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1.  Introduction 

The economic mantra of the 1990s, taught by leading economists and institutions 
alike, was financial openness and capital account convertibility. The echoes are now 
dying out after the East Asian crisis and the popular approach prevailing is to go in 
for a kind of tempered financial liberalization where the flood ports are thrown open 
only after the domestic economy has been put through the paces of internal financial 
reforms and judicial prudential regulations. 



The point being held aloft is that there are benefits, but also costs associated with 
financial globalization, and that the costs for the individual economy diminish if the 
ground is well-prepared prior to opening up.  

. . . 

2. Financial Openness and Integration: Concepts and Indices  

Le (2000) makes a clear distinction between these concepts of financial 
liberalization, which seems eminently reasonable, though some may argue that it is 
all a question of terminology. To begin with, it can be reaffirmed that opening up for 
international capital flows need not always lead to equalization of domestic and 
international interest rates, adjusted for expected exchange rate depreciation. The 
interest rate differential, which may persist after opening up, gives an indication of 
the degree of financial integration. With less than perfect integration, interest rate 
parity will not hold.  

As Le (2000) has pointed out, for the purpose of international comparison - of the 
degree of financial integration - another familiar index, the Feldstein-Horioka (FE-
HO) Index, may also be used. This index is used in the tests described in the next 
section. Increased integration will mean that domestic investment is no longer 
constrained by the level of domestic saving. This implies that the FE-HO Index or 
Coefficient, obtained by regressing investment on saving, is representative of the 
level of integration. 

The FE-HO coefficient, as is well-known, requires that the country’s real interest 
rate ‘r’ be tied to the world real rate ‘r*’ as follows: 

r – r* = 0                                                                                                      (1) 

. . . 

Table 1: Indices of Financial Openness and Financial Integration 

Country FOP A FOP B FE-HO Index 

Argentina 1.78 2.06 0.25*** 

Brazil  1.19 0.74 0.007 



. . . 

Notes 

1. Bala Batavia is Professor of Economics at DePaul University, Parameswar 
Nandakumar is Professor of Economics at Indian Institute of Management, and 
Cheick Wagué is Professor of Economics at South Stockholm University. Comments 
from seminar participants at the Sodetorn University of Stockholm, and from Brenda 
Spotton Visano are gratefully acknowledged. Corresponding author: Bala Batavia, 
DePaul University, Chicago, Illinois 60604-2287, bbatavia@depaul.edu 
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