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The rise of financial globalisation is a defining phenomenon of the past 30 
years. In the aftermath of the global financial crisis, financial globalisation 
stalled.1 While it appears to be picking up again on some measures, it is not 
clear whether this recent episode marks a new era of somewhat lower 
integration, signals the start of a wider “deglobalisation” trend, or is merely a 
pause.  

For long, the prevailing consensus among economists and international 
organisations had been that financial globalisation is unconditionally desirable, 
and a key to development and growth. Recent events – including the global 
financial and the European sovereign debt crises – shattered that consensus. 
There is now widespread acceptance that where financial markets are 
imperfect and regulatory and supervisory policies inadequate, capital inflows 
can fuel costly boom-and-bust cycles.  

I believe that reducing financial integration and restricting capital flows 
alleviates the symptoms, without addressing the root causes. Worse, the 
remedy of financial protectionism has – just as with trade protectionism – 
adverse side-effects of its own that reduce economies’ growth potential. Over 
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time, these adverse side effects may reduce welfare by more than the 
problems they seek to address. 

We have to redefine the concept of globalisation. For this, we should adopt 
policies that allow us to reap the benefits from financial globalisation, while at 
the same time reduce its risks. Let me call this financial globalisation 2.0.  

The key theme of these policies should be that they target the root causes of 
the risks of capital flows. To best harness the growth potential of financial 
globalisation, policymakers need to ensure it is efficient, enduring and 
equitable. Making financial globalisation efficient involves channelling capital 
flows to productive uses, rather than fuelling inefficient consumption-led 
boom and busts. Making financial globalisation enduring involves monitoring, 
and where necessary tilting the composition of flows towards less volatile 
types and avoiding risky gross positions, reducing the likelihood of sudden 
stops. And making it equitable involves addressing its distributive impact, both 
across and within countries. 

While my talk today is of worldwide relevance, it is particularly pertinent to the 
euro area. Freedom of movement of capital is one of the four basic freedoms 
of the single market. Increasing financial integration by completing the capital 
markets union will help ensure that capital flows to where it can be most 
productively used to boost growth and employment, while minimising its side 
effects.  

 

The benefits and risks of financial globalisation  

Let me spend a few moments recalling the textbook benefits of financial 
globalisation. In principle, free capital flows allow for risk sharing and a better 
allocation of resources across economies.2 They also help economies to catch 
up in terms of technology and financial market development through the 
transfer of knowledge, a critical determinant of growth. In addition to these 
basic growth channels, economists have pointed out that financial 
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globalisation can foster growth by facilitating risk-sharing and consumption 
smoothing (particularly at a time of severe demographic challenges), by 
allowing specialisation, and by imposing external discipline on domestic 
economic policies.  

But recent academic analysis and policy experience, both globally and at the 
euro area level, have revealed that the story is not quite as simple.3  

Capital flows can pose risks. They can be volatile and pro-cyclical, fuelling 
economic and financial cycles, and eventually asset price bubbles. 4 Such 
bubbles are typically associated with a misallocation of resources, which can 
persistently drag on growth and employment. 5  And international gross 
positions can also reflect to a large extent regulatory or tax arbitrage, and 
therefore arise from an uneven regulatory playing field rather than from an 
optimal co-operative equilibrium.6 

The composition of flows has important implications for the likelihood of 
sudden stops and reversals. In particular, financial globalisation in assets with 
longer maturity and state-contingent payoffs – such as equity and foreign 
direct investment (FDI) – has been shown to be less volatile than one based on 
short-term bank or portfolio flows.7 FDI is also more desirable as it is much less 
sensitive to global push factors, such as global risk aversion or monetary policy 
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in major economies.8 The evidence for positive growth effects of FDI in the 
literature is much more robust than for portfolio flows.9 

Furthermore, the focus of the discussion on financial globalisation had typically 
rested on net flows, as reflected by the current account. However, the global 
financial crisis has shown that gross, rather than net, international financial 
flows and positions are crucial for the assessment of financial stability.10 In 
particular, financial actors engage in maturity and liquidity transformation 
within different currencies, regardless of their home lender of last resort, and 
this opens the door to financial fragility.11  

The backlash against financial globalisation 

The challenges posed by financial globalisation and revealed first by regional 
economic crises in parts of the emerging world, and then by the global 
financial crisis, have been met by various policy responses. These include the 
use of so-called capital flow management measures (CFMs), as well as other 
“hidden” barriers related to regulatory policies. 

In the aftermath of the global financial crisis, a new international consensus on 
the use of CFMs has emerged. This new view is more open to acknowledging 
potential benefits of temporary capital flow restrictions.12 In particular, in 
circumstances of large and volatile capital flows it may be admissible and more 
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effective to complement appropriate monetary, exchange rate, and prudential 
policies by temporary and well-targeted CFMs.13  

But many of the barriers to global capital flows are more indirect and hidden. 
The build-up of systemic risk on- and off-the-balance-sheet of regulated (and 
unregulated) intermediaries resulted in a widespread adoption of macro-
prudential policies. Certain of these measures have negative side effects on 
capital flows including: regulatory ring-fencing, currency-based measures, 
financial repression policies, crisis resolution policies with a national bias, and 
some financial sector taxes.14 These barriers, together with the actual or 
perceived cost of AML/CFT enforcement actions, have led to a retrenchment of 
cross-border banking flows, evidenced inter alia by the shrinking 
correspondent banking relationships network.15 

Indeed, our current version of financial globalisation comes with a number of 
adverse side effects for the financial sectors of both home and host countries 
of capital flows. And therefore, some of the imposed policy measures are 
justified and have reduced systemic risk.  

But the general backlash against financial globalisation carries the risk of 
significantly impairing the efficient functioning of the economy at global, 
regional and national levels, which make it particularly worrisome. The answer, 
I believe, is not to put the break on financial globalisation, but transform it by 
aiming for a higher quality version of it, which for the purpose of this speech I 
will call financial globalisation 2.0.  
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Financial globalisation 2.0 

There are many elements to successfully implementing financial globalisation 
2.0, but I would like to highlight three of them.  

First, policymakers need to ensure capital flows are used efficiently where they 
are most productive.  

Second, they need to incentivise state-contingent capital flows so that financial 
globalisation is enduring and less susceptible to short-term volatility.  

Finally, they need to address the distributional impacts of financial 
globalisation, by reducing international spillovers across countries and 
mitigating asymmetric impacts within countries so that the benefits are 
equitably shared by everyone. 

Let me now elaborate on each of these three dimensions.  

The first stage is to put far greater emphasis on improving countries’ 
absorptive capacity. Financial globalisation should be underpinned with 
institutional, regulatory and structural reforms that strengthen domestic 
financial markets, improve their resilience and increase their capacity to 
efficiently allocate funds to productive uses. Investment in infrastructure and 
education and structural reforms to promote flexible product and labour 
markets all increase flexibility in the economy, improving absorption.  

This is not a new theme: it was recognised in the wake of the Asian financial 
crisis that financial openness had to observe the right sequencing, starting with 
stronger domestic financial systems.16 But evidence has accumulated and it is 
now clear that a threshold of institutional development is required in order to 
allocate incoming flows to productive investment projects.17 

Given the already close financial integration between member states of the 
European Union, increased absorptive capacity is vital. In the euro area, in 
particular, structural reforms, required to support growth and enhance growth 
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potential, will only succeed if capital is reallocated to the most productive 
sectors.18 A similar reasoning applies at the global level, with the difference 
that institutional frameworks can be improved before the financial account is 
liberalised.  

One key element of the necessary institutional framework is legal certainty. An 
efficient intermediation of foreign savings into productive domestic uses can 
only occur with a proper and enforceable legal framework in place. In the case 
of banks, the latter should include reliable legal frameworks for corporate 
insolvency and for the resolution of non-performing loans (NPLs) which hold 
down credit growth and economic activity, in particular in Europe.19 

With more resilient institutional arrangements in place, the second step is to 
improve the quality of capital flows. Their composition should be tilted away 
from short-term debt flows towards more enduring longer-term and state-
contingent flows. The predominance of easily reversible short-term debt flows 
in the current context is an equilibrium outcome driven by the risk and return 
perceptions of independent economic agents.20 Specifically, investors favour 
flows that can be quickly reversed where they perceive there to be inadequate 
financial regulation, weak rule of law and property rights. The euro area crisis 
has also shown the dangers of a financial integration model based on short-
term cross border interbank flows rather than longer-term lending or equity 
investment, which has led capital to be allocated to low-productivity sectors 
and sown the seeds of financial instability. 

But what does tilting the composition towards state-contingent, loss absorbing 
flows mean in practice? Do we just mean more equity investments or should 
we also promote innovative state-contingent sovereign debt instruments such 
as GDP-linked bonds?21 Such instruments have to date rarely been used in 
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practice – only as part of a debt-restructuring mechanism and some limited 
issuance of catastrophe bonds. We know little as yet at what prices such 
instruments could be traded in the market place, and whether the underlying 
index can be robust enough to create investor trust, as is the case with 
inflation-linked bonds. To gain such an experience, international financial 
institutions could play a catalytic role, as potential issuers of GDP-linked 
bonds.22  

At the same time, we should carefully reflect upon the trade-offs created by 
loss-absorbing instruments. 

First, they might create a conflict between ex-ante and ex-post incentives. 
Loss-absorbing instruments, while protecting taxpayers and providing the right 
incentives to investors, might lead to unexpected distributive consequences 
depending on which investors are ultimately holding these instruments.   

Second, issuing more state-contingent liabilities rather than traditional debt 
instruments might exacerbate the shortage of global safe assets. There is 
already an excess demand for highly liquid, non-state contingent assets driven 
in particular by regulatory restrictions, and a rise in risk aversion. A further 
reduction of their supply can be particularly problematic in an environment in 
which interest rates are already structurally low and further depressed by a 
high demand for safe assets.23 

Let me underline also that, the first two elements necessary to upgrade 
financial globalisation complement each other. Improvements with respect to 
corporate governance, the overall quality of the institutional framework and 
transparency are likely to be helpful in encouraging longer-term flows.24 In 
Europe, where more cross-border equity investments are not only desirable 
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from a financial integration but also from a financial development point of 
view, capital markets union will help achieving these objectives.25 

The third element in a successful upgrade to financial globalisation 2.0 is to 
ensure that the benefits are equitably distributed, both across and within 
countries. The introduction of CFMs represents a push-back against cross-
country spillovers caused by financial globalisation. For a recent clear example, 
consider the impact of the 2013 ‘taper tantrum’, where perceptions of changes 
in the Federal Reserve’s monetary policy had a marked impact in emerging 
market economies. Improving the absorptive capacity of these economies and 
tilting the composition of capital inflows will mitigate these spillovers. But we 
may need to move towards a regime of greater international cooperation and 
policy alignment to mitigate the externalities triggered by national policies. The 
IMF’s search for a wider span of the Global Financial Safety Net can be seen as 
an effort in this direction. 

There are also distributional impacts within countries that need to be better 
addressed. There is a direct parallel here with the debate on trade openness. 
While the academic literature is more favourable in its assessment of the 
benefits of trade than for financial globalisation, it also stresses the 
distributional implications of trade openness. Ideally, the gains of trade 
globalisation are redistributed by taxation from those made better off to those 
made worse off. But the current public scepticism, if not outright hostility, 
towards free trade agreements and the surge in trade restrictions documented 
by the WTO26 suggests that that such redistribution is not effective, if at all 
achieved. 

Indeed, trade openness and financial globalisation are interconnected. 
Financial globalisation has made it increasingly easy for multinational 
corporates to shift their profits to low-tax countries and for wealthy individuals 
to move funds to undeclared bank accounts in offshore tax havens.27 This tax 
avoidance facilitated by financial globalisation has reduced government tax 
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bases worldwide and limited their ability to redistribute the gains from trade 
integration.  

We need to think of ways to co-ordinate better to ensure that the benefits 
from trade and financial globalisation ultimately accrue to everyone. And 
working together at the European and at the global level is still the best way to 
solve the new challenges we face. 28 The popular disenchantment with trade 
and financial globalisation will not be overturned until governments cooperate 
better, and it is now quite apparent that such cooperation will not be a loss of 
sovereignty but will allow them to regain sovereignty over their ability to 
redistribute wealth equitably. The European Commission’s action plan on fair 
and efficient corporate tax system in the European Union and investigation 
into undue tax benefits are steps in this direction.29 At the global level, similar 
efforts are taking place with the action plans on base erosion and profit 
shifting (BEPS) initiated by the OECD30.   

Conclusion 

The question we face today is how financial globalisation should evolve, and 
whether we should seek to limit it. Because globalisation has evolved to date 
in a way that has let underlying risks build up and erupt in crises, economic 
openness has come at the expense of safety. Quite naturally, public opinion is 
now ready to trade one against the other, and accept less openness for what 
they believe will make their jobs and income safer. The time has come to make 
the case that financial globalisation can be made more efficient, enduring and 
equitable so that it can deliver openness without compromising safety – and to 
implement it in a convincing way.  
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