When the risk doing business in a country
rises sharply or the expected return falls, we

. Such outflows of funds are
often descriptively referred to as . The
change in the risk-return relationship that gives rise
to capital flight may be the



One of the 1ssues arising from the developing
country debt crisis of the 1980s was an assertion by
bankers that some of the borrowed money was not
put to use in the debtor nations but, instead, was
misappropriated by individuals and deposited back
in the developed countries. In addition to allegedly
misappropriated funds, wealthy individuals and
business firms often shipped capital out of the debtor
nations at the same time that theses nations were
pleading for additional funds from developed
country banks.



An 1mportant aspect of the capital outflows 1s
that fewer resources are available at home to service
the debt, and more borrowing 1s required. In
addition, capital flight may be associated with a loss
of international reserves and greater pressures for
devaluation of the domestic currency.

The stable and growing
developing country faces little, 1f any, capital flight
and attracts foreign capital to aid in expanding the
productive capacity of the economy.



The early 1990s were characterized by a surge of
capital inflows to developing countries. Interest in
countries with emerging financial markets stimulated
both direct and portfolio investment in these countries.

and they provided additional
opportunities for international diversification for
Investors.



As a
result of potential problems associated with capital
inflows, some countries have 1mposed policies
aimed at limiting the effects of these inflows.



Fiscal restraint 1s a policy of cutting
government expenditures or raising taxes, so that the
expansionary effect of the capital flows 1s partially
off-set by the contractionary fiscal policy. Many
countries have used some sort of exchange rate
policy measures.

Some countries also permitted greater exchange rate
flexibility as a way to insulated the domestic money
supply from the capital flows.



Some countries i1mposed capital controls to
limit the inflow of capital.

taxes and Bncreased
reserve st i foreign
currency Sactions.




GLOBALIZATION OF EQUITY
MARKETS

equity markets that were segmented A
segmented market 1s one 1in which foreign investors
are not allowed to buy domestic stocks and domestic

Part of the process of the



When a country moves from a segmented
market, cut off from foreign investors and foreign
markets, to a

Now, we can think about a risk premium that
must be paid to compensate investors for taking risk.
Let us denote the
Then we can consider the risk premium on small
country C’s assets as being equal to the return on C’s
assets minus the risk-free rate of return



Or

In a segmented market, the variance of returns
1s just the variance of the domestic market return, so
the risk premium before globalization 1s Pvar(Rc).

Where P 1s t
required on d

he price of risk. So, the risk premium
omestic stocks 1n segmented financial

market C will just depend upon the variance of stock
prices in country C multiplied by the price of risk P.
P 1s determined by the risk aversion of investors are
the same everywhere, then P 1s a constant across

countries.



In a world of segmented markets, a country
with a variance of returns twice as high as another
country would have twice the risk premium on its
stocks.

In the globalized equity markets we can think
of the portfolio return volatility for the residents of
small country C as the wvariance of a portfolio
comprised of the stocks of country C and the stocks
of the rest of the world.



. Now, we
can think that, if the government of country C would
open up or liberalize 1ts financial markets and
become globalized. The risk premium on C’s stock
should depend upon the contribution of C’s stock to
the variance of the world portfolio, which 1s given
by the covariance of the return on stock 1n country C
with the returns 1n the rest-of-the world.



So, the risk premium on country C stock will
fall with globalization i1f the ratio of the standard
deviation of the stock returns in C to the stock
returns in the rest-of-the world i1s greater than the
correlation coefficient between the two.

This points out a



The cost of capital 1s what firms have to pay
investors to raise new funds. If a domestic firm sells
new shares of stock, then the lower the risk
premium, the smaller dividends or cash flows the
firm must pay stockholders.



