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1. INTRODUCTION

The increasing globdization of capital markets is widdly regarded as a unique opportunity for poor
economies to accelerate their rate of growth by accessing financia resources, and thus to reduce
poverty by generating new jobs and providing fisca resources for human development (World Bank

1997). Since the mid-1980s developing countries have, in consequence, embarked
on an unprecedented unilateral liberalization of their investment regimes - including

that for portfolio investment by non-residents. They have attempted to construct a strong
business environment based on market growth, solvent financid systems, working infrastructure, and
laws and regulations that are fairly enforced.

AsTable 1 indicates, portfolio investment has accounted for about one haf of net private capitd flows
to ‘emerging markets (that is, developing and trangtion countries) during the 1990s. Portfolio
investment is effected by purchases of bonds and equitiesissued by companies and governments. Bonds
aremainly issued on internationa markets, while equities are mainly purchased by foreign investors on
domestic markets. However, large domestic corporationsin developing countries are increasingly issuing
international depository receipts or gaining ligtings on magor sock markets, while foreign investors
increasingly purchase bonds (particularly government paper) issued on domestic markets. In terms of
the relative sability of the three categories of private flows, it is evident that direct (ie intra-firm)
investment is the more stable, while bank lending (‘ other net invesment’ in Table 1) isthe most ungtable
asit can and does become strongly negative (UNCTAD, 1998d).

Table 1 Emerging Market Economies. Net Capital Flows
(US$Billion)

1991 | 1992 | 1993 | 1994 | 1995 | 1996 1997 | 1998

Net private capital flows 123.8 | 119.3| 1819 | 152.6| 193.3| 2121 | 1491 64.3

Net direct investment 31.3| 355 56.8| 827 97.0| 1159 | 142.7| 1310

Net portfolio investment 36.9( 51.1| 113.6| 105.6 41.2 80.8 66.8 36.7

Other net investment 55.6 | 32.7 115| -35.8 55.0 154 | -60.4| -103.4
Net official flows 36.5 22.3 20.1 1.8 26.1 -0.8 24.4 41.7
Change in reserves -61.5| -51.9( -759| -66.7| -120.2| -109.1| -61.2| -34.7
Current account balance -85.1| -75.6| -116.0( -720| -91.0| -91.8| -87.1| -59.2

Source: IMF (1999)

Opinions differ widely asto the origins of the evident volatility of exchange rates and capitd flows, and
the proper means of gahilizing them. Nonethe less, concern is growing that the impact of the volatility
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in short-term capitd flows on deveoping countries is ddeterious dueto its effect on red exchange rates,
domedtic interest rates, asset vaues and domestic credit levels. Nationd authorities are frequently
forced to undertake sudden shiftsin fiscal and monetary policy in order to offset such shocks, while
international intitutions become even further involved in palicy conditionaity and last-resort lending.*

The rgpid growth of portfolio investment in terms of capital flows across frontiers, is primarily due to
the securitization of capitd flows and the inditutiondization of savingsin industrid countries (UNCTAD,
1998c). None the less, new equity issues (as opposed to secondary trading) are not very significant
as Table 2 indicates. Between 1996 and 1998, equity issues accounted for only 8 percent of gross
private financing to emerging market economies. Rather it is bond issues - by corporations and
governments - which account for most of the new market. In consequence, the effect of portfolio flows
is fdt manly through their impact on the liquidity of loca capitd markets rather than directly on the
management of local corporations (UNCTAD, 1998d).

Table 2: GrossPrivate Financing to Emerging M ar ket Economies

1996 1997 1998

Total gross private financing 2184 286.1 148.8
Bond issues 101.9 128.1 77.7
Other fixed income 9.4 10.0 0.5
Loan commitments 90.7 123.2 60.7
Equity issues 16.4 24.8 9.9

Source: IMF (1999)

This concern about the impact of short-term capita movements clearly goes beyond the traditiona
concerns with systemic risk in the financid system arising from the differing maturity of assets and
lighilities and the consequences of uncertain expectations being transmitted from one ingtitution or
market to others (‘contagion’). The ‘real economy’ - that is production, investment, wages, socia
services and so on - can be negatively affected by capital surges.

Failure to meet the standards required by foreign investors can be pendized by lower investment and
growth as capita resources move e sewhere. leading to the danger of marginaization of those groups
or nations not able to compete efficiently due to lack of resources, ills or ingtitutions (UNRISD,

! In this context, the IMF (1999) forecast that net portfolio flowswill be aslow as US$ 9 billion in 1999
appears realistic but worrying; while the somewhat optimistic projection of arecovery to US $ 44 billion in 2000
implies yet another massive capital surge with all the attendant problems discussed in this paper.
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1995). Moreover, there are good reasons to believe that financia markets are inherently unstable, and
have higoricaly required strong indtitutions to control them (Kindelberger, 1996). Thus a condderable
degree of intervention is probablly required in order to ensure an orderly market in portfolio flows and
to ensure that these flows support sustainable development.

In consequence, it is not surprising thet there isincreasing interest in the regulation of portfolio flowsin
developing countries, controls that have only been lifted in recent decades by developed countries
themselves (UNCTAD, 1998a). In Section 2 the causes and consequences of the volatility of short
term capitd flowsin generd and foreign portfolio investment (FPI) in particular are examined. Section
3 discusses measures to control volatility based on ‘price measures, particularly taxes, which act by
changing the incentives to market participants on the one hand, and ‘ quantity’ measures, which are
adminigrative in nature - including exchange controls and borrowing restrictions - on the other. In
Section 4 these two forms of capitd controls are compared with the use of monetary policy instruments
to stabilize capita flows. Section 5 addresses the relationship between domestic policy measures and
internationd financia arrangements. Section 6 concludes with some tentative recommendations for the
parameters of policy design.
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2. CAUSES AND CONSEQUENCES OF THE VOLATILITY OF FOREIGN PORTFOLIO
INVESTMENT FLOWS IN DEVELOPING COUNTRIES

Systemic characteristics of flows towards emerging markets

The theoretica case for liberdising international capita flowsis based on four principles.  Firg, free
cgpitd movements can fadilitate amore efficient alocation of savings, channeling resources to countries
where they can be used most productively, and thereby increasing growth and welfare. Second, access
to foreign capita markets may enable investors to achieve a higher degree of portfolio diversfication,
dlowing them to obtain higher returns. Third, full convertibility for cgpital account transactions may
complement the multilatera trading system, broadening the channd s through which countries can obtain
trade and investment finance. Fourth, more generdly, by subjecting governments to greater market
discipline and pendisng unsound monetary and fiscd policies, liberdisstion may improve
macroeconomic performance.

However, globa capitd markets are characterized by asymmetric and incomplete information. The
increasing internationa exposure of both equity funds in indudtrid countries and financid systemsin
emerging market economies, has not been accompanied by a corresponding depth of information about
the true value of the assets and ligbilities. The speed and scde of shock  transmission between markets
has increased enormoudy due to technologica advancesin trading and settlement, which forces traders
to act without knowledge of wider price movements, exacerbating fluctuations. There are dso
subgtantid agency problems for bank lenders and portfolio investors. Unlike multinationa corporations
involved in direct foreign investment, they can exercise little direct control over the asset acquired and
thus cannot protect its market vaue. Banks can count on the internationd financid inditutions to protect
their interests to some extent, but as funds cannot count upon protection of asset value?, the logical
response is to avoid assets which cannot be rapidly sold if things go wrong.

% Bail-outs can, of course, stabilize currencies (albeit at new lower levels) but unlike banks with a
contractual right to the nominal values of their loans, portfolio investors have no such guarantee.
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These information and agency problems lead logically to the two main characterigtics of short-term
investment in emerging markets® Firg, internationa portfolio investors and bank lenders seek liquidity
and use ‘quick exit’ as ameans of containing downside risk. In consequence, indicators such asthe
‘quick ratio’ of a country’s short-term foreign liabilities to centra bank reserves become criticd to
market stability, and can easlly trigger self-fulfilling runs on a currency. Second, fund managers control
risk not by seeking more information or control, but by portfolio diversfication based on an assumed
lack of covariance between emerging market indices. The competition between funds for dients® drives
them towards seeking high-yidd, high-risk markets, but by the same token leads them to make frequent
margina adjusmentsto their portfolios.

High-risk emerging market assats with high returns have a postive attraction for globd portfolio
investors because the riskiness of their overdl portfolio is considerably reduced by the low covariance
between regiond markets, but this does not prevent fund managers from switching frequently between
marketsin atempt to maximise short-term profitability. Although capitd movements towards ‘ emerging
markets should depend upon ‘fundamenta vauation efficiency’ on the part of internationd portfolio
managers in assessing future income streams; because thisis very difficult in practice and reliesto a grest
extent on observing the behaviour of other investors, so that in practice misdlocation is widespread and
sudden corrections are frequent (Tobin, 1984).

The volaility of portfolio flows thus cannot be atributed to investor irrationdity or even to * peculation’
except in the technica sense of internationa or intertempora arbitrage (Hirschliefer and Riley, 1992).
Rather it is the scde of these flows in relation to the size of the domestic capital market - in terms of
both the proportion of the domestic capitd stock that is effectively ‘on the market’ and the size of the

® Annual fluctuationsin flows conventionally regarded as ‘long term’ such as foreign direct investment
(FDI) and sovereign debt issues may also reflect short-term liquidity considerations. However, they are not
considered here because, the stock of such capital cannot be readily sold by non-residents to residents through
the domestic capital market in the short run and thus the same destabilizing consequences for the domestic
economy do not occur.

* Because depositorsin (say) pension funds cannot know the eventual value of the asset acquired when
they retire, they can only rely on the current return on the fund in question: this encourages short-termism by
fund managersin order to gain market share. The bias which is exacerbated by the system of bonuses asaform
of remuneration which can only range between zero and (large) positive sums, thus placing a high option value
on risk-taking.
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loca market in rdation to the internationd market in which the non-resdent investors operate - and the
high covariance between asset prices within a given developing economy or even region, which renders
them problematic (UNCTAD, 1998d).

Shifts in international portfolio composition usudly correspond to changes in perceptions of country
solvency by internationd investors rather than to variaions in underlying asset vaue. Because of the
asymmetry between borrowers and lenders (emerging market assets form a relatively smal part of
savers portfoliosin developed countries, but alarge part of firms and banks' liabilities in developing
countries) margind shiftsin lenders positions tend to destabilize borrowers liquidity.® These surges
are worsened by herding behaviour due to mean variance portfolio optimisation as the market moves
in a process of ‘contagion’ (IMF, 1999). As opportunities for diversfication increase, the impact of
news on the dlocation of fundsin a single country, relative to initid alocations, grows without bounds
resuiting in amassive outflows further threstening finandid gtability.® Therefore prudentia regulation may
be needed of globa lenders as much as of globa borrowers.

Capital Market Sability in Open Developing Economies

Financid sysems exist in order to facilitate the alocation of resources across space and time, in an
environment of uncertainty and transaction costs (Levine, 1997). In generd it is expected that the
integration of sock markets internationdly would reduce their volatility because of the portfolio
diversfication and increased liquidity and trangparency of information this provides (Atje and Jovanovic,
1993; Korgjczyck, 1996). It is frequently argued (eg Levine, 1991) that the ability to trade corporate
securities should help to fund long-term projects, reducing agents' productivity risks and increasing their
liquidity; and a Smilar argument is extended to developing countries ( Bencivenga, Smith and Starr,
1996). The sdection and monitoring functions of financid markets are basicaly concerned with
providing and processing information; but asinformation isimperfect, financid markets are characterized
by market failure and imperfections (Stiglitz, 1994); indeed stock markets can have a negetive effect
on growth if these markets are subject to excess volatility (De Long et d, 1989).

While resdent finandid investors evidently behave differently from non-resdents, much of this difference
arises from their repective portfolio compostions - resdent investors have a much greeter weighting
of loca assets (‘home bias)) - which leads to a different response to sovereign risk (Halwood and
MacDondd, 1994). Accessto information and control over investment outcomes dso seems to differ
between resdents and non-residents, dthough here distinction may well be between large and small

® Financial liberalization in an economy such as Mexico meant not only that half of all Mexican equity
and bond trade takes place on US stock markets, but also that the entire domestic money supply is- in effect - a
contingent foreign exchange claim on the central bank because all peso securities can be converted into dollars
on demand.

® Even if information on the return (or risk) on a particular asset can be acquired at a cost, the benefit
from this knowledge eventually declines as the opportunities for diversification increase, causing massive
information problems as investors have no incentive to search for information since they are shielded by
diversification opportunities and liquidity.
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investors rather than their location. Moreover, asthe result of decades of overseas asset acquigition by
domestic wedth-holders (‘ capitd flight') not only do their portfolios have a large foreign-exchange
denominated component, but dso much of what gppearsto be ‘foreign’ portfolio investment inflowsis
often in fact the reduction of externd asset postions by domestic investors (‘ repatriation of flight

capita’).

The changes in the short-term asset holdings of non-residents are to aconsderable extent exogenous
to fluctuations in the real economy - output, investment, employment and wages. It iswidely agreed
that the larger part of the fluctuations in short-term capita flows to any one developing country are
caused by changes in globa capita markets (Cavo, Leiderman and Reinhart, 1993;IMF, 1997).
Moreover financid markets - particularly in developing countries - are supply-constrained (Stiglitz &
Weiss, 1992) 0 that they are in stable disequilibrium with adjustments determined by creditors rather
than debtors because demand isin effect infinitdy dagtic at the equilibrium interest rate. In consequence,
changes in the asset demand pattern (reflecting internationa portfolio composition) of non-resident
investors, rather than the supply of liabilities by resdents, can be taken as the immediate cause of short
term capita flows.

The conventiond view of the effect of capitd flowsin the policy literature derives from the presumed
mechanics of the ‘ debt cycle . Externd savings (ie the acquisition of domestic financid assets by non-
residents) raise domestic fixed capital formation and provide foreign exchange, and thus potentid output
expands. Subsequently, domestic  saving rises too, which eventualy permits the debt to be repaid
through an increased domestic surplus available to the debtor through increased tax yidds (if public) or
company profits (if private). Smultaneoudy, the excess of new saving over new investment should be
reflected in an increased surplus (or reduced deficit) on the current account of the balance of payments,
which provides the foreign exchange reqguired to complete the cyde.”

Apat from the longer-term effects on saving and investment, portfolio capitd inflows are generdly

" These relationships are reflected in the * accumul ation balance’ - the national accounting identity which
relates the savings of the public sector (S;) and the private sector (S;) and investment in the two sectors(lg, 1)
on the one hand, and the changes in the short-term asset position of non-residents(A), long-term external debt
and foreign investment stocks (D) and the level of reserves(R) on the other - which must hold ex-post at all
times.
Install Equation Editor and double-
click hereto view equation.

Public saving depends on fiscal revenue (T) and current expenditure (G), while private savings are disposable
income (Y - T) less consumption (C) so we have

Install Equation Editor and double-

click hereto view equation.

Thusif short term liabilities (A) rise ex-ante and the other capital account items (D, R) are given, then one of the
left hand side variables must adjust ex-post: the key issue in evaluating the effect of short-term capital flowsisto
determine which variable or variables do adjust, and what the consequences of this adjustment are. In effect, if
the debt cycleisto end virtuously, this adjustment must involve increased rates of investment. Specifically: (i)
capital inflows should increase investment rather than consumption (di/dA > dC/dA); (ii) the resulting
investment should be efficient in the sense of leading to factor productivity growth (dY/dA > 1); (iii) investment
must be in tradables to create the required trade surplus(dX/dA > dM/dA); (iv) and marginal savings rates must
exceed the average (dSdY > ).
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regarded as being expansve in the sense of increasing domestic adsorption, unless they are fully
sterilized by increasing reserves® Thus the orthodox policy response to short-term capitd flows is
basad on the need to maintain an externd account target reflected in the maintenance of a minimum and
maximum reserves level. For indance, in the IMF ‘monetary programming mode’ (Khan and Hug,
1990), an autonomous inflow of capitd will permit the government to rdax monetary policy and increese
growth; a subsequent outflow would lead to the opposite policy. However, this expansive processis
not the same as an autonomous rise in government expenditure (or even an export-led boom) because
to creste a flow the portfolio investment asset must have been acquired from (or sold to) a domestic
agent and much depends upon that domestic agent’s consegquent response - to consume, invest or
acquire externa assets in the case of private agents, or to spend, invest or reduce debt in the case of
governmert.

Short-term capitd inflows often lead to an unsustainable gppreciation of the exchange rate, which
prevents export promotion and generates an import boom, while the expansion of dometic credit tends
to result in unssfe loans a low rates of interest in the expectation of rgpid growth in not only income but
also asst prices. The subsequent outflow usualy forces cutbacks in domestic adsorption to restore
externd badance, which lead in turn to afdl in current output levels. Fragile financid inditutions then
often collapse under the pressure of bad debts and the fal of asset prices as interest rates rise and
domestic activity declines (Rojas-Suarez and Weisbrod, 1994).

Savings, Investment, Macroeconomic Volatility and Capital Surges

8 and Rrespectively in the previous footnote.
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It had been expected that financid liberdization would raise savings (World Bank, 1997), but in fact
this has not been the case. There isin fact a strong subgtitution observed between externa and
domestic savings - with an dadticity of about 0.5 (Edwards 1995; Masson, Bayoumi & Samiel, 1995).
Turner (1996) shows that in the firgt haf of the 1990s, private portfolio capital flows made the link
between externd savings and domestic investment more indirect, which has enhanced the likelihood of
externa savings being used to finance consumption rather than investment because consumers and
financid markets react more rapidly to the relaxation of liquidity condraints as compared to red
investment. Short capita inflows gppear to foster consumption through two channels. Firdt, the postive
wedth effect generated by the increase in asset prices and red exchange rate appreciaion leads wedth
holders.® Second through credit boom they bring about as portfolio asset purchases from residents
increase bank liquidity and thus consumer credit in the wake of financid liberdization.

Moreover, interest ratesin smal open economies exposed to the internationa capita market are not
determined by the margina productivity of capita or the intersection of the investment and savings
schedules as textbook theory indicates. Rather the domestic interest rate (i) is determined by the
internationd interest rate (is), the expected depreciation of the exchange rate (E. - E) and the country

i= i$+(Ee'E)/E+ r

risk proper (r):

Of these three terms, the firg is clearly exogenous and fluctuates congderably in the short term; the
second depends nat only on the current macroeconomic policy of the government but aso on expected
palicy in the future and fluctuationsin other currencies; and above dl, the third term depends on foreign
investors perceptions of the country in the context of changing circumstances in the region and the
world asawhole - and is the factor which determines the lack of subgtitutability between asset classes.
The domestic interest rate is thus a consegquence of much the same domestic and externd factors that
determine short-term capitd flows, rather than acting as a domedtic capitd market clearing mechanism.

° And also wage-earners as an appreciating real exchange rate corresponds to arising real wage rate
(and vice versa) - see FitzGerald (1999c).
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Portfalio flows thus mainly affect domestic capitd market liquidity. There are four macroeconomic
consequences of exogenous changes in short-term capital flows (FitzGerald, 1999c).° First themain
direct transmission effects on the red economy are through variaionsin funds avallable to firmsand in
the demand for government bonds, while the main indirect effects are through variations in the red
exchange rate and the level of economic activity. Second, the impact on the fiscal sector ismainly seen
in sudden shifts in the perceived solvency of the public sector, and thus upon the level of debt believed
by foreign investors to be sugtainable; the effect of these fluctuationsis fet in volatile levels of public
investment, which reduce the efficiency of public provison of infrastructure and socid services. Third,
the impact on the firms sector is mainly through the supply of working capitd, which generates
asymmetric responsesin terms of investment and output due to the impact on firms' baance sheets, the
volatility of expected profits resulting from this has a strong depressive effect on private investmen.
Fourth, the impact on the household sector isthe result of the employment and wage effects; these occur
both directly through firms' response to short term capita flows, and as aresult of the consequences
of fiscd ingability; and aso indirectly through the effects of real exchange rate variaions on red wages
and aggregate employment levels.

The most damaging effect of volatile short-term capitd flows is on private fixed investment, and thus
on the growth of employment and productivity in the longer run. Thisis derived from the effect of this
voldaility on the expectations of firms about the profitability of investment through the impact of
macroeconomic variables such as the red exchange rate and interest rates. Mot investment
expenditures are largely irreversible - sunk cogts that cannot be recovered if market conditions turn out
to be worse than expected. Asfirms™ can delay invesments until moreinformation arrives, there exists
an opportunity cogt of investing now rather than waiting. In consequence, the vaue of a unit of
investment must exceed the purchase and ingdlation cost, by an amount equa to the value of keeping
the investment option dive - which will increase exponentidly with the level of uncertainty (Dixit and

Findyck , 1994). In consequence, if the god of macroeconomic policy isto simulate investment (and
thus growth), macroeconomic ahility and credibility may be much more important then particular leves
of taxes or profit rates (Findyck and Solimano, 1993). Thesefindings apply a fortiori to the Situation
where short-term cgpital surges require aorupt compensatory movementsin fiscd and monetary stances.

19 By adapting the credit-constrained macroeconomic model in Blinder (1987) to the open developing
economy with exogenous short-term capital inflows and outflows.

" Moreover, firms are not in fact a homogeneous group in LDCs, and in practice react in quite different
ways to similar macroeconomic shocks (FitzGerald, 1995). The affiliates of multinational corporations will not face
the same liquidity constraints aslocal firms asthey can alwaysrely on their headquarters as 'lender of last resort’,
or raise credit from international banks with the international assets of the corporation asimplicit collateral. Large
domestic firms - often organized as 'groups - have preferential accessto bank credit at any one time (frequently a
bank within the group) and thus should suffer less from capital market fluctuations. Indeed it is often the case
that banks are vulnerable to the non-financial firmsin the group rather than the other way around. In contrast,
independent domestic firms are the most vulnerable to shiftsin bank credit. Small enterprises outside the formal
credit system are also vulnerabl e to the business cycle because they rely on sub-contracts from larger firms or
the expenditure of wages by their employees.



3. THE EXPERIENCE OF CAPITAL CONTROLS

Capital controls

Recent financid market turmoil has prompted new interest in cgpita controls because emerging markets
are adopting a more sceptica attitude towards short-term externd finance in the wake of the crigs in
East Ada. Article VIII of the IMFs Articles of Agreement only requires member countries to avoid
imposing restrictions on current account transactions, such as those related to trade in goods and
services and the remittance of profits and dividends. Nonetheless, the IMF policy-making Interim
Committee agreed in September 1997 that full convertibility for capital account transactions should be
the ultimate objective for al Fund members. The IMF staff were ingtructed to draw up an amendment
to the Articles of Agreement that would make the orderly liberdisation of capital account transactions
one of the Fund's central purposes.

Severa developed countries (including France, Spain and Italy) have in the comparatively recent past
resorted to controls on the inflow or outflow of capital as atemporary expedient to stabilise domestic
financid markets. Capita controls have distortionary consequences and may be used as a pretext to
relax macroeconomic discipling aswdl| as discriminating againg foreign investors in practice - athough
thisis not necessarily so in principle as domestic holders of overseas assets may aso be condrained in
their operations by such controls. Nonetheless, where domestic capital markets are imperfect and
systems for financid supervision are not robugt, there may be a strong case for not liberalisng capita
account transactions fully until these problems have been addressed (Eichengreen and Mussa, 1998).

The design of capital controls

The focus of this paper ison preventive controls - that is, on capitd inflows; and specificaly those with
a temporary horizon. These seek to both limit the extent of capita inflows and to restructure their
maturity. In this sense, capital controls are permitted under the IMF Articles of Agreement - specificaly
Article VI, Section 3. Most IMF members, most developing countries but aso industriad ones, have
imposed some capital account controls since WWII. Such controls are imposed with the objectives of
limiting the acquigition of foreign assets by domestic resdents and moderating or diminating short-term
speculative capitd flows during and after abaance of payments criss. The controls may bein theform
of atax on capitd inflows (Brazil, Chile, Colombia and Thailand) or quantitative restrictions on capita
inflows (Czech Republic and Mdaysia) including prudential measures directed a the domestic banking
sector.

Leaving aside' direct invesiment and redl estate transactions on the one hand, and credit operations and
provisions specific to commercia banks on the other; the types of portfolio investment transactions

12 And also excluding in practice personal capital movements (deposits, loans, gifts, endowments,
inheritances and | egacies) to residents from non-residents (inflows) and by residents to nonresidents (outflows)
aswell as capital transactions by immigrants (such as settlement of debts).
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possibly subject to controls are: shares or other securities of a participating nature; bonds or other debt
securities; money market insruments; collective investment securities; derivatives and other ingtruments.

Indl five categories there are possible inflows (purchase locdly by nonresidents or sde or issue abroad
by resdents) and outflows (sale or issue by nonresidents, or purchase abroad by residents) to be
consdered. In addition there may be provisons specific to inditutiond investors, typicaly restricting
their ability to invest abroad.*®

3 For adetailed survey of regulations concerning foreign portfolio investment in emerging markets, see
UNCTAD (1998d), Appendix II.
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Capita control measures on these transactions can be divided into three broad categories. price-based,
quantity based and regulatory. Price-based measures reduce the interest rate differentia between
domestic and foreign assets by lowering the rate of return on an asset for any leve of risk. Thiswould
induce investors to redlocate their portfolios avay from that asset on the familiar mean-variance
criterion. On capitd inflows thiswould include atax rate on interest paymentsin the locd currency, and
entry tax (or Samp duty) on the investment in loca currency or a tax on foreign debt issuance by
domestic residents.  All these taxes can be structured to depend on the maturity of the investment.**
Keynes origind argument for atransaction tax to lengthen horizons, and may be relevant for emerging
markets (Dornbusch, 1996, 1997).

Quantity based capitd control measures on portfolio cagpitd inflows usudly take the form

of limits on the amount of foreign funds that can be invested in local currency.™® In contrast to price-
basad (ie tax) measures, the objective of quantitative capita controlsis not to ater the return properties
of loca assets but rather to regulate the amount of foreign funds that can access these assets. In other
words, non-residents portfolios are dtered by asset rationing rather than by dtering the mean-variance
characterigtics.

Quantitative redtrictions have typicdly involved limitations on externa assat and liability postions of
domedtic financid inditutions (especidly banks); on the domestic operations of foreign financid
indtitutions; on the externa portfolios, rea estate holdings or direct investment of nonbank residents.
Measures implemented have included prudentia limits or prohibitions on non-traded related swap
activities, off-shore borrowing, banks net foreign exchange postions (Czech Republic, Indonesia,

¥ Examplesinclude: the 4 percent interest tax and 1.2 percent stamp duty in Chile (1991); the 1 percent
tax of stock market purchases by foreigners, 9 percent tax on foreign purchases of bonds, and 7 percent tax on
theissuance of fixed-income securities abroad in Brazil (1994); and the 0.25 percent fee for certain foreign
exchange transactionsin the Czech Republic (1995).

> The case for such atax is set out in ul Hag et al (1996). The reasons why it would not in fact reduce
volatility are set out in Arestis and Sawyer (1998).

16 Examplesinclude: the ban on foreign purchases of money-market instrumentsin Malaysia (1994),
limits on short-term securities sales abroad in the Czech Republic (1995); restrictions on the types of securities
that can be owned by non-residents in Korea and China; and the restrictions on the use of proceeds from the
issuance of Global Depositary Receiptsin India (1995).
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Maaysia, Philippines, Thailand), caps on banks foreign currency ligbilities (Mexico) and even broad
measures to prohibit resdents from sdling short term money market insruments to foreigners
(Mdaysia). Often the type of instrument to be used is controlled rather than the volume - such as
regtricting the ability of domestic borrowers to issue bonds on international markets.

The advantage of price-based controlsisthat they can be built into the investors' risk-return caculaions
and are credible insofar as they are backed by a sound legidative and lega framework. Ther
disadvantage is that they represent arelatively weak brake on large capita surgesin response sudden
changes in expected returns - where the tax payable on short stays may be very smal compared to the
gains (or loses) to nonresident investors from changing their portfolio composition rapidly.

The difficulty with quantitative restrictionsis thet they are subject to adminidrative discretion and thus
investors cannot build their codts into their portfolio caculation. Their scope and application will be
uncertain, introducing an unknown dement of investor risk, and amplifying the opportunities for
corruption. In addition, the ability of even honest adminigtrators to keep up with new forms of
derivativesis limited.

Regulatory capita control measures attempt to combine the effects of price-based and quantity-based
measures.'” They involve the obligatory deposit of a proportion of portfolio purchasesin local cash or
government paper, and thus reduce the liquidity of the investor during the time period of the measure
and cogt her the yidd difference. In consequence, they are more ‘ market-friendly’ than quantitative
redrictions. Although they do not generate explicit tax revenues, these measures can discriminate
effectively between potentid foreign investors according to ther attitude to risk and thus encourage
longer-term equity or bond holdings.

Circumvention of Capital Controls

It gppears that the effectiveness of contrals is inevitably temporary because private operators will
inevitably find waysto evade controlsif thereis sufficient incentive, if only by traditional methods such
asthe over- (or under-) invoicing of current account transactions, which are usudly left uncontrolled due
to internationd trade commitments. The congtruction of derivatives can generate ‘ synthetic sdes on
even long-term investments, while equity and long-term bonds can have reasonably liquid secondary
markets - increasingly offshore.

In principle, the adoption of any measures amed a preventing capitd flows from enforcing the interest
parity condition immediately introduces an incentive for circumvention (Dooley et d, 1996). Whether
this occurs depends upon the fixed, variable and penaty components of circumvention. The fixed cost
refers to finding loopholes in the legidation and congtructing appropriate financid instruments to take
advantage of them, which becomes easier with financia market sophigtication (if only off-shore) and in

! Notable examplesinclude: the 30 percent reserve requirement with a minimum maintenance-period of
one year for financial investment by nonresidentsin Chile (1992); the 100 percent reserve requirement for
commercial banks against nonresident depositsin Malaysia (1994); and the 30 percent position limit against short
open currency positions with nonresidentsin the Czech Republic (1995).
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any cae is a one-off cost which can become in effect a public good. The variable cost refersto the
adminigrative expenses and yidd losses involved in continued circumvention and varies with the volume
of transactions; it is particularly high in the case of prudentia measures. The pendty component reflects
not only the respective fine but aso the risk of punishment and the reputational consequences of
conviction.

Insofar as al these costs can be reduced to an equivaent tax, and that tax can be administered
trangparently with consderable wefare benefits in terms of public revenues, thiswould seem to be an
argument for price-based controls. However, it should be noted that dthough the foreign investor may
gppear to pay these taxes (or their equivaent) in thefirgt ingtance, in aglobaly rationed capita market
it isthe domestic recipient who will end up carrying the cost of the controls so as to provide the extra
return external investors need if they are not to take their capital € sewhere.

In particular, the use of non-deliverable forward (NDF) and non-deliverable swap contracts (NDS) can
be used to overcome quantitative restrictions'® - including currency non-convertibility. NDF markets
arefound in Brazil, Ching, India, Koreg, the Philippines, Poland, Russia, Taiwan and Vietnam as well
asin the Middle East. NDF and NDS contracts are off-shore transactions which require no ddivery
of the national amounts of each currency a maturity: settlement takes place for the difference between
the forward rate and the spot rate at maturity, funding congtraints being avoided by payment of the
differencein amgjor foreign currency.™ They are commonly used to circumvent restrictions on forward
markets but aso to avoid entry taxes.

In consequence, controls may need to be wide-ranging in order to ensure their effectiveness and that
controls on inflows than on outflows - where there may be a greater degree of uncertainty involved.
Policiesto raise the cogt of circumvention include measures such as broadening the coverage of controls
(eg to cover “‘speculative FDI' in the case of Chile), stricter monitoring and enforcement and increased
pendties for circumvention.

Evaluating Capital Control Regimes

The criteriafor evaduating the effectiveness of a capitd control regime are unclear. One gpproach isto
measure the divergence of key variables (such as interest rates) between countries with and without
controls. Another isto assess the government’ s ability to pursue an independent macroeconomic policy
indefinitely. In ether case it is unclear what sSze of yidd differentid is required to enhance the
effectiveness of apalicy regime - thiswould require a structurd modd encompassing the government’s

'8 For apractical explanation of forwards and swaps operations, and of derivativestrading generally, see
Vadez (1997).

91 aspot market does not exist at the time of maturity, then the spot rate can be an official rate or index,
which may create arbitrage opportunities between the domestic and off-shore rate. If the offshore investor
(usually abank) wishesto hedge, it may do so with aloan in the domestic currency, and thus reduce the
insulation of domestic markets that the controlsre designed to create.
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objectives and the economic congraints upon it. In consegquence, observers can examine the same or
gmilar data sets and reach very different quditative conclusions regarding the effectiveness of capita
controls. Those who see controls as a short-term device which grants the government time to react and
adjust other palicy ingruments generdly argue thet control can be effective. Those who andlyse currency
regime collapse, suggest that such incidents are often preceded by controls, which cannot prevent and
may even provoke such incidents.

Interpreting the effectiveness of capita controls on recorded flows is dso problematic. Controlling for
factors other than the controls is very difficult: tota net capitd flows are rdlaed to economic
fundamentas such asyidd differentid's and changes in wedth on the one hand, and expectations about
the future macroeconomic position on the other. The alocation between public and private securities
depends on the current and expected fiscd stance and thus on government behaviour. Moreover, to the
extent that controls themsalves respond to fluctuations in capita flows, there is a strong element of
endogeneity; and it would not be unexpected that new controls on inflows are associated with increased
inward flows - asin the case of Chile. Findly, the standard balance of payments classfications are not
very informative asto the voldility, effective maturity and liquidity of the recorded flows.

None the less, the extensve literature for the industrid and developing countries (Dooley 1996b, Gros
1987; Obstfeld, 1995, Eichengreen and Mussa, 1998) suggests that the government can drive a
sgnificant wedge between domedtic and internationd yields on smilar short-term financid instruments
for extended time periods. In the five cases (Brazil, Czech Republic, Colombia, Mdaysa and Mexico)

during the 1990s examined in Glick (1997) the composition of flows has been effected by the

lengthening of maturities, particularly in the cases of Chile, Colombia and Mdaysawhere the controls
have been accompanied by an active monetary policy. In the case of Chile, Maaysa and to a lesser

extent the Czech Republic various combinations of taxes and quantitative restrictions were successful

in reducing the volume of inflows of short maturities. In Brazil controls seem to have been least effective,

probably because they were accompanied by high interest rates originating in a combination of tight

monetary policy and large fisca deficits.

In addition, in four out of five cases reserve accumulation dowed down after the imposition of capita
controls - probably due to a combination of reduced precautionary requirements and lesser derilization
by the authorities. Also, despite an easing of monetary policy in Chile and Mdaysa and neutrd
monetary policies in Colombia and the Czech Republic there was a generd decderation in monetary
growth following the introduction of capita controls. This appears to reflect the dowdown in non-

resdent banking sector deposits (Maaysia), less offshore borrowing by domestic by domestic banks
(Chile and Colombia) as well as dowing down of foreign exchange accumulation by centra banks.

In contrast, Johnston and Tamirisa (1998) examine the determinants of capital controlsin 45 developing
and trandtion countries. Econometric evidence indicates that balance of payments and macroeconomic
management, market and inditutional evolution, and prudentia factors are important in explaining
recourse to capitad controls. However, macroeconomic variables gppear primarily to motive controls
on capita inflows, while inditutional and market structures gppear to motivate financia regulations
related to the operations of banks and indtitutiond investors. Their findings indicate that capita controls
in fact have alimited role in balance of payments management, and thus they conclude that controls
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reflect in fact the overdl framework of economic regulation and the degree of financid market
development.

On baance capita controls can thus be seen as a reasonably effective shot-run measure in practice so
long as they are accompanied by appropriate monetary policy dlowing interest rates to converge and
thus reducing the incentives to circumvent them.

4. FISCAL AND MONETARY PoLicy To StaBILIZE CAPITAL FLOWS

Open Market Operations

Floating exchange rates are usualy managed within bandsin practice, and the uncertainty this generates
serves to discourage some inflows, especidly speculdive flows. In asense, the uncertainty hasasmilar
effect to a transactions tax for risk-averse investors. It aso reduces fluctuations in reserves and thus
dlows the monetary authorities some margin of independence in monetary policy. However, as
Krugman (1987) points out the hysteresis in exports or investment this generates is an argument for
dampening exchange rate movements in the absence of full hedging facilities. Long-term export growth,
upon which baance of payments solvency eventudly depends on the maintenance of a stable red
exchange rate in order to avoid excessve fluctuations in real wages resulting from capitd inflows and
outflows.

Sterilization of inflowsleads to higher domegtic interest rates, especidly if the domestic currency assets
investors want to hold are imperfect substitutes for short term centra bank paper or treasury bills
supplied by the monetary authorities. This can encourage even greater inflows and defeet the purpose
of Serilization. If the domestic and foreign interest bearing assets are near-perfect subgtitutes than large
changes in supply are required to affect the price; even if they are not good substitutes relative price
adjustment among domestic assets will ensue as the portfolio equilibrium is restored.

Open market operations (OMOs) entail the sale of government or centra bank securities by the centra
bank in order to remove the liquidity generated by central bank purchases of foreign currency. The
lighilities of the centrd bank thus remain unchanged but the composition of assets changes with the
reduction of claims on the government and increase in internationa reserves. Thereis a corresponding
change in the composition of non-bank ligbilities.

OMOs have been adopted by most countries, particularly in the early 1990s by Chile, Colombia,
Indonesia and Mdaysa. In come cases (Chile, Colombia and Indonesia, as well as Korea and
Philippines) the central bank issued new debt on its own behdf for this purpose; in others (such as
Maaysaand dso Si Lanka) public debt was sold as the centra bank depleted its own holdings. This
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form of derilization has the advantage of not placing extra burdens on awesk domegtic banking system;
but it does lead to an increased fiscd burden as a high-yidding ligbility (domestic currency debt) is
issued in exchange of lower-yielding assets (internationd reserves) and thus ether a fiscd deficit is
generated or expenditure must be reduced. Colombiaincreased the ratio of open market paper to the
monetary base from less than 30 percent in late 1990 to over 80 percent by late 1991 in thisway.

The impact of domestic interest rates can be serious, and may not be eased very much by the reduced
country-risk premium; indeed the reduced rate of devauation which often accompanies serilization
often raises ex-post dollar interest rates even further. This would imply that OMOs dow down the
convergence of domestic to foreign interest rates and do not lead, therefore, to any pronounced or
sugtained shifts in the compaosition of capitd inflows as a result of such intervention. Despite heavy
intervention, either the rate of devauation dowed down or there was even revauaion. Argentinais an
interesting contragt as it did not serilize between 1989 and 1992: in the absence of OMOs interest rates
converged to world levels and short-term capitd inflows levelled off by 1993 two years &fter the
introduction of the currency board in 1991.

Reserve Requirements

The reserve requirements of banks may be increased in order to reduce the money multiplier: this offssts
the increase in the monetary base due to centra bank intervention in the foreign exchange market - in
principle it is the private sector rather than the central bank which has to issue the domestic interest-
bearing assets required. When commercid banks have higher reserve requirements they are forced to
adsorb the monetary base (ie non-interest yielding debt of the centrd bank) rather than interest bearing
loans to the private sector; who in turn issue interest-bearing securities or reduce their expenditure.
Whether this increased expenditure is on investment or consumption is an important consderation for
longer-term growth.

One option is to increase the reserve requirement on all domestic currency deposts. Costa Rica,
Mdayda, Si Lankaand Peru have dl used this option with some effect. Thisinvolves alower fisca cost
than open-market operations. Reserve requirements are smilar in effect to atax on bank assets (the
increase of reserve requirementsin Malaysiafrom 3.5 to 11.5 percent between 1989 and 1994 was
equivaent to an additional 1 percent tax on bank assets); a cost which is usudly passed on to clients.
Empirica evidence indicates that this leads to higher lending rates (where the banks are a a greater
advantage than with depositors) which may stimulate further inflows and corporate borrowing abroad.
In a perfect capitd market the effect is only atax; in imperfect capital markets they have a stronger
effect by reducing liquidity, and are thus a stronger instrument.

There are thus two separate motives for financid regulation. Thefirgt is economic regulation (eg over
interest rates or credit dlocation) which has been dismantled dl over the world in order to improve
market efficiency. However, this may make financid systems more vulnerable to crises. The second
category of regulation is prudentid regulation to protect the stability of the financid sysemitsdf or to
protect smdl investors as ‘ consumers . In contrast to economic regulation, prudentia regulation has not
been dismantled and in many cases has been strengthened in response to financid crises.

Financid deregulation can thus be regarded as a permanent shock to the banking sector which dters
the environment in which the intermediation is carried out (Bachetta, 1992). Specificdly, thelifting of
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regulations on asset portfolios and reserve ratios combined with privatization are designed to encourage
better risk management and narrower margins, but may lead to excessve risk acquisition in the seerch
for market share. Monetary policy becomes more difficult to implement as the behaviour of monetary
variables becomes more volatile with the reduction in market segmentation and consequently increased
eladticities of subgtitution between assets (Mditz and Bordes, 1991). The high redl interest rates and
lower reserve requirements associated with financid liberdization can thus actudly increase banking

fragility.

Transfers of Public Sector Deposits

Capitd flows may be serilized by shifting the deposits of the public sector (or quasi-public sector
pension funds) from the banking system into the centrd bank: Mdaysia, Tawan and Thalland have
derilized capita inflows by this method. If government deposits are counted as part of the money stock
then such atrandfer is equivdent to an increase in reserve requirements, but if they are not so counted,
then the effect is the same as that of an OMO. If domestic assets are perfect subgtitutes then there is
no interest rate effect; if they are not then the switch out of domestic assets will depressther pricesand
raise domegtic interest rates.

This procedure has many advantages. it does not act as atax on banks and it need not raise domestic
interest rates overdl; and there is no quasi-fisca cost as associated with standard Sterilization. If there
isan income logt to the public funds, the fisca impact is less than that of Serilization. However, there
are dso codts itsis difficult for banks to manage large deposit swings, and the cost may be born by
contributors - as it has been in the case of Employee Provident Fundsin Maaysia. Also, the available
funds may be limited - government deposits held at the Bank of Thalland increased from 25 percent of
total government deposits at end-1987 to 82 percent by mid-1992.

This procedure was used with considerable effect by the Hong Kong government in 1998, which
purchased 10 percent of the Hang Seng index - about a quarter of the market’ sfreefloat in view of the
fact that many companies are ill family controlled. In this way speculdive atackson

the Hong Kong stock market - and by extenson the exchange rate - were effectively warded off. As
the market recovered by some 60 percent between August 1998 and April 1999, the administration
made a paper profit of some US$3 billion on US $ 10 hillion invested - three times the budget deficit.

The resort to public sector depost management requires, of course, fisca solvency without debt
overhang. It should aso be preceded by an identification of the causes of the origind fluctuation in short
term capitd flows -particularly ajudgement asto whether this represents atemporary or a permanent
shock (Reisen, 1996). Flows which will soon be reversed would presumably be handled through
compensatory reserve management, while permanent flows require some form of macroeconomic
adjusment - inthe absence of  any dear bads for such ajudgement, the proverbid admonition to «treat
al postive shocks as temporary and al negative shocks as permanent» may be a good guide.
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Policy Design and Implementation

The source of fluctuations in short capitd flows vary widdy: dterations in loca conditions (both
gructurd such as banking liberdization and privatization, and policy shifts such as in interest rates),
changesin internationa capital markets (such as variaionsin prudentid regulation or in domestic asset
yidds), or perhaps - and most importantly, aswe have seen - shiftsin the percaived risk associated with
apaticular market. Each source impliesadigtinct policy response: for ingtance, increased demand for
money domesticadly can be countered by monetary accommodation, while a change in internationa
perceptions of risk may be best handled by Serilization of capitd flows - particularly if the policy
objective isto maintain agable red exchange rate in order to promote exports. However, the overriding
god should be to maintain high rates of private investment in traded sectors through macroeconomic
gability and low red interest rates.

Following the Adan crids, palicy-makers have shown increasing interest in the macroeconomic model
pioneered by Chile, which couples trade openness and FDI encouragement with restrictions on
short-term capital inflows® The modd has a number of components, each of which are used by other
emerging markets to some extent. Serilised intervention: the centra bank has intervened in the
foreign exchange market to prevent the red exchange rate from gppreciating excessvely, purchasing
dollars in exchange for loca currency to maintain the exchange rate within a 12.5% band around a
dollar-DM-yen reference rate. The impact on the money supply has been derilised by massve
placements of central bank promissory notes; abeit at the cost of additiona fisca burdens and high
domedtic interest rates. Investment regulations. cgoitd invesment is subject to a number of laws and
redtrictions specifying minimum entry amounts and the time which must €apse before capitd can be
repatriated. Decree Law 600 requires FDI to enter Chile through a foreign investment contract with
a specified minimum duration, which varies according to the industrial sector concerned. Capital cannot
be repatriated until one year after entry, athough there are no restrictions on the repatriation of profits.
Law 18,657 creates Foreign Capita Investment Funds. Foreign portfolio investment (FP1) in public
securities and equities is dlowed, subject to a minimum amount of 1 million dollars, which must be
invested within one year. Capita invested in these funds cannot be repatriated for aminimum of five
years, but profit repatriation is not restricted. Reserve requirements: the central bank has imposed
reserve requirements on capitd inflows, which atempt to discriminate between long-term capital
investments and short- term 'non-productive’ inflows.  Short-term inflows are subject to a one-year
reserve requirement of 30 percent at zero interest. Theam isto reduce speculative capitd inflows and
increase the proportion of direct investment and long-term credit in the capital account. These ‘ market
friendly’ controls have proved highly effectivein practice.

Chile has ds0 usaed severd other palicy instrumentsto redtrict the speculative inflow of cgpitd, including
minimum conditions for externd bond and equity issues, and reductions in the availability and increases
in the cost of swap facilities at the centra bank. The authorities have aso taken measures to encourage
capitd outflows, including the liberdisation of penson fund regulations, in order to avoid excessve
money supply growth. These measures necessarily involve a degree of discrimination againg foreign
capitd, particularly the portfolio entry regulaions. Although in principle these could gpply equaly to
ast repatriation by resdents, effective discrimination againgt foreign nationds is held to be judtified

® That is, until its recent partial dismantling.



because they are believed to less  committed’ to the host economy.

Such “fine tuning’ is not easy, particularly snce much of its effect depends upon the reputation of the
economic authorities. Indeed, Obstfeldt (1995) suggests that because of the internationd integration
of capital markets the only way to reduce the shocks arisng from externd capitd flows is ether a
completely dean float or an irrevocable currency union. However, apurefloat is probably unworkable
in most developing countries due to the fact that monetary aggregates do not provide areliable policy
anchor, particularly in aperiod of financid liberdization. In any case, the resulting fluctuationsin red
exchange rates would have the negative red-economy effects we have discussed above. Monetary
union is not afeasible option for most developing countries - and for those for which it isared prospect

(such as Mexico) the fiscd implications for the centrd economy of the region (eg the USA) are
probably unacceptable. In practice, therefore the options appear to be: the design of fisca policy to
reduce the pressure on domestic debt markets, serilized intervention asthe basis of monetary palicy,
combined with a strong reserve level and low red interest rates; high but flexible margina reserve
requirements on banksin order to mitigate the effects of capita flows on credit provison; and active
management of the nomina exchange rate in order to maintain astable, competitive red exchangerate.

Complementary measures

Factors which are often cited as causes of financia crisesin emerging markets (such as large current
account deficits, overvaued rea exchange rates, over-investment in non-traded sectors) are in practice
often the outcome of massive capitd inflowsin thefirg place (Reisen, 1998). All three of the baance
of payments management policies discussed above - open-market operations, reserve requirements and
public asset management - are made more effective by the existence of direct capitd controls.

2 Thisis because foreign investors are believed to have less information about any one emerging
market than nationals, and are also in a better position to switch between emerging markets rapidly. They thus
aremore likely to leave in response to bad news (Fitzgerald, 1999a). Razin et al (1998) model debt and equity flows
in the presence of information asymmetry between the ‘insiders’ and ‘outsiders’ to the firmin asmall economy.
Investment istoo low because the economy istoo small for firmsto invest optimally: lump-sum subsidies for
equity finance are suggested as a solution.
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Thisisfor two reasons. fird, the implicit assat differentiation between domestic and foreign assets and
ligbilities that controls creste makes such interventions more effective precisey because it makes
markets less efficient. In other words, stability can be atained a the cost of aloss of efficiency. Asboth
enter into the objective function of investorsin the real economy, thereis abaance to be struck between
the two. Second, controls over capitd flows - if only in the form of regigtration - provide the meansfor
the authorities to overcome the information and agency problems posed by monetary intervention. In
other words, red-time knowledge of the scale and nature of flows, and who is generating them, dlows
the central bank to take prompt action and to exert ‘“mora suasion” on market agents. This, of course,
iswhy industriad countries operated capitd controls until alate sage in the deve opment of ther financid
markets.

In Asathese flows have mainly gone into short-term banking indruments and in Latin Americainto
securities - particularly government paper. Recent Latin American experience shows that two mutudly
reinforcing policies can help influence capitd flows towards longer-term equity. Firg, it is necessary to
keep nomind exchange risk subgantia for short-term investors chasing high locd returns by skilful parity
management within credible bands. Second, excessive inflows should be discouraged by an implicit tax
that varies with maturity. There is strong empirica evidence that this kind of policy management can
impact strongly on the compostion and aso overdl sze of flows (Ffrench-Davis and Reisen, 1998).

In addition, it is probably necessary to undertake specific nationd policy measuresin order to support
investment and employment during such episodes (FitzGerdd, 1999¢). Public investment programmes
should be sustained by avoiding the use of short term debt as a source of funds; undertaking a tax
reform sufficiently extensve to generate a sructurd fiscd baance; and avoiding the refinancing of long-
term externa debt with short term internd debt. High red rates of interest should be avoided by
expansve monetary policy: they do little to simulate aggregate savings, but clearly depress private
invesment and in this context, attract voletile capita flows while increasing budgetary codts. It is hdpful
to ensure that long-term credit is avallable to firmsin order to sustain private investment through the
cydes caused by short-term capitd flows, possibly by the provision of rediscount facilities at the centrd
bank and tax incentives to long-term profit retention. Findly, smadl firms and homebuilding should be
protected from the effect of credit restrictions by dedicated |oan schemes.

5. RELATIONSHIP TO INTERNATIONAL REGULATORY ISSUES

The Effectiveness of International Financial Institutions

The exiging internationd indtitutiond ‘architecture’ to cope with the problems in emerging marketsis
based on the Bretton Woods bodies, and the IMF in particular. Asintergovernmenta indtitutions, the
IFls are essentidly lenders of |ast resort to developing country governments, againgt which facility they
can impose conditiondity in return for the restoration of liquidity. The common requirements are for both
gpecific monetary and fiscal policiesin order to stabilize the economy, and structurd reformsin order
to restore long-term solvency. However recent emerging market crises are essentidly related to private
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sector asset deflation and liquidity shortages, the root causes of which were not prevented (and possibly
have been exacerbated) by Bretton Woods policies of accderated financid liberdization, exchange rate
anchoring and encouragement of private portfolio investment as a subgtitute for sovereign borrowing.

In response, the IMF has expanded its regular Article IV consultations with member countries to
examine the qudity of domestic banking supervison (IMF, 1998b). Smilarly, IMF pressure for capitd
acocount liberdization, and for reform of its own congtitution to enforce this for al member countries, is
intended to enhance its cgpacity to control financid policies beyond the present conditiondity imposed
on countries requested last-resort lending or ESAFs.

High profile falures of anumber of financid inditutions among the leading indudtridised countries o
highlighted the need for effective internationd supervisory sandards. In addition, there is a growing
recognition of the risk posed to the internationd financid system by the poor supervison of financid
inditutions in emerging markets.  The globdization of financd markets and the resulting linkages
between nationd financiad systems hasincreased the scope for problemsin emerging market banking
systems to spill over into the internationd financid system with unpredictable, but potentidly very
serious, results.

The Bade Capitd Accord sandards are thus being employed by an increasing number of indudtrid and
industridizing countries outsde the G10. Thistrend® islikdly to be reinforced by the publication last
year of the Bade Committee on Banking Supervision 'Core Principles for Effective Banking Supervison'
(reproduced in IMF, 1998a), which establish best practice for bank regulatorsin dl jurisdictions. The
Bade sandards were origindly designed for the industrial economies; extending them to emerging
markets, which have very different characteristics, has proved problematic. Failure to adjust bank
capita for non-performing loans has been a particular problem in emerging markets owing to poorly
devel oped accounting systems and inadequate information on the qudity of bank assets. Asthe East
Asan crigs has unfolded, a number of apparently well- capitalised loca banks have been found to be
insolvent; their parlous financid position having been disguised by afalure to recognise the poor qudity
of their loan portfolios (BIS, 1998).

In October 1996, the Bade Committee issued areport on The Supervision of Cross-border Banking'
which had been agreed with the Offshore Group of banking supervisors, representing 19 offshore
financd centresincluding Hong Kong, Singapore, the Cayman Idands and the Ide of Man. The report
provided a checklist of principles for effective consolidated supervision, intended to ensure that no
internationdly-active banking group escapes the overdght of a regulator capable of effectively
superviang its globa operations. The report aso contained principles which could be used to assessthe
quality of supervision in finendid centres®® More importantly, the report represented a formal

# Almost all emerging markets have adopted the Basle Committee's 8% minimum ratio as the standard
for regulating their banking systems. However, they are subject to much greater financial volatility than
developed countries. An 8% risk- asset ratio may therefore be too low to guarantee capital adequacy. Bank
regulators in a number of emerging markets have adopted a higher standard - for example, Singapore appliesa
12% minimum ratio - but at present there is no obligation for them to do so.

% ncluding: the standards and procedures for authorisation, the supervisory authority's ability to
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recognition by the Bade Committee that agreement among the leading indudtridised countries done was
no longer sufficient to preserve the integrity of the internationd financid system in an increasingly
integrated globa economy. In this regard it is Sgnificant that the report was endorsed by banking
supervisors from 140 countries at the latest biannua International Conference of Banking Supervisors
in Stockholm.

The Limitations of the Basle Approach

However, alarge proportion of private short-term capitd flows (thet is, excluding both officid flows and
direct foreign invesment by multinationa corporations) now takes the form of negotiable securities
rather than bank credit as such. The pictureis further complicated by the fact that agreat part of these
securities are marketed by banks or by securities houses linked with these banks, where the fina
purchaser may not be fully aware of the fact that the risk is not being borne by the bank at dl. The BIS
thus bid successfully in 1996 to host the Internationa Association of Insurance Supervisors (IA1S); and
will soon bid to provide a secretariat for the Internationa Organization of Securities Commissions
(1I0SCO). This could give the BIS the potentid to supervise non-bank financia intermediaries as well
as banks, but the politica will to exercise this power will depend on the US being far-sighted enough
to cede authority to atruly multilatera inditution.

In 1996 Brazil, China, Hong Kong, India, South Korea, Mexico, Russia, Saudi Arabiaand Singapore
were were invited to become members of the BIS. Although the BIS has no regulatory function as
such, the Bade Committee (member central banks and other supervisory agencies where these are
separate from the centrd bank) does mean the acceptance of best practice; which would extend to the
portfolio operations of banks and thus to stregthening the supervision of securities markets. None the
less the palitical sengtivitiesimplicit in supervisory standards assessment have meant that the BIS has
been reluctant to undertake this role; a hesitation doubtless reinforced by the unwillingness of the US
Treasury to relinquish the power of cross-border intervention to abody that it does not control - where
agreement must be reached with Europe and Jgpan in particular, and in future with mgor powers such
as Chinaand Russaaswell.

Much of the responghility for coping with reversble portfolio flows thus fdls on emerging markets
governments themselves, but the large scale of the flows and their evident correlation means that some

gather information about the banks and banking groups it authorises, and the powers available to the
supervisory authority to take action against authorised institutions which breach their authorisation
requirements.
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form of internationa action is aso necessary. For portfolio markets there is an important regulatory gap
which needs to be filled both to protect retail investorsin developed countries and the populations of
deveoping countries from the negative effects of large and potentidly volatile portfolio flows. The most
effective immediate measure might well be to redtrict bank lending to hedge funds, in order to limit their
ability to leverage their emerging market assets to such alarge extent (Edwards, 1998).

In addition, an UNCTAD Expert Meeting (UNCTAD 1998b) suggested three further measures. fird,
encouraging the establishment of closed-end funds as opposad to mutud funds, Snce investmentsin the
former are rdaively more stable because they are not bound by redemption obligations®*; second, the
issuance of American and Globa Depository Receipts and other Smilar indruments at the regiond level
which would be issued in the most stable and developed capitd market within the region. % Third,
gpecid incentives for minimum holding periods (Sx months to one year) on aregiond basis 0 asto
ensure thair effectiveness, and dso to systematize both the differentia taxation of portfolio assets and
reserve requirements on on-resident holdings®

% However, closed-end funds trade at a discount and there is thus less investor interest.

# Such asa ' South-East Asian Depository Receipt’. This, however, might slow the development of local
capital markets. Moreover, itisnot at all obviousthat extensive trading in Mexican stocksin New Y ork
ameliorated the 1994-95 crisis.

% However thisis astrong disincentive for eg US mutual funds which are legally required to redeem
shares within a period of 3 to 7 days; so that the impaosition of a minimum holding period would represent avery
strong disincentive to investments by those funds.



27

Mutual Regulatory Recognition

A sgnificant recent proposd isthat foreign banks or security houses should be permitted to operate in
magor cgpitd markets (particularly the US and the UK) only if their domestic regulatory authorities have
been certified to be competent.” Doulbts about the competence of the bank regulators in an emerging
market would be trandated into refusd to grant (or renew) the licences of financid intermediaries from
that country to operate in the mgor internationa markets. Thiswould provide avery powerful incentive
for regulatory authorities of leading emerging market economies to act in a more rigorous and
trangparent manner; and it is in fact implicit in many multilaterd trade agreements and the ‘mutud
recognition agreements (MRAS) upon which most bilaterd treaties on services trade are based.

However, there are two problemsinherent in this gpproach. On the one hand, there is a danger that this
system could be used as aform of disguised protection for US financia intermediaries. These would be
naturaly tempted to lobby for excessvey gtrict controls to be placed on foreign houses - particularly
in view of the increased competition being unleashed by the ongoing liberdization process.  On the
other hand, such an approach would increase the extraterritoriad power of the SEC and the Federd
Reserve, obliging them to extend their supervisory powers oversess in a dramatic way. It would aso
expose the US monetary authorities to clams from US investorsif there were to be afurther crissin
an emerging market whose regulatory system had been so certified. None the less, an gpproach of this
kind does have the advantage of avoiding the diplomatic complications of congructing multilateral
SUpervisory arrangements.

The experience of financia turbulence in Latin America has dso led to a percelved need for greater
monetary coordination at the regiond level. Within the NAFTA, there has been a strong reluctance on
the part of the US Congress to establish formd indtitutiona mechanisms, athough in practice the three
central banks have become engaged in closer operationa coordination in the wake of the 1995 peso
crigs (FitzGerdd, 1999b). In the Mercosur, dthough there do exigt ingtitutiona fora for economic
coordination, they have been mainly concerned with tariff harmonization and infrastructure provison
rather than capita flows. None the less, as Latin American financid markets become more integrated,
there isa growing interest in the harmonization of financid regulatory rules building on the European
experience (FitzGerald and Grabbe, 1997).

The collective provison of prudentia regulation of financid intermediaries is necessary in order to
prevent not only fraud but aso imprudent behaviour with wider consegquences, and to protect vulnerable
consumers of financid products. This presumes, however, the existence of a sound and transparent legd
system that secures contracts and provides for efficient dispute settlement between contracting parties
and between financid intermediaries and the regulators. This does not exigt at the internationd levd -
indeed internationd investors have no gtatus other than in municipd jurisdictions and only have recourse
to essentidly politica mechanisms to solve investment disputes.

“Including: the standards and procedures for authorisation, the supervisory authority's ability to
gather information about the banks and banking groups it authorises, and the powers available to the
supervisory authority to take action against authorised institutions which breach their authorisation
requirements.
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What ismore, in practice the maintenance of an ‘orderly market’ a the domedtic leve involves de facto
recognition of asmall number of leading financia inditutions (* market makers') who in principle sand
ready to buy and sl assets at the current price - creating ‘depth’ and thus stability in the market - and
can be caled upon to take over the operations insolvent financid intermediaries when necessary. These
do not exig in the globd market, and dthough as internationd banking and securities management
becomes more concentrated they could emerge, thereis no indication of how they might be coordinated
or by whom.

International Investment Rules

Over the past decade developing countries have embarked on an unprecedented
unilateral liberalization of their investment regimes. International investment
agreements are thus intended to “lock in” this liberalization and thereby

enhance investor confidence in regulatory environments. Internaiona agreements- such
as bilaterd investment treeties, double taxation tregties, regiond trade agreements and certain WTO
provisons - play key rolein building investor confidence by locking in policy commitments over time
(WTO, 1997a). In particular, thereis aclose reationship between trade and investment agreements
a the bilaterd, regiona and multilatera levels. The accelerating trend towards bilaterd, regiond and
multilatera arrangements for investment regulation (UNCTAD, 1997) thus reflects a move away from
nationa rights to control foreign investment and norms for corporate conduct. Such new agreements
are usualy based on generd standards of treatment; coupled with norms on specific matters such as
expropriation, compensation and the trandfer of funds, and mechanisms for the internationa settlement
of disputes.

Investment issues have along, if inconclusve, higtory in GATT. Unlike the origind draft for the ITO,
GATT made no reference to investment issues. However, by the late 1980s many developing countries
had unilaterdly liberdized therr investment palicies as part of the structurd adjustment process, and
consequently took a cautioudy congtructive approach to efforts to adopt investment disciplinesin the
Uruguay Round. Lengthy trandtion periods as well as specid exemptions are part of the concessons
made to devel oping countries during the Uruguay Round and have along history in GATT.?®

The WTO Working Group is examining four areas (WTO, 1998) rdated to the development dimension
of foragn investment: implications of the relationship between trade and investment for
development and economic growth, induding technology trandfer, balance of payments equilibrium,
employment creation and competition; economic relationship between trade and investment,
including the determinants of FDI, effects of trade policies and trade agreements on investment flows,
and the effects of investment policies on trade flows, existing international arrangements and
initiatives on trade and investment covering WTO provisons on invesment-rel ated maiters and other
bilatera arrangements, and their implications for internationd investment flows, assessing the need
for possible future initiatives, induding common dements and differences in exigting internationa
investment instruments, advantages of different agreements, and the obligations of home and host

®Asearly as 1954 the original GATT text was modified to allow for quantitative restrictionsin cases of
perceived balance of payments crises; although Article XV 1I1b was vague and open to manipulation.
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countries and of investors. However, portfolio invesment (as opposed to FDI) does not appear to have
been amatter for concern.

The Fifth Protocol to the GATS on Financid Services (WTO, 1997b) should enter into force in 1999.
This expands market access in banking, securities and insurance as wdll as asset management and
finandid information; particularly by commercid presence - which implies FDI. The new commitments
relax limitations on the forms of bank representation, expansion of existing operations, and foreign
ownership and control of loca financid inditutions. Over a hundred WTO members now have
commitments in this field, which is particularly rdevant to developing countries undergoing financid
reform. However, in view of the crucia importance of financid stability and depositor protection in dl
countries many countries have chosen to schedule prudentid measures under the GATS Annex on
Financid Services which might otherwise be chalenged as limitations on market access or nationa
trestment in the future. The GATS is due to be reviewed in 2000, when negotiators will focus on
broadening the scheduled commitments to include more sectors and reducing the restrictions imposed
on nationa trestment.

Portfolio Investment in a Multilateral Framework for Investment (MFI) at the WTO

The most logica gpproach in the Multilatera Framework for Investment (M) that may be negotiated
during the Millennium Round would be to build upon a broad, asset-based definition of investment,
which includes not only foreign direct investment as such, but aso the direct or indirect ownership or
control of any other asst. Redtricting asst definition to FDI done (itsdf defined in terms of invesments
in firms where the investor more than a minima equity stake) might artificialy redtrict the scope of
investment protection and do little to reassure investors, or to reduce capitd volatility.

At firg 9ght, the indlusion of portfolio investment under the disciplines of an MFI (particularly NT and
MFN) would seem to redrict the ability of governments to impaose controls on volatile capita inflows.
Contracting parties would thus have to be dlowed to adopt temporary non-conforming measuresin the
event that cross-border capitd transactions cause or thresten to cause externa financia difficulties or
serious difficulties for the conduct of monetary or exchange rate policies® This safeguard - which in
practice could be continued indefinitely - would be of crucid importance for developing countries faced
with large exogenous capitd surges. Moreover, many foreign investors control their investments in
L DCsthrough offshore holding companies, often incorporated in tax havens. In some cases, thisis done
for tax evason or money laundering purposes. Theincdusion and protection of indirect ownership, inthis
context, a potential problem for recipient LDCs; and should probably be excluded from protection
under an MFI.

An MFI would dso incude specific provisons for the financid services sector, induding: (&) an

» Aswas donein Section VI of the MAI draft (OECD, 1998). However, it was proposed that such
measures should only be permitted with permission from the IMF, which does not seem to be a helpful restriction
in view of the need for rapid action in balance of payments crises. Maintenance of such restrictions would also
depend on the prevailing rules of IMF membership (although these are evidently consistent with the Chilean
controls, for instance) and might thus unnecessarily constrain policy.
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exception for the gpplication of the MFI when any of its provisons need to be suspended in
implementing prudentia financia system regulation measures (and provisions on dispute settlement when
such exception is invoked in a financiad dispute); (b) procedures for the recognition of another
contracting party’ s financid regulation sandards; (c) transparency in authorisation procedures; (d) NT
by sdf-regulatory bodies (such as stock markets and associations); and (e) NT in the access of foreign
investors to officid funding and refinancing facilities, but not to lender of last resort facilities.

Broad assat definition in an M could hep in private debt workouts. Private debt failures have become
common in the wake of financid liberdization, due to the excessve lending discussed above. Working
out bad debts requires the disposal of securitized counterparty assets as bank asset values are written
down. In the absence of clear internationaly-recognized property protection, this can become very
difficult - especidly in acrigs Stuation. In consequence, private debtors are reluctant to participate in
international bail-out operations.

International Taxation
Internationa tax coordination would strengthen the effectiveness of tax-based measures in order to
reduce the volatility of portfolio flows. Most developed countries have entered into double taxation
agreements DTTs between themselves, and increasingly with developing countries® There are now
over 1,700 such tregties in exisence (IBFD, 1998): 34 percent of dl DDTs are between developed and
developing countries, and afurther 17 percent between developing countries. There are two models
used, which are amilar in their generd provisons but have very different implications for developing
countries: the OECD Modd Tax Convention (OECD, 1997), which is based on residence taxation;
and the United Nations Modd Double Taxation Convention between Developed and Developing
Countries (1980), which is based on source (or ‘territorid’) taxation.® The existing patchwork could
be drengthened in order to sabilize internationa portfolio flows, through appropriate design of
witholding taxes, without the need to establish a supra-nationd tax authority.

Although when applied unilaterdly the source principle may encourage nationds or resdentsto invest
abroad (‘ capitd flight'), it is often adopted because tax adminigrators have great difficulty in finding out
how much foreign income accrues to their resdents. The resdence principle, athough based on overdl
capacity to pay, has proved to be of limited sgnificance in countries whose resdents do not have
subgtantia (recorded) investments in other countries, and whose fiscd adminigtretion is not well
equipped to ensure its application. Moreover, to the extent that devel oped countries do not tax non-
resdents they too stimulate capita flight from developing countries.

% The principle of non-discrimination (ie national treatment) has been intrinsic to DTTs since the last
century; and was central to the 1935 draft tax convention prepared by the League of Nations.

% In theory, developing countries would benefit most from amultilateral withholding tax treaty based on
the source principle for two reasons. First, the gains from taxing income of foreign investors would be greater
than the loss from not taxing income from their own residents’ assets held abroad, because a developing country
has a net external liability position. Second, the full taxation of these assets held abroad by the authorities in that
country on the source principle would make capital flight much less attractive.
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The effect of tax treaties depends on the credits and exemptionsincluded in them in order to diminate
or reduce double taxation. When countries are & a Smilar level of development (and thereis roughly
baanced two way investment) the implicit redigtribution is not a great problem, but for developing
countries the margind revenueis of greater vaue than to the home developed country. As the flow of
income is generdly from devel oping to developed countries, the tax credit method is the mogt attractive
to LDCs but even this may be ineffective if offshore centres are used as trandfer pricing points as well
asfor tax avoidance (OECD, 1998b). In consequence, reconsideration of tax credits within existing
DTTswould be desirable; as would the application of the US ‘pass-through’ principle to tax havens
(Plasschaert, 1994).

A multilatera (or even regiond) agreement on withholding taxes on portfolio assets would not only
improve the fiscad revenue postion of developing countries and reduce the attractiveness of tax
incentives to foreign investors, but would aso strengthen the effort to combat money laundering and
financid fraud - again, sabilizing financid flows. In addition there are current moves to establish
withholding taxes on portfolio holdingsin mgor financid centresin order to reduce the tax loss on the
profits generated there (OECD, 1988b). The European Union, in particular, has found that the crestion
of asngle market in financid services requires such a development (FitzGerad and Grabbe, 1997. In
order to srengthen this process of fiscal capture, it will become necessary to diminate tax havens - and
a the very least deny the benefits of internationa investor protection to firms registered there.

6. CONCLUSIONS

This paper has explored the causes and consequences of the voldtility in foreign portfolio flows (FPI)
and the effectiveness of policy controls over these flows in the internationa context. Thereis agenerd
agreement that public policy responses to the challenges posed by cross-border transactions are
evolving towards ‘ market-based’ procedures. These procedures should not, however, be interpreted
as including only monetary and exchange rate policies but rather can and do include transparent and
‘costable’* controls such as asset taxes and resarve requirements. In addition, the strengthening of
capacity of markets to properly identify and manage the risks involved in cross-border transactionsis
not just ameatter of information, but also of internationally coordinated prudentia regulation of securities
market, within which some adminigtrative control over portfolio flows may be necessary in developing
countries.

Itiscdear that policy must am to both reduce the volatility of these flows and shift their maturity towards
that of direct foreign investment (FDI), in order to reduce the macroeconomic uncertainty caused by
capita surges and thus support productive capita formation and broad employment creation. In

¥ That is, taxes and reserve requirements can be computed as costs by the investor involved, permitting
rational economic calculations.
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practice such apalicy could combine tax- and reserve-based direct control measures, an active policy
of monetary intervention, and a supportive internationd regulatory regime. In this context, controls have
a dgnificant role to play, but thar effect is limited in time and most effective where the degree of
integration into internationa capital markets is low. Larger and more open emerging markets must
necessxily rely to a greater extent on monetary intervention and regulatory coordination.

Whatever domestic policy to contral the volatility of portfolio investment is adopted, determined
regulatory support from the internationa community is necessary. This must evidently include prudentia
supervision of large overseas investment funds by the securities regulators in developed countries -
including restraints on bank lending to hedge funds - in order to protect retall investors as well as
developing countries. In addition appropriate withholding tax agreements may be a necessary dement
in the congtruction of an orderly globa capita market.
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