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This paper is concerned with the growing body of literature
. 1 '

. s . . s 1
reporting on cmpirical yesearch on 1ntcrnatlonal capital flcvs.~/ The

. ' ° .
T term #financial® capital flows (or, alternatively, portfolio capital ’
fious) is dsed in the paper to comnote capital flous other than

Q.
dircct snvestments. neaders interested primarily in the rescarch on

direct snvestments “and tha'multinstional corporation should consult

the Nufbauver papel and its references elscvhzre in this volume.

“The scope of this paper is restricted in znother way &S
.

.

well, Tnere have been 2 nurber of articles in yecent YEaTS, primarily

-
.

. theoretical in natuxe, dealing with what wmi.cht be tonaed ~aacreeconcmic
jeodels of international trade and capital flows,  Some oo chis
- literatuxre is discussed in the Helliuell pzper 2 €T MOIEDS, I

‘have not attempted to cover this ground oxcept inssiay &F it has 3
direct bearing on empirical reseaxch per se.
T “

. As a glance at the list of references &t the end of the
papcr'will shew, most of this literzture is of resent vintzace. rittle
. of 5.t pre-dates tha decade of the 1950's; the majio¥ ~agl of it was

ﬁublished within the last five or six years. This fact snderlines the
- yelatively undordeveloped state of econcmetric research on the capital
account in the balance of payments. Economctric stuaies of the jmpacts

.- of recal activity and prices on the current account in the talance of

payments have a much longer and more scphisticatcd tistory == not to
. . k . .

.

. ll jt will appear @S a chapter in Poter 3. Neven (cd.). ?nto(gggiﬂ
' Trggg_gpd Yinnnce: Yigg;igiﬁ_fcv ToseArah, (Losthoomiag. Cawbri
Unjvaersity Fross). Reerances i~ othe tuxt Lo other ptpers i “ehis
« .
-~

volume'' are to ather chaprurs in thi

MR sl
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mention the great volume of empirical rescarxch carried out on

. ’ . *
domestic financial markcts, domestic expenditures on real goods and

services, and the linkages between them. .
. ..~ T should caution the rcader with onc fuxther introductory

comnent. This paper is not, at least in some senscs of the word,

- a survey of the empirical rescarch on financial capital flows; I

have not tried in most cases actually to sumwmarize the literature,
The paper is most accurately described, not as a survey Or a sumary,

but as a selective assessment of empirical knowledge and of the state

. - e

of the art in rescarch in this ficld.,: . .
Before plunging into a discussion of the strengths and

weaknesses of the work done in this arce, it scems useful to begin

by providing a bricf road map of the literature, -That is the purpose,

of the following section,
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I. A PuicE Map of the TltCYﬂLllc S . .
. one .mcthod of mapping the litexature is to classify it
by the main country of intercst and the extent of coverugc "of that

‘country's capital account, The bulk of the resc"rch has becn done

- on the United States and on Canada. pilateral capital flows. between

the United States and ‘canada have 2lso ¥ ccexveﬂ con51dc1able attention

sn their own right. Recently, ®WOTE intcnsive empirical work has

begun on capital’ flous in the balance of paymoents of Europcan'qountxics

and Japan. Eopirical rese eaych on the Euroc crency markets, although

.

‘showing promising.SLOns of growth, 5s very much in its infancy.
. [)
- The first systcmatic cconcmetric work on the y.c. capital

C

aqpounéiwas begun in.ino fivst paAL of ﬁhé decade of the 1560%s.
Iﬁc'grouth of inLurcut in cap;ual ‘1ov‘ ;eilcutcl in pzrt.a rising
concern atout weaknoss in the U.S. balsncc of payments snd instability

- in the intcrnafioual monetayy system. Thé growing intcfest also
coincided witn the davelopment by academic econo;iéts.of a literctuxc
on the sa-called wagedgoment” problem; sn much of this iiterature,-

1t was suzgested ¢ ~het wmon2taYy nolicy should be dirccted at the

u')

bﬁiancc of- payment:

, vhile fiscal policy'should be aimed at domestic

h—-'

'ﬁolicy objectiveJ:; Early publications by Bell (1962) and Kenen

.(1963), commi.ssioncd bY the U,S. Government, drev attention to the

p— i
.

1/ Sce Mendell Qo6%, Chups. 11, 16- lu) for several of the impo}tant

. - carly coanlo-L;oa; and Whitman (1970) [for a survey.



arca and eleulﬁLcd further work -- see, for cxample, Cohen (1963)

3

nnd Yenen's (1973) subseque mt research (carried ouL

in 1964- 7,

put not made available for gcnvral circulation until 1973). Stein's

-

1965 a1L1c]e in the nnor;can I.concuic Rovxo“ 1ad a similar cffect in

[

1nduc1ng crltlcul comments (sece Heckerman, 1967 Mlendershott, 1967;

raffer, 1967; Stein, 1967) and focused more attention on the

exchange-market 2spects. . R

By the end of the decade, a large, volume of work had been

.

done, cmploying increasingly sophisticated methodology and statistical

tcchniques, Branson's important Ph.D. dissertation
q , P 3

196S) was followed with further articles refining n

kraanson and Nili, 1971, pp. 11-2G; Dranson end Wil

collaboration of Miller and Whitman resulheu in “hx

(19702, 1970b, 1972). Bryant and Hendershott (1670,

bilateral capital flows between the United States

to fllustrate the general problems confronting cmpl

this ares,

Kwack (1971a; 1971b; Kwack and Schink, 13

cquations for the U.S. capital account as pert of am

to construct an econometric modcl for the U.S, bel

a vhole, Prachowny (1969) had a similar obgcct:wr

Fuack (1973) have Lcccntl) abridged Kwack's wodel
\

to incorperate it into the Wharton School model cf

In - . : . . . .
a recent Princeton Th,D, dissertation, Richavd l

1ern, 1972). The

{z sncd in

5.8 work (1%70;

eo contributions

11972) focused on

and Jopan in oxder

"C?l research in

r

72) has estimated

avbhitiouvs effort

° .
cnce of payments as

HMarston and
a5 pavi of an effort

the U.S. ecounomy.

crring (1973)
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estimates an aggrcgntc cquation for nct capital flows and ccmparcs'

Lhc results with the disnggrcgaucdvrésﬁigs of Branson and i1l (1971).

o e

’Thc substantive contrlbuL)ona of these various ctudies {rc discussed

in subscquent sections bclow.’ . e .

Ea;ly contributions to the 11Lcraturc on the Canadxan capi.tal
account £nciudcd those of.nhomberg (1960, 1564) and POW]lC (1964)
plack (1.963) studied bilatc:gl tis.—Canadién fiouws in the course of
testing his extension of Tsiang's (1959) model of cxéhangc—markct
%ehavior. Amdt's stdd&w(ibﬁsj'applied the partial—adjustment;
distributed 1aé m5601 to U.S.:Canadian data, focusing on spc;uiativc
behavior. Lee (1269) jootcd at U.S. reéi@cnts‘ holdings of Cnpadian.

pcrtfolio-ao;ustmcnt‘thcory - sec below -~ tO U.S.~Canadian flcovs.

‘ SL111 another pﬂner cmploy:ng the bilateral U.S.~Cdnadian data was

done by Ha anwkins (1908) Cavcs_ana Rcub01 (1971 1°7?) have carrlcd
out chcnsxve rcsearch on the Canﬂdlan capital account, wi.th spcc1a1
eaphasis on Canadlun economic policy. virtually all these studies, in

éne way or anothexr are concexned wi.th cxchanga»markct pehavior: this

'~p3coccup~*Lon can be traced, no coubt, to the jnterest in and concern

‘ebout this suhjch on the part of Canadian policymakérs.

. Yor full-scale cconometyric models of the canadian valance of

.paymcnts,onccan tuxn to 0f£iccr(1968),thc TRACE model constructed &

tniversity of Toront.o (Chbudhry'ct.al., 1972; Carx and SawycX, 1973)
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.and the 1mprc ssive cfforts spodséred by th; BPank of Canada -; sec,
for example, Helllchl ct al., (1971) ané Stewart (1952). Helliweil
"'(1969, 19722) and Hclll\cll and Maxwell (19/2b 1972c) in particular
-have made oyigin;l cont}lbuLlons to the capital-a account’ part of this

modelling cffort (sce Scction IT below). The chapter done by

Nelliwell et,al, in the volunme on Project 1LINK (Ball, 1973) is also

yelevant, Receatb empivical work on Cenadian capital flows includcs
that of Charles Frecdzen; the empirical work itself is not yet

available sn published form, but secc Freedman (1973).

ECOﬁUﬂuLllc anh13315 of capital flows in the U,K. balance

of paymente 1S currently geing forward at” the London Businecs School
" as part of their model project ior the U. h‘ oconcmy- sce, for
'cxample, Boaturighs end Renten (]972) Nodjera (1871), Braunson and

1ill (1971), and Nexring (1973) havc also 1oporLcd equations for the

‘United hLﬂ“dC1. ..
The studies by nran901 hnd 1ill (1971) and Merring (1973)

gnelude reszanch on the capital accounts of scv;ra1 other Europcan

;countr50° pdditionzl work on German capital flows cludhs Willms

-

_(1971) and the 1nLc1C°t1ng papcrs of P01L01 (1972), houri and Porter
' (1972a), Argy and touri (1972) and Kouri (1973). These lattcx papers

arc discusscd in Scction JII below, The Univcrsity of Bonn wmodcl

. - ‘of the Gemnan cconcay jncorporated in Projcct LINK now sncludes sonme

. equations for the Ccxwan capi.tal account (sce Sundenrann, 19723

 Martiensan and Swmetsvmann, 1973).
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flou in the Japanes

Louri. and Yort
yeport equations,

on the c=01La] account i

for. the Re

n Lhe Ttali

er (197?&) and Argy and Rouri.

thcrlands and Italy.

carricd out by GCOAOmLStS at. the bDanca d ILalla

.

others at the Tstituto di Scienze Econcniche at

Bologna.

Australia is the

Yoxrier (19723 y, and ilso is

(1973) done at the Universi

‘project of the I

eserve Bank

to Australian capital flous

: Dospﬁtc h'*\"n'1 wo

1970, 1972), 1 = not suxre how extensive the research has ©

¢ balanc

. oot

fourth’ country StV

e

ty of Chicago. The

of Australia has al

.
-

1kcd nysclf on cuxtain

c of payments (Bry

('J

the Japanese capital account, To scme degree,

investigated as part of the e

. N . .
. of EconomiC rescarch, Kyoto University, at the

in Tokyo, and at the Bank cf Japat. Amanc's

In general, as @

on Yrojecct LINK

models havc concentrated o

paymcnts

(pall, 1973) will show,

Civen the 3e1?tlvc 1l¢

a the curxc

nportant source of infommation

*(1973b) is one i

the focus of Zecher's

(1972) also

anlrlcal rescarch

an ba]ancc of paywcnts is being

" and by Bascvi and

the University of

.
-

A32d by Kouri and
<

-

econometric model

unpubii s.cd rCSC@rbh

Yo} devoted attention

\

|
‘ .
t .

« and nendershott

types of capi.tal

3

gen On

this area has been

COUGTCullC woéel proiﬂch at the In

. -

EconcintC annning

cn this reccarch.

stitute

Agency

LX)

selective scanning cf the volume .reporting

at account in .°? balance Ox

ack of development of the wonctar;

imost national pconcmctric

r
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sectors of thcsc'ﬁodciﬁ“ﬁﬁh“thﬁ‘BCﬁrtity' daL$ £or the capital account
that is both reliable and accessible, the ;ﬂlSSLOH of cquations for
;ﬁe éapital account 3i.s nét surprising. Seyeral participgnts ig Project
LINK hope to sce tﬁc fin;ncial and capitalnflows aspects of;LINK,given
. gr'ézater. atténtion sn the future (sce, for e>:ample, Dasevi and Waelbroeck, 1973)
ThcorLL)cal modelling and vnnlrlcal study of the Curocurrenty
marﬁéts has only recant1§ begun to §rew rgploly. This l can be
'attributcd, at least in part, to the fact fbat appropriate and reliczble
. . ) ] X .
dyﬁé on the assets and liabilities of Eurqbauks have been diffi;ult
to come by. Morcover, time scries of sufficient length to allow
medium-term OCQﬁG’CL*lC work oulg becane ava:lab]c towards the cnd of L“e
3656's, liendexrshott (1967b) , Yarack (1971c); Argy and ﬂoJJexa (1973) Mills
(1973b),andfﬂcrring'(1973, Chaptex 0) have 211 considered the
" determination of Furcdollar intcrest Iatgs{ Papexs by Makin (1972)
agd ﬁargton (1974) atteapt tO estﬁmnt& ;quations explaining dcpo#its
.inAand borrowing froi banks in the Furodollar mazket. i bave myself
somn uncoapletead rescarch (Bryant, 1971) on the dcmahﬂ by npn:esidcnté
o£ the Unitcd States 501 11qu1d dellar scts. .Several r;;cnt papers
by two cconcmists at the InLcrnaonwal Monetary Fund (Newson and

gakakibara, 1973a, 1°7 b, 1974) are lnp01Lant contributions, for their

more carcful theoretical approach &as well as £01 their empirvical efforts.

-

e . Black (1971) studiecd the wcckly-bchqv;or of the 1lab111L1cs

of U.S, banks to their forcign branches, 2 vcr§ important clement of



the.bchavaox o£
for two CC”“““L
“Massaro (1972).
éhe 1iabilities

.o

UnxvcfoL) of ¥

Lhe Furodollaxr wmar

s on Black's paper,

~
ket during th

sce Valentin

Nastrapasqua (1973) has also Tt

of U.S. banks to thes.r foreign

yescarch bearing ©f this aspcct of the

jarylend Ph.D. disscrta

papeyr b“ Ciccolo and MeXelvey (1271).

The distinction betwaen

. financi.al capital flows is in soOm

as the dj.scussion in Section II below mzkes cl

to be consi.dered togcther 2s part of

T}--H,- discusnis
ded O e SCTUS v avse

- nE e mmmanmm el &
- -—at w v:‘l-'\-x---w

jforcover, existing cratistical dat

whethex the original matarity of

- less than onc year. Tor these reas

“in this paper.

portfollo capit

snter alia, Sp)tﬂller s survey
canter S--ca

parLs of Brans

Ano

» do0td dom b b "

sed

spccification

';(1970) Lee (1969), B

« - the contributions by

nshort-tem'

¢ period of his study;
§ and Hunt (1972) and
epoxted cquations foi_

braznchesy Unpublished

Turooollﬁr market includes the

tion of Bradshaw (1973) and 2

and “lonz-term'

e respects not analytically interecsting;

e~ drnw

.

2 eéistinguish

separated at all) on quite arbitrary nrounds --

the {in ancial

an integrated theoxy.

car, in principle both need

Sec also SQC“‘C“
type of QLS
between them (Lf they arz

usually on the basis. of

1nstrun°nt is greater OT

dns,leave not cmphhﬂlhcd this distinctic:

Those especially snterested in eapirical rescarch on

tal flous of a longer-tenn nature should consult,

on and 1Will 971), 1}

ther methed of mapp

article (L971),

Wzllex and wWhitnan

oaturight and honLon (1972), and the rclcvunt

\wack_(l972), and Amano (1973b).

jng this 1i.terature is to classify

¢he theorctical approach

emaployed by the reseavcher,

or type of theoretical



Kessclman (1971), and Dooley (1974).

-6 " R

!
.' .
1
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-

S : .
A majority of the carly contributions yelied on what came

" - to be called a "fiow theory'. (Seec Section II below for a discussion,

. . ' ’
'This spccification was uscd in part of Pell's work (1962; contrast the

form of the equations sn Appendices II and I11), and is found for

.example in hcwon (196?), Rhemberg (1984), Powric (1964), Stein (1965),

Kenen (19/3) h)ndt (18568), Hawkins’ (1968), and Prachowny (1969).
More roceﬂrlv the bulk of the researzch has been based on
more or less sophwctlchtod versions of ngtock-adjustment' or

portfolic-balance type of specification (again, sece Section II below).

Branson (1° ou), ‘Grubel (1963), and Pnﬂd01°hoft (1967&) were &mong Lhé

first to criticize the theoretical qnoxbccﬂxn"ﬁ of thc carliecr

yesearch (discusscd below). For a reprt reseatative sannling of

contributions bascd on the portfolio~adjustment approsalhn, see hmano

-~

(1973a), Lranson and Mill (1971), Bryant and lendersiozt (1970),

~ Xwack (1971a), Lec (1969), and Miller and Whitman (1570a). -

Most of the studics cited here, with thne ,wnrvtant cxceptions

.. of those dealing with the Canadian cepital account, have not showﬂ an

especi.ally sLloﬁg sntercst in exchonge rates aud thz forcign~cxchange
“markets as such, Of the rescarch focused on this a*ea, Black (1965,
11973) and Helliwe .1 ct.al, (sce the various references cit ed " above)-

stand out in lnportancc. Additional studies that coneccntrate attention

.. on cxchange ~n~1mct aspccts of capltal flows iuclude ctols (19688),



naxdly any Cﬂpxtlch* vrrarch wotxvmtcu by a tpmonetarist”
approach to the balance of p1YﬂCﬁt' has yet bCCﬂ publxvhcd. Theoretical

papers such as Johnson‘s-(1972), howaver, have prompted sevcral

- rcscarchcré to try their hand. Lxamples axe Zechex (1972) and

——— T

. GirtOﬁ.and Roper (1974). More work in this vein will pxobablﬂ be

tde

avas.lahle in the near futurc. On the disting uSthng_chaxactcr-stics

of the monetarist approach to the balance of payments, SCGC Salop

- (1973). ’ T e

- -

.

“ Some enpirical work recently coming out o£ the ?ese arch

pepaxrtment at the Intcrnational Monctél' vund -- SCC for exanple
P ; ) 13

rouri and Torter (1972a) e 35 difficult TO characterize as either

e
“monetarist“ or “pov‘follo -palonae™ in its asproach. 1n the minds of

3ts authors, it constitutes a synLhesxc of both approaches.

Finally, to concluce this road map, L chould alert Lhe

yeader to 3 rcccntSurveyby Hodjera (1273), which in a different

gmannecr is also a wap of the literaturc on intCrnational capital

4

{

.
vem veosm O s ommetest

. .
. ee tm Vo

movements (although Yodjera restricts his survey to short-texm capitel

£loﬁs).

yesults of a nuwber O

3.8 NO

8p001f1C8L10\

Alth

-

my 15mited objcctives ar

genaral i.s

sues that arisc in "co

t pracfical to try to

summarizc in any

of the 1nu1v1duu1 studics

1s uscd or the empirical results reported.

.
.

mentioncd above,

c to call attention to some jwmportant

uncction with t

e thcorctical

3

ou'h xn what follow» 1 discuss'sclccted aspecls OT

it

detail the theorctical |

Instead,

¢ saragrme=.
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"speeifications usced in these studies, to point to some unxesolved -

questions of strategy for future rescarch, and to present ny-own
assessment of how far the profession has gotten in our cmpififfl
scctions of the paper take up these

‘topics in turn.
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) ' .
IX. ggnoral Tssues of "noorctical<§pccificntion L : .
. As alrcady noted, it is the so-called portfolio approach
to capital flows that underlies the bulk of recent iterature in
this arca. The basic jéeas underlying this theoretical approach go
back at least to the works of Marhowitez (1959) and Tobin (1965) .
e At thesxr lowest common denominatoy, a1l those studies that
pase themsclves on the portfolio approacﬁ_imply an undcrlying'speci~
, . . .
fication of the following form: ) ’ :
V - B ."‘- - . . *
N . Fl = fl(S,P\l,--.c;Rn,dlgvooc’Gn,xl,xi‘O.cc) ) .-
. ot ' - \ .
sy, = 8 syeeee - 0 S SUOPRES. -
¥y {Z(S’RL" Ry i n’kl’xz‘ S
. € ) H ) '- - '
- d 'v‘ A hd . °
. . .
) . ° ' ) ) : . ) hd . i : .
) .‘ Fn-= f]l(s’kl,'..',Rn’ol’.;"‘on’}:l‘XZ’.'.“I .. '
<., . ... . . .
: . , L . .

The variables Fl*,...Yn* represent desired quartirist of the financizal
4nstrueents held in the decision-wzking unitts porifolic of assets and

1iabilities. Thes 2 functional forms are, jn the case of assets, §£OCk
. ’ *

demand functions; vien F3* is @ 1iability, the sguaticn 8 3 sLoCR
* gupply function. Tdeally, the systed of cquatiens shoutrd refer either t-
pregoticn of dccisicn-mnki*

©an jndividual decision-meking uni.t or to an qu.
1

<. units that are yreasonably honogencous in charactell. )

' oA\

© 1/ Scc Section 11T below for a discussion ol e
type of disagnresation fu cmpirvicea) appiicotiens

. e \
appropriate depyree AW
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The symbol S represents the “scale" variable iqdcxing the
size of the decision—making-unit‘s .portfolio. In the case of an in-

dividual houschold, for exarple, thc scale varlablc would t)plcaliy

“be taken as wealth (net worth). 1If the cconomi.c ‘unit has no liabilities--

that is, if expcctcd yeturns from :‘mvcstiwr do not excecd the expechd

éost of borrowlng by enough to overcome the risk avcrsioh of the unit--
tofal assets and nct worth will be identical. In the moxc general case
vhere prcctcd asset yiclds ex ceed expected 1iability costs by an amount

sufficient to make borrowing desirable, the unit will have a dcterminate

scale if it has avers sion to risk and 1£ its m“rglnal uL111Ly of wealth is

.

ponincreasing. In principlc, with ta e oanrc portfollo correctly

specificd, a balance~-sheet constraint pill_bq?d such that S will be equal
to the sum of the Ty’ x (vhere lie zbilities are treated as negative assets).

In a2 true gcneral equilibrivm oppxoach to the theory, the scale

_variable S would be detemined cndogenou°1y and sﬁnultancously with all

Lhe other com ponents of the portfolio. Im practlce, both thcovy and
empirical applications have assumed that the scalc valxablc can be tﬁloﬂ

. . kd

as exogerously daterained. Tor houscholds, this assumption 1s yrational

w.

A

by arguing that income can be taken as prcdctermined (that is, based on pAas-

dccxsxoﬁ ;) and LhaL thc saving-consumption decision can be analyzed
2/
1ndepcndontly of decisions aoouL the composition of the balance shecet.

- st . . . .
. 3 .

1/ See Bryant and Hendershott (3970, pp. §-6) for a wore detailed discusnic

Zf Sce, f{or cxamp]c, the discussicn in Tobin (1906)). : :

(‘.
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Tor firms, an anzalogous rationalization 15 that profits can be taken

as p1och01m1ncd and that the dividend-rctaintd carnings decision can

bc studi.cd 1nocpﬁndcntly of balance- sheet dec ions. .

fhe vector of returms in the above sct of cquuonns, the R3,

and the vector of associated risks, the 05, arc in princxplc thc
cxpectcd'risks and rectuxns associated with cach of the assets in the

portfolio of the decision=maiin

¢a

gnit. In the cose of 1iabilities, .

thesc veetors are expected borrowing €OStsS znd the expected risks
assocxated vlth thesc torrowing costs. Fach composite return or borrow-
ing cost may have several ccrponent°: ¢or exemple, the nominal jnterest

1atc, the expected c2 pital sain OT loss, and--vhen assets or 152bilities

N2

denorinazted in scvcvai 33 tferent currencles &IC part of the portfolio--

the ewpected change Lﬂ -elevent exchange yates. In principlc, each of

‘the return and risk variables appears in the equation for every asset and

1iability in the portfolio. ' L oL -

The vector of wvarieables Xl,Xz, ete. represent 211 those other
va11°b109 that are yolevant to demand or supply: An cxample would be the

-~ -

VOlUTL of gransactions 9 £he docision-making unit. If a veriable Xj influ

-the demand of Supply Loy one particulax asset or 1iability, it must (becaust

of the balance-sheet constyaint) influence demand or Ssupply for at least o

other assct oY 13.ability. ..

Suppoqc that one o more of the Ty¥ represent a claim on or

14ability to cconomic units.out sde the country in vhich the holder of the
Y ) ;

éortfolio is vesident. Mere is then the potcntiai for snternatioval

P L e e -
P g g S —,
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.

Hypothetical ®alance Sheet of a Jarancse City Pank

(June 30, 1973, billions of yen)

: * ..‘ . .‘ To.
Assets . : Liabilitics and Net Worth

Liquid assets dencninated Deposit lizbilities (In ven)

. in yen LAd to ‘Japenese residents

. "-.. ' ._\..‘.... .

: Liquid assets held abroad Deposi.t ‘liabilities (in yen)
denominated in $ and 1AF to foxreign residents

other foreign currencics .
Borrowing in yen from Bank

Loans and discounts (in yen) Ld . - of Japan and other Japanese
2 to dumestic customers . {..  commercial banks
“ - Ipans and dincounts (in yen) L§ Jorrowing denominated in §
s 7 te foreign residents . from U.S. Banks -
“ Security holdings denominated o4 Borrowing denominated in $
. 3n yen . . fyom Furodollar market
Other asscts (in yen) oA Other 1liabilities (in yen)
. L _ Capital Accounts
: N
. -
. . - toe
. .l . . - hd b d
. :‘ -t - < ¢ o o
- . .
- - . . \‘ . .
o N LY "t
N Y
. L[]
. 4 ¢



.. -categories -~ LAL, LI, Df, Bus, and Be$, three of which are denominated
. L3 . ’ .
in foreign currencies == represent claims on oY 1iabilitics to nonrecsiceits
of Japan, Changes in any of these five componcnts of the bank's balance
sheet give rise to an interna jonal capital flow &5 recoxrded in Jepan's
balance of payments. An aralysis of any one of these types of capital
t
- flow 2long the lines of the portfolio apprecach reeuvives the specification
. . of a consistent set of steck asset- demand and lzﬁh*]lty—°hpwl) cequaticns
“for each of the separately id:n:ificf Co“pogen s 77+ this illvstration
s ' L .]_/ 3 . .
welve) of the bank's poririoilc.
Typically, “thouzh not exclusively, i i: .ssumed that the demand/
b 3. .
) supply functions for the decision-making unit ave Linear homogeneous 1n “the
) scale variable: N ; : .
H _ L. _. « . . . Xl 1? . . s
. . ) F = R -.--R o) .”.0'-...... ".:"’-v..\S . - -
\ 1 81( l: * nt 1: nt S 13- o
o . ‘ L .
s . £ . Xl :? - - .
f . . -FZ = 82(R1"""Igl‘ol""'o'n’_s" ’—Q:"'.”)S .
. * ’ Py ‘ ° . : -
- . .y . . * . : o
* hd .- .
. . —.‘ - .
s, X) )r-‘ .. .
N - .y o Y .
Fn = 8‘](,{1 peo e ‘T.\‘l ,01| R '(yll.-_ ,.r__; « 6o, .;:
. . S 5
* M )'v .
/ 1L§otuigrcsli(cc. 11;L€‘rrtcd hrro 5.5 similar Lo e aousolidated bald
. . ]f-7.(; N N Japancse ecity bhanak tudicd Y:, NEYGnL oG Venderchott
' (1970, f?’"? For another illustration, see “o Welagce sheets speciis
3 ack 'y “rug- . “ . : A o ST I
S .-1:?1_3_3',_‘:,, R "—Lm LI‘) B .n.mu Y973, pp. s-u7 .
VT VAR TS S T WS P T T SR A gk s S e ee e e g ey o — e ¢

.
.
. .
. , . K .
.

capital flows -- changes in asscts or liabilitics involving transactions

‘betuween yesidents of two different countrics. S et

As an cucmple, consider the si ﬂpllflcd bh]ancc sheet chowm
]

in Tablc 1. The assets and liabilities ol a Japancse Clt) bank are

_broken down into tmelvc jma2in categories plus net wvorth. Tive of these
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" <henge, or first d: fference, of the above cquations: “

- G XI-6 RN R

This assumption implics Lh:t an 1ncrcu se of 2z pox cent in the scale

varidble S and in the non-return “dlaLllhdLlOﬂ varlgblcs X will,
other things equal, raise the desired stock dem and or supply Fi* by .

z per cent. This parblcu]ar upccvfxcation of the cquations has

scv eral practical advantagcs; among other things, it allous the re= N

scdrcher more rcad 1y to en;orce the bzlance-sheet constraint in

empirical estimation. It aﬂso makes 5.t casy to see that the impact

of increments in tbe scale variable on the desired quantitics is

dependent on the levels of the risk and return veriables, and thc

<

impact of changes in thc return and risx variables is dependent on the

level of the scele variable., Flow denands oxX SUpPP nlics -- changes in

]

rtock assect demands or 1izbility supplies -=- are the tisne ratc O

.
., . .
. L4 -
. . - -

' % . R .
(25) AFi = gi(-cco)bs 4 S_lAgi(o-v‘-) 1 =..1,....,n.

. - ot - .

One con scc fuon this last sct of equetions the now accepted

conclusion that jnternational cppital flows, scen in a port:folio-

balance perspective, have both a Meontinuing- -flou" and a V'stock-

. ad1\°tnﬂnt" componcnt. Given a once-for~all change in 1cLurns ox

rishe, the existing-stock effect produces capital flurs that are also

oncc~for-all in nature (a rcallocation of existing portfolios), vhile

a continuing-flow c¢Ffoct peorsists sndefinitely as long as the change

in the scale variable is not 2CYO0,

B e R S ¥

-
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To dipress for a morent, I should point out that much of the

carly empirical 1iterature on intﬁfﬂﬁﬁiﬁﬂal*ﬁ:pital flows suffercd from

*.

a lack of fomiliarity with contemporary trends 3n monctary theory, aad hence

promincntly featured & confuscd debate on fstocks versus flows.'

ey.ample, many studies regressed cepi.tal flows on levels of interest

yates and other variables such as the jevel of trade flows.

cation of thesc cquations took the basic Zoim:

(3) bFi =£(T{1‘R2""’Xl’l..)

- . .

where Ry, Ros cte. were the jevels of nominal jnterest rates and X might

Tor

P s -

.
.

The specifi-

pbe the flow of imports or exports. This so-called "flow theory'" had ne

. theoretical justification vhen carefully examined., 1€ jmplied that de-

sircd equilibrium stocxs of assclts oY 1isbslities depend on the sum :

(integral) of the current zné 211 past values of the relevant return .

variables, and thus that clasticities <rith rTespect to these returns 2re

1/

snfsnite.” Similaw difficulties arose fyom the assumed dependence of capi-

tal flows (that is, changes in stocks) on the flow, rather then changes in

. 3

the flow, of imports or experis.

1./ Examples of cquaticons ¥
Kenen (19625 sce als
Laffer (1987), Avaede ( ,

. (1962) was also unclear on th
wany of the theoretical ¢
1jteraturce, waeve capital 1
yates, Conments o Liris

.

CL willett and Fowte Qe&T

ssue. A similax problen

cua were made a function of !
¢

®
(8]
-
2

~7

, wud Dransen (1970).

SR L

this incorrect specification were reported BY
), Pouwric (1964%), Rhomberg (1964),
), ilawkins (1L968), and -Prachowny (1959). Lell

Stein (1967)’

was prevalent in

i
Jutjons to the intcrnul-cxtcrnnl—imbalnucc

e level of intcyv

1 vs. flows controversy include lle

adershott (:

NP WAL gy
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An alternative "stock thcory"’cﬁploycd su the earlicr
1iterature did not suffer from the scxious theoretical dcfects of

(3), but was ctill.incomplete. In this latter c25€, capi.tal flows

vexe rcgrcsscd on changes in the levels of intexrest retes and, for ’

. T e e
exemple, chinges sn trade £lows: : ) T,
(Z}) . b ?3'. = g( [’ll’\l > 1.3:"\7‘ s * « > [)Xl g o ¢ ¢ ) .

- \

This forrulation-can be snterpreted &s approxim:ting the existing-
4

. . A
stock responses, but it disregarnds the continuing-flow cffects,l/

. On theoretical grounds, therefore, the specification sn (2) above

is clcarly.préierablc o either (3) or (). .

. There is one further jrporctant zadition thut ONC must

"make to the preccding'gcneral descyiption of the nounticlio gpproacb.

_Responses to clienges in the variebles deternining casired demand/supply'

aye typically not irmedizate. Thercfcre & coaplete theoratical fraxe=

P

work requires the specification of & relationship “yotween snovi- and
. hd . - i

o
o

wnenTs, Wasle Zenend/

sJe
)

et
RYSERS

long-run desired holéings of the rinancial

. . s B - .l
supply in the shoxrt run == Fy o - is expressed &8 @ finction of cur-

rent and legsed values of all she determinents of long-run desired

ﬁoldings.g/ T ' ' . .

-

1952) Tscimatced cquations of this so-zalled nggock! form.
Pranson's carly work (1568) also employed spacifications of this
.. type.
_g/ Pranson (]958) was armong the first to jnchrporate &N awarcness
7 of thie idmportancd of Yagsed yYesponses into cwmpivical yasecarcn ¢
capi.tal Llowis, Sue also liendersnott (1567).

.
0 ) .
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Such, in the erOFCfL of tcmms,  are 1he +heoretical uader-

" pinnings of the portfolio appuoach Lo capital flo“s 1/ Yow faith-

fully 3s this framework dwmplemented in actual empirical regearch?
! . ' - .
: There are scvexal smportant respects, T am afraid, in

. — el

\hich all of us who have been working in this arca tend to be
cheating vhen we claim to be applying a Markowitz~Tobin type of

¢S

e

theory to international capital flows. Tor canec  thing, many stud

arc cibarrassingly sloppy in defining \»1ich deci.sion-making units

———

are cctually beirng studied and what their aggregate talance shecets
lonh 13ke., In pllﬂtlple, studics dealing with changes in assets

and 13?b;11L1cq that are lntcrv ational rap*?al flows &re CONCCL=

, %
gyoting on 3 suuscl of the Uy £ov gome partidiilay aggresste ol
. . 2 C :
écononte onits.™ - In many cases beczuse cuthors haive not even
P4

thought their way through the problems at a conceptusl level,
readers of the literature on capital flows encounter difficulty in
Geteraining vho these trans .actors are, let alone what other assets

"or lisbilitics they hold in their portfolics. There are egregious

Yor mere ccta 2ilcd discussions o£ thiis LhcoxcLlcal framewvork
and itis applicebility to cnpirical resca rch, sece for example
o pryant and Hondarshott (1“70),‘ sranson and il (1971), and
: Miller and Wiitian {(1970a).

@/ 4o continue the cxzmnle given in Teble 1 abovc, Pryant and

T Olendevrshott (1910, )910) wore concentrating on changes in
¢the variable Bus, hggr~~"Lcd over all Japanesc