better 
predictors of the exchange rate behaviour than a simple random walk. Some references and 
discussion of this can be found in the November 1999 issue of The Economic Journal. 
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4. Impact analysis. Policy options 
 
4.1. General effects of IT developments on trade and capital flows 
 
Developments in Information Technologies have been one of the major underlying forces 
that have contributed to the reshaping of international trade and international capital flows 
over the last decades. Among the other forces that have been influential, we must single out 
the importance of liberalisation and the elimination of barriers to trade. The work of the 
WTO after the Uruguay Round has provided the necessary basis for reducing barriers to 
trade. While progress has been significant in lowering traditional barriers, such as tariffs or 
import quotas, further work is still required in the areas of anti-dumping and competition 
policies. The composition of international trade has evolved towards a growing importance 
of the service sector over manufactured goods. Lower transportation costs have undoubtely 
contributed to enhance the volume of international trade in goods, while IT and 
comunications developments and lowering costs have boosted trade in services. In addition, 
technological developments have contributed to lower the physical weight of traded 
products. 
 
International capital flows have soared owing to deregulation of financial markets during 
the 1970s and 1980s, combined with technological progress in IT. Deregulation of financial 
markets led banks and financial institutions to innovate and develop new products, such as 
junk bonds or increasingly sophisticated derivatives contracts, and technological advances 
and theory contributions in the are of risk pricing provided the means to undbundle risk into 
a variety of increasingly complex securities, causing turnover in financial markets to rise 
sharply. 
 
Since pressures towards further deregulations and technology developments are likely to 
intensify further, the widening gap between trade and currency transactions can be expected 
to grow. The intangible nature of financial transactions and the speed at which they can be 
conducted makes financial markets more suitable to increase its turnover than other 
markets. Demand for financial products has soared as IT improvements have made new 
kinds of financial transactions possible and cost-efficient.  
 
To sum up, all signs seem to indicate that the tendency towards a progressive liberalisation 
and global integration of  goods and financial markets will continue in the foreseeable 
future. Both the development of new and more powerful IT technologies, and the 
determination of the most influential governments involved, point in this direction. 
 
To reap the efficiency gains of more open economies in an increasingly globalised 
environment, economic policies intended to regulate trade and capital flows, must be based 
on international agreements that take into account the new framework of international 
competition.  
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4.2  Policy options regarding the international financial architecture 
 
The two basic issues that must be tackled are:15  

• The excess volatility that affects individual countries, mainly emerging markets. 
• The high degree of contagion present in the system, through which the excess 

volatility is propagated. 
 
The main problem when financial markets have begun to integrate at an international level, 
is that the regulators and supervisory institutions have continued to be, to a great extent, the 
national governments. The non-existence of an “international government” with full 
legislative and executive power, is a constraint that cannot be ignored when thinking about 
the architecture of international financial markets.  
 
The disparities among different national legislations and traditions, have created apparently 
paradoxical facts. For example, it has proved extremely difficult to merge institutions like 
the main European stock exchanges, but at the same time many operators residing in the 
different countries are increasingly accessing directly the other countries’ markets. That is, 
in many respects international financial integration is taking place more through economic 
agents participating in the different markets, rather than by sophisticated institutional 
arrangements. 
 
Ideally, the regulation and supervision of international financial markets should follow 
closely the patterns existing for domestic markets. But the parallels break at decisive points. 
For instance, international regulations should not contradict national rules that sometimes 
differ widely in certain particulars. Additionally, there are different bodies with overlapping 
efforts towards designing a new set of rules for the international markets. 
 
In spite of all those problems, there is wide agreement on certain lines: 
 

1. Increase the transparency and accountability at both the national and international 
levels.  

2. Harmonise and strengthen financial regulation and supervision in all countries. 
Disseminate the use of internationally accepted standards. 

3. Involve the private sector in the prevention and resolution of financial crises. 
4. Improve the crisis resolution mechanisms at the international level.  
5. Continue with the movement towards international financial integration, in an 

orderly fashion. 

                                                 
15 Fischer (1999). 
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Box 7. International Financial Architecture  
 
In response to the financial crises that began in Asia and then spread to other regions, Finance Ministers and Central 
Banks Governors from a number of significant economies examined in April 1998, at a meeting in Washington, issues 
related to the stability of the international financial system. Three key areas were identified: enhancing transparanency and 
accountability; strenghtening domestic financial systems; and managing international financial crises.  
 
Three working groups were formed comprising representatives from finance ministries and central banks of industrialised 
and emerging market economies; international organisations were invited to participate in the discussions; and 
contributions and views from other international groups, countries not represented in the working groups, and private 
sector representatives were sought. 
  
The Working Group on Transparency and Accountability discussed the contributions that transparency and 
accountability can make to improvements in economic performance, and recommended that priority be given to 
compliance with and enforcement of high-quality accounting standards.  
 
There was recognition of the need to improve data on foreign exchange reserves, external debt and finacial sector 
soundness. Additionally, the working group recomended that consideration be given to appropiate data on international 
exposures of investment banks, hedge funds and other institutional investors. 
 
Members recommended that the IMF prepare a Transparency Report summarising the extent to which an economy meets 
internationally recognised disclosure standards. 
 
The Working Group on Strengthening Financial Systems discussed principles and policies intended to foster the 
development of a stable, efficient financial system. Some key areas that require improvement were identified: corporate 
governance, risk management and safety net arrangements. 
 
Members emphasised that the implementation of sound practices is best fostered through market-based incentives backed 
by official sectors actions. Members also agreed that cooperation and coordination at the international level are crucial to 
strengthening domestic financial systems. 
 
The Working Group on International Financial Crises analysed policies that could help prevent international financial 
crises or alternatively facilitate their resolution. 
 
The report also encourages better management of risk by private and public sectors, and recommends that governments 
limit the scope and clarify the design of guarantees offered by them. 
 
The report recommends effective insolvency and debtor-creditor regimes to limit the effects of financial crises or ease the 
workouts from excessive indebtedness. 
 
The group also considers that countries should make the strongest possible efforts to meet debt contracts in full and on 
time, and in this direction sets out a framework dealing with the collective interest of debtors and creditors in cooperative 
and orderly debt workouts. 
 
Source: BIS, October 1998 
 
 
 
4.3  Some monetary policy issues 
 
As we are well aware at the European level, there is a trade off between financial 
integration and an independent monetary policy. The consideration of issues like the 
exchange rate regime is intimately connected with this basic fact. The main lesson to be 
learned is: if governments consider the benefits of some extent of international financial 
integration to be sufficiently large, then they have to renounce in the same degree to their 
capacity to use monetary policy. 
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Should controls of capital flows be established? 
 
One of the policy issues that have raised more debate, is the desirability of some control of 
capital flows. There are many forms such controls could adopt, such as restrictions on FDI, 
on securities acquisition, on dividends repatriation, on external debt transactions, on deposit 
accounts. 
 
Some authors, like J. Bhagwati,16 have pointed out that financial markets are different from 
other goods or services markets, and that therefore there is no reason why full international 
liberalisation should be advocated.  
 
The basic points in favour of international capital mobility are a better allocation of savings 
and hedging of risks. From a small country's perspective, it means access to cheaper funds, 
insurance against shocks affecting the markets in which it operates, and protection against 
questionable domestic policies. As the bulk of international capital flows take the form of 
foreign direct investment, it should have as a consequence the improvement of the 
productive structure of developing economies. 
 
On the other hand, liberalisation of international capital flows makes countries more 
susceptible to volatility and shocks originating in other economies. Therefore, such 
measures should be accompanied by the strengthening of the international financial system. 
 
Some authors (notably Krugman17) have proposed a control of capital flows, as a means of 
keeping more degrees of freedom for domestic policies to deal with crises. The idea is to try 
to avoid having to resort to sharp rises in interest rates, which are more harmful to the 
economy, to defend the country’s currency against speculative attacks. But analysts have 
reservations about the long-term influences of such policies.18 

 
The problem with measures of this kind is that, if permanent, they impede the benefits we 
have mentioned above, and if temporary (to deal with particular crises), their influence over 
expectations can neutralize the benefits of liberalisation.  
 
 
Should exchange rates be subject to a different regime? 
 
In the face of open international financial markets, the flexibility of exchange rates goes 
parallel with the degree of independent monetary policy. Countries are better armed to 
mitigate the effect of external shocks under an exchange rate flexibility regime. As this 
leaves more room for monetary policy, more flexibility should be accompanied by a 
commitment to policies that promote macroeconomic stability. Actually, we discussed in 
the previous chapter how the rigidity of exchange rates has been used as a signal of such 
commitment by governments of emerging economies. 
 
Therefore, the discussion about exchange rate regimes cannot be conducted in isolation of 
the overall macroeconomic policy.19 What seems definitely necessary is the setting up of 
                                                 
16 Bhagwati (1998). 
17 See, for instance, Krugman (1998). 
18 Fischer (1999), p. 564. 
19 See the discussion in Fischer (1999). 
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both domestic and international mechanisms and regulations that protect the domestic 
economies of financial crises. One of the lessons of the recent crises has been that they were 
aggravated by deficiencies of the financial markets and institutions of the nations involved. 
 
 
Box 8.  Financial Stability Forum. 
 
The Financial Stability Forum was initiated by the G7 Ministers and Governors in February 1999, based on a 
recommendation by Mr Hans Tietmeyer, former President of the Deutsche Bundesbank, and is chaired by Mr Andrew 
Crockett, General Manager, Bank for International Settlements.  
 
The Forum was established to promote information exchange and co-ordination among national authorities, international 
institutions and international regulatory or expert groupings. Its initial membership included the finance ministries, central 
banks and leading regulators of the G-7 countries, together with the chairs of the international regulatory organisations, 
and representatives of the international financial institutions.  
 
On April 1999, the forum appointed three Working Groups that comprise officials of developing market economies, 
international financial institutions and supervisory groupings.  
 
• The first group has been asked to recommend actions to reduce the destabilising potential of institutions employing a 

high degree of leverage in financial markets. 
 
• The second group has been asked to evaluate measures in borrower and creditor countries that could reduce the 

volatility of capital flows and the risks to financial systems of excessive short-term indebtedness. 
 
• The third group has been asked to evaluate the impact on global financial stability of the uses made by market 

participants of financial offshore centres, and the progress made by such centres in enforcing prudential standards 
and in complying with cross-border information exchange agreements.  

 
The forum has been recently expanded to include representatives from Hong Kong, Singapore, Australia and the 
Netherlands, who will participate in the next meeting in Paris on 15 September 1999.  
 
Source: BIS, various press releases 1999. 

 
What should the role of the IMF be? 
 
Crises like the one that shook the world's financial systems in 1997 have many 
characteristics in common with a bank run. This is the reason people have argued that the 
IMF could play the same role internationally as the institutions that guarantee deposits play 
nationally. But here the problem of moral hazard we discuss above is also present, and 
more acutely so. Therefore, the setting up of a mechanism that guarantees the countries' 
capacity of honouring their payments in time of crisis, should be accompanied by other 
measures that mitigate the effect of moral hazard, much as it is done in domestic 
economies. Other proposals for the IMF to act as a “deep pockets” international lender of 
last resort can be confronted with the same objections. 
 
On the other hand, the leading role of the IMF in setting up a new regulatory framework 
and promoting the adoption of international standards and information transparency is 
widely accepted. 
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Box 9. The 1988 Basle Accord on capital adequacy for banks and proposal for a new capital  
            adequacy framework 
 
A. The 1988 Basle Accord and its flaws 
 
The 1988 Basle Accord was intended to strengthen the soundness and stability of the international banking system and to 
enhance a level playing field among international banks.  
 
During previous decades, the amount of banks’ capital had been declining steadily and was growing increasingly 
inappropriate to match the risks undertaken. Protectionism and seeking a level playing field also had something to do as 
Japanese banks were rapidly gaining market share in Europe and the U.S.  
 
Without disregard to the benefits brought by the Accord in terms of enhanced banks’ regulatory capital, the agreement 
had some flaws in the sense of providing undesirable incentives. It has been accused of inducing banks to adopt higher 
risks, as lower-quality assets are not properly charged in terms of regulatory capital, and also of providing incentives for 
short-term lending, particularly to banks in emerging economies.  
 
Currently, the amount of costly capital that banks need to put aside when lending, depends on the type of borrower as 
classified into three categories that are not sufficient to reflect the wider scope of risk exposure. This incentivates banks 
towards engaging in operations that their internal models evaluate as riskier than the Accord does. Moreover, the Accord 
is not uniformly implemented across countries, hindering level playing field conditions.   
 
Overall, there is broad agreement on the need to revising the Accord towards setting capital requirements that reflect 
better the risk exposure of banks. This goal is, however, not easily attainable. Leaving aside technical difficulties in the 
assessment and regulation of risks in an increasingly sophisticated banking system, there are also political discrepancies 
that will require reaching a compromise among different positions. Up to now, the Basle Committee on Banking 
Supervision has come up with a proposal to review the Accord. 
 
B. The Basle Committee’s New Capital Adequacy Proposals  
 
In June 1999, the Basel Committee on Banking Supervision (BIS) issued a proposal for a new capital adequacy 
framework to replace the Basle Accord. The new framework proposes a more refined correlation between credit risk 
weights and the credit exposure’s true risk in banks’ loans portfolios, and incorporates the possibility of using of internal 
ratings by banks. The proposal has three main pillars:  
 
• Minimum capital requirements: developing and expanding on the standardised rules set in the 1988 Accord; 
• Supervisory review of an institutions’ capital adequacy and internal assessment process; 
• Market discipline as a lever to strengthen disclosure and encourage sound and safe banking practices. 
 
In the new framework, the level of regulatory capital should not decline on average. On the contrary, it would increase for 
the riskiest institutions. 
 
Overall, the goal of the report is to increase the correspondence of risks incurred by banks and the associated capital 
requirements, and intends to reduce capital arbitrage situations by fixing some wrong incentives established in the 1988 
Accord. The proposal increases the number of the different sorts of credit risk to which banks are exposed, and changes 
the weightings. The proposal also opens the door for the use of banks’ internal models to determine the amount of capital 
appropriate to be put aside.  
 
C. On 22 November 1999, the European Comission issued a proposal to update regulations on banks’ capital 
requirements. This proposal is closely linked to the recommendations of the Basle Committee. 
 
Source: BIS, International Banking and Financial Market Developments (quarterly review, August 1999) and self-elaboration. 

 
Should financial transactions be subject to special taxes? 
 
If one considers that there are more than desirable financial transactions, one possibility to 
limit them, and at the same time obtain funds to repair the damages created by the financial 
crises, could be the introduction of new taxes. First of all, the possibility of effective 
implementatin of these taxes in the framework of a globalised financial system should be 
seriously considered. Recent experiences (see box number 10) give food for thought. 
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Some analysts question why policy-makers should worry about the widening gap between 
trade and financial transaccions. The range of products transacted in financial markets has 
exploded in the last two decades, but this in fact indicates a movement towards efficiency, 
if the apparition of derivatives’ markets is interpreted as a move towards solving the basic 
market incompletenesses that affect transactions subject to strong uncertainties. The 
widening gap between financial transactions and trade parallels closely the difference in the 
number of new markets created. 
 
An issue that has received special attention is the possible introduction of a Tobin Tax. “A 
Tobin Tax is a permanent, uniform, ad-valorem transaction tax on forex20 transactions, 
which is aimed at diminishing the speculative element of forex flows”.21 The tax is 
intended to “help reduce exchange rate volatility and concomitantly curtail he intensity of 
‘boom-bust’ cycles, while not adversely impacting longer-term (‘productive’) capital”.22 
The discussions about the advisability of the Tobin Tax are merely theoretical, as there are 
no practical experiences of its implementation. What seems clear is that, in the context of 
globalised markets, its introduction should be agreed among a number of countries, or its 
possibilities of success would be diminished. 
 
Box 10. The difficulties of introducing new taxes on financial transactions. 
 
In the context of today’s highly interlinked capital markets, re-regulation or the imposition of protectionist measures 
might have unexpected effects if domestic governments fail to take into account the international competition. Here is a 
recent example.  
 
In August 1999, the Brazilian government introduced a tax, called CPMF, which consisted of a 0.38% on any financial 
operation conducted in Brazil. Brazilian stockbrokers protested, arguing that its effect was simply to induce investors to 
migrate to the New York markets. In the end, the effect has been to reduce tax revenues instead of increasing them. The 
main Brazilian companies used to deal simultaneously in Brazil and Wall Street and, when the tax was introduced, they 
just shifted all their operatations to New York. According to the Bolsa de Valores de Sao Paulo, since June 17, the date 
the tax was introduced, the volume traded has gone from a daily average of $700 milion to $200 milion. 

 
 
4.4 The role of International Institutions 
 
International agreements in the area of banking and finance are the natural by-product of the 
deregulation of the financial sector. Both private and public institutions have participated 
actively at the international level in the production of agreements. The role of private 
institutions has generally being centred on agreements to facilitate the conduct of cross-
border financial transactions, while the public sector has in general promoted agreements 
aimed at encouraging the expansion of cross-border competition and maintaining financial 
stability.  
 
The General Agreement on Trade in Services (GATS), the OECD Codes of Liberalisation, 
and  some relevant directives in the European Union Legislation are mainly intended to 
expand cross-border competition in banking and finance. 
 
Other agreements have as main objective to promote and maintain financial stability. 
Various commitees, such as the Committee on Banking Supervision and the Committee on 

                                                 
20 Foreign exchange. 
21 Rajan (1998), p. 20.  
22 Rajan (1998), p. 21. See also references therein. 
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Payment and Settlement Systems, operating at the BIS under the aegis of the Governors of 
the Group of Ten, have produced significant work. These agreements have moral authority, 
but are only by enforceable by domestic regulation. 
 
Currently, discussions on closer coordination of authorities’ work is also in progress in 
what is known as the Group of Thirty-Three, consisting of the participants in the G-10 and 
some twenty emerging market countries. Apart from liquidity provision in times of 
financial tourmoil and management and surveillance of the global international financial 
system, recent talks on the reform of the International Financial Architecture have added 
new “roles” to the IMF.  
 
For example, with regards to the development of the financial system, the IMF in co-
operation with the World Bank will improve the appraisal of national financial sectors that 
will be based on the current minimum standards for banks and other financial institutions, a 
broad review of developments and risks in the country’s financial sector, and other 
conditions such as legislation, accountancy rules, payment systems and financial markets.  
 
Additionally, the IMF will contribute to public sector transparency with the implementation 
of the Special Data Dissemination Standards, or SDDS, a standard for countries wishing to 
participate in the international capital markets. Voluntary compliance with SDDS by all 
countries will provide some assurance that economic transactions are not being based on 
misleading or incomplete information. In this respect, it should be noticed that a misleading 
account of both private debt and the size of foreign exchange reserves in a number of 
countries have been among the causes of recent crises. Thus the SDDS is being revised to 
give a better account of the level of foreign reserves and the debt position in individual 
countries. At the country level, moreover, a code for monetary policy transparency and 
measures for maintaining financial stability is being drawn up by the IMF together with the 
BIS, central banks, supervisors, the World Bank and the OECD. 
 
The IMF has been recently provided with additional financial resources that may be needed 
to deal with market crises.  
 
With the aim to reduce contagious effects, the IMF will be able to provide contingent 
credits to countries that are deemed to have a sustainable economic policy and face 
nonetheless financial distress.  
 
Finally, the emergence of a number of new and important financial centres in developing 
countries should be reflected in international institutions dealing with global finance. 
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6. Annex. The meeting of the World Trade Organisation in Seattle   
  
The WTO talks that were held in Seattle on November – December 1999 faced serious difficulties and finally 
failed at launching a new round of world trade talks that were to add to the agreements of the Uruguay round. 
The Uruguay round had been successful in considerably reducing industrial tariffs, as well as in bringing 
services and agriculture under multilateral world trade rules, and dealing as well with intellectual property and 
health standards. Moreover, the Uruguay round also provided the WTO with an enforcement mechanism. The 
new round of liberalisation talks that were to be launched at Seattle were intended to negotiate further 
liberalisation in the agriculture and services sectors, as well as to discuss intellectual-property rules. Two main 
reasons may help explain the poor results attained in Seattle. On the one hand, there were important 
divergences among the main trading partners on the setting of the agenda for the talks. On the other hand, 
there were concerns by different sectors about the effects of trade liberalisation on issues like the welfare or 
the environmental protection in developing countries.  
 
Divisions over the global trade agenda 
 
Two broad agreements would had been necessary for the Seattle summit to be successful in launching a world 
trade round. Neither was attained. The first was an agreement between the European Union and the United 
States. Secondly, it would have been necessary for the round to succeed in reaching an agreement among 
developed and developing economies.  
 
With regards to the first, both the European Union and Japan were interested in a broad based round that 
would have included, for instance, investment and competition policy, while the United States was not keen on 
introducing the latter, and thought that an agreement on investment was not attainable after the collapse of the 
MAI negotiations a few months before. Consequently, the United States opposed a broad agenda and was 
defending a narrower round limited to core issues in agriculture and services.  
 
This divergent approach to the agenda was partly a reflection of the deep disagreement over agriculture.  The 
European Union, coinciding broadly with Japan, South Korea, Norway, and Switzerland, among other 
countries, defended in Seattle the “multifunctional nature” of agriculture, and consequently demanded that 
agriculture not be treated like another merchandise trade (multifunctionality of agriculture refers, for example, 
to the effects of agriculture on the protection of the environment, food safety and animal welfare). The United 
States and the Cairns group of agricultural exporting nations (which includes Australia, Canada, and Brazil) 
were pressing for changes in agricultural policies including a reduction of tariffs, cuts in domestic support, and 
the elimination of exports subsidies. The European Union opposed these proposals.  
 
Consensus between the European Union and the United States did exist on the issue of linking trade to labour 
rights, a view that was also shared by Japan. In this case, however, disagreement came on the part of 
developing countries, that considered it an excuse for protectionism –the European Union and the United 
States would argue that including labour issues would help in gaining public support for free trade. In general, 
developing countries were sceptical about the benefits that their economies would derive from the round. This 
arose as a result of the developing countries’ disenchantment with the previous Uruguay round accord –for 
instance, they thought insufficient the access gained to rich economies’ markets. Developing  countries were 
pressing in Seattle to delay further trade liberalisation until they had been able to comply with some of the 
commitments established at the Uruguay round, and wanted at the same time to ease some of their WTO 
obligations in areas like investor protection, subsidies or anti-dumping.  
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Concerns about the effects of trade liberalisation 
 
The Seattle summit drew the attention of a significant number of interest groups representing a broad range of 
issues including, among others, environmentalists, human-rights activists, consumer rights, or labour unionists. 
What these groups had in common were arguments on the need of considering trade in terms other than purely 
economic and on the possible benefits of limiting the liberalisation of trade.  
 
Development lobbies, defended that poor countries were not benefiting in a fair manner from international 
trade. Environmental groups claimed that the current world trade system endangered the environment. 
Consumer groups expressed their concerns over genetically modified foods. Labour unionists argued that 
trade, unless properly regulated, works against good labour standards. Overall, the above arguments can be 
summarised by saying that there is a sector of the public opinion that considers that free trade as propounded 
in the WTO forum serves mainly the interests of big business groups, and that would like instead to relate the 
liberalisation of trade to sensitive issues such as the environment or public health. 
 
Of course, there are alternative points of view opposing the ideas above, like arguing that lowering trade 
barriers has contributed greatly to the development of many economies (and comparing it for example to the 
difficulties faced by economies that are imposed a commercial embargo), or raising doubts on the idea that 
closing markets would contribute to raise environmental standards. Also, with regards to developing countries, 
it would be argued that it is not clear how they might gain from abolishing WTO rules.  
 
 
Concluding remarks from the Seattle summit 
 
After the failure of the Seattle summit to agree on an agenda for talks on trade liberalisation, negotiations on 
agriculture and services liberalisation will continue with no deadlines and no compromise on the parties to 
conclude the talks or to reach an agreement. Politically, the failure of the Seattle summit means that  there is 
no consensus on developing further the multilateral trading system.  
 
As a consequence, negotiations within the next few years might take mainly the form of regional trade 
agreements rather than have a multilateral approach like the one provided by the WTO.  
 
With regards to the multilateral approach to trade,  it can be noticed that while the WTO contributes greatly to 
international trade by establishing transparent and non-discriminatory trade rules; there is also inherent to it a 
mercantilist view in accordance to which governments open domestic markets in exchange for access to 
foreign markets, in which opening the domestic market is seen as an advantage to the trading partner and at 
the own country’s expense. Of course, the mercantilist point of view fails to consider the case for unilateral 
free trade, that would argue that a country lowering its trade barriers would receive trade benefits in the form 
of consumers getting a  wider variety of cheaper products, and producers being forced through competition to 
become more productive and technology advanced. The challenge in implementing such an approach is in 
being able to adopt measures that allow at the same time to defend the interests of producer groups. In this 
respect, labour concerns must remain a priority, but labour policies might not necessarily be linked to trade. 
Much the same, environmental or development concerns are sensitive issues that must be taken into account at 
negotiations. 
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