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Policy Issues in Market Based and Non Market Based Measures

to Control the Volatility of Portfolio Investment
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[Background paper for the UNCTAD Expert Group megtom ‘The Relationship between
Foregn Portfolio Investment and Foggi Direct Investment’, Geneva June 28-30 1999]

The wave of financial crises in emerging markets since 1995 has led to increasing concern as
to the consequences of the instability of international portfolio capital flows. The leading
industrial countries are in the process of constructing a new ‘global financial architecture’.
The causes of the growth and volatility of short term portfolio capital flows towards
emerging markets are to be found in systemic characteristics of global financial markets,
particularly the way in which investment funds are managed in order to confront uncertainty.
Securities markets in developing countries are both narrow and shallow, leading to
considerable instability in the face of foreign capital flows. Developing countries have
maintained and adopted measures to control the volatility of portfolio flows. These controls
are based on ‘price’ measures, particularly taxes, which act by changing the incentives to
market participants. In contrast, ‘quantity’ measures have become less common. The use of
complex financial instruments and offshore financial centres has made these controls less
difficult to evade. None the less, the empirical evidence shows that marked-based measures
are an effective means of balance of payments stabilization when combined with active
monetary intervention. Open-market operations have proved quite successful in this regard,
and can be complemented by the active use of reserve requirements and public sector
deposits. Domestic regulatory systems may also be important supportive factors. The
stabilization of portfolio flows and the lengthening of maturities cannot be achieved by
individual developing countries acting in isolation. The existing ‘international financial
architecture’ is mainly designed to prevent international bank failures; greater coordination
between securities authorities is required due to the systemic instability of global capital
markets. This could be supported by appropriate multilateral investment disciplines and
cooperation between tax authorities.
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1. INTRODUCTION

1.1  The Increasing Importance of Portfolio Investment

The increasing globalization of capital markets is widely regarded as a unique opportunity
for poor economies to accelerate their rate of growth by accessing financial resources.
Higher rates of private fixed capital formation are expected to result from financial
liberalization, reducing poverty by generating new jobs at good wages and providing fiscal
resources for human development (World Bank 19%mce 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.

There are three main categories of private foreign investment flows: foreign direct
investment (FDI) which involves investmenithin a firm where the foreign investor has a
permanent interest in the subsidiary; foreign portfolio investment (FPI); and foreign bank

lending (FBL) to banks, firms and governments in the recipient country.

Foreign portfolio investment is effected by purchases of bonds and equities issued by
companies and governments, on both international and domestic capital markets. Large
domestic corporations in developing countries are increasingly issuing international
depository receipts or gaining listings on major stock markets; while foreign investors
increasingly purchase bonds (particularly government paper) issued on domestic markets. As
Table 1 indicates, FPI has accounted for about one half of net private capital flows to

‘emerging markets’ (that is, developing and transition countries) during the 1990s.
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Table 1 Emerging Market Economies: Net Capital Flows
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(US $ Billion)
1991 1992 1993 1994 1995 1996 1997 1998

Net private capital flows 123.8 119.3 1819 152.6 193.3 2121 149.1 64.3

Net direct investment 31.3 355 56.8 82.7 97.0 1159 1427 1310

Net portfolio investment 369 511 113.6 105.6 41.2 80.8 66.8 36.7

Net bank lendig* 55.6 32.7 115 -35.8 55.0 154 -604 -103.4
Net official flows 36.5 22.3 20.1 1.8 26.1 -0.8 24.4 41.7
Charge in reserves -615 -51.9 -759 -66.7 -120.2 -109.1 -61.2 B4.7
Current account balance -85.1 -75.6 -116.0 -720 -91.0 -91.8 -87.1 [59.2

Source: IMF (1999). * ‘other net investment’ in the source table.

The rapid growth of portfolio investment in terms of capital flows across frontiers, is
primarily due to the securitization of capital flows and the institutionalization of savings in
industrial 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 felt mainly through
their impact on the liquidity of local capital markets rather than directly on the management

of local corporations (UNCTAD, 1998d).

Table 2: Gross Private Financing to Emerging Market Economies

1996 1997 1998
Total gross private financin 218.4 286.1 148.8
Bond issues 101.9 128.1 7.9
Other fixed income 9.4 10.0 0.5
Loan commitments 90.7 123.2 60.7
Equiy issues 16.4 24.8 9.9
Source: IMF (1999)
1.2 Concerns about the Volatility of Portfolio Investment
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In terms of the relative stabiitof the three cagories ofprivate flows, it is evident from
Table 1 that FDI is the more stable flow in thygragate durig the 1990s. FBL is the most
volatile of the three - becongrshaply negative when short-term bank credits are not
renewed - have been the main source of instalilitecent emejing market crises.
Agoregate FPI volatiliy lies between these two. Detailed statistical tests reveal that these
patterns are meated at the individual cougtlevel (UNCTAD, 1998d).

Opinions differ widey as to the ogins of the evident volatiljt of exchage rates and qétal
flows, and theroper means of stabilizgithem. None the less, concermiswing that the
impact of the volatiliy in short-term cpital flows on develping countries is deleterious due

to its effect on real exchga rates, domestic interest rates, asset values and domestic credit
levels. National authorities are fueently forced to undertake sudden shifts in fiscal and
monetay policy in order to offset such shocks, while international institutions become even

further involved inpolicy conditionality and last-resort lendit

This concern about the pact of short-term gatal movements cleaylgoes bgond the
traditional fear of gstemic risk in the financialystem arisig from the differirg maturity of
assets and liabilities and the comqsences of uncertain p&ctations beig transmitted from
one institution or market to others (‘cogitan’). The ‘real econowi - that isproduction,

investment, wges, social services and so on - can lgateely affected ly cepital suiges.

Failure to meet the standardgu@ed by foreign investors can bgenalized § lower
investment androwth as cpital resources move elsewhere, legdim the dager of
maurginalization of thosgroups or nations not able to cpete efficienty due to lack of
resources, skills or institutions (UNRISD, 1995). Moreover, thergaoé reasons to
believe that financial markets are inhergnthstable, and have historigatiequired stromgy
institutions to control them (Kindelbgar, 1996). Thus a considerablegtee of intervention

is probabl required in order to ensure an ordenharket inportfolio flows and to ensure that

1 n this context, the IMF (1999) forecast that pettfolio flows will be as low as
US$ 9 billion in 1999 ppears realistic but woymg; while the somewhatpbimistic
projection of a recoverto US $ 44 billion in 2000 iplies yet another massive jigal suige
with all the attendarroblems discussed in thigper.
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these flows support sustainable development. In consequence, it is not surprising that there is
increasing interest in the regulation of portfolio flows in developing countries; controls that
have only been lifted in recent decades by developed countries themselves (UNCTAD,
1998a).

2. CAUSES AND CONSEQUENCES OF THE VOLATILITY OF FOREIGN

PORTFOLIO INVESTMENT FLOWS

2.1 Systemic characteristics of flows towards emerging markets

The theoretical case for liberalising international capital flows is based on four principles.
First, free capital movements can facilitate a more efficient allocation of savings, channelling
resources to countries where they can be used most productively, and thereby increasing
growth and welfare. Second, access to foreign capital markets may enable investors to
achieve a higher degree of portfolio diversification, allowing them to obtain higher returns at
lower risk. Third, full convertibility for capital account transactions may complement the
multilateral trading system, broadening the channels through which countries can obtain
trade and investment finance. Fourth, liberalisation may improve macroeconomic
performance by subjecting governments to greater market discipline and penalising unsound

monetary and fiscal policies.

However, global capital markets are characterized by asymmetric and incomplete

information. The increasing international exposure of both equity funds in industrial

countries and financial systems in emerging market economies, has not been accompanied by
a corresponding depth of information about the true value of the assets and liabilities. The
speed and scale of shock transmission between markets has increased enormously due to
technological advances in trading and settlement, which forces traders to act without
knowledge of wider price movements, exacerbating fluctuations. There are also substantial
agency problems for bank lenders and portfolio investors. Unlike multinational corporations
involved in direct foreign investment, they can exercise little direct control over the asset
acquired and thus cannot protect its market value. Banks can count on the international

financial institutions to protect their interests to some extent, but as funds cannot count upon
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protection of asset val@iethe lajical reponse is to avoid assets which cannot Ipatg sold

if things go wrorg.

These information andgang problems lead Igically to the two main characteristics of
short-term investment in enggng markets® First, internationgportfolio investors and bank
lenders seekduidity and useduick exit’ as a means of contaigidownside risk. In
conse@uence, indicators such as tlygick ratio’ of a county’s short-term forain liabilities

to central bank reserves become critical to market stglalid can eagiltrigger self-

fulfillin g runs on a currenyc Second, fund magars control risk notyseekimg more
information or control, butyportfolio diversification based on an assumed lack of
covariance between engarg market indices. The cqmetition between funds for clierits
drives them towards seekjmigh-yield, high-risk markets, butypthe same token leads them

to make frguent maginal agustments to theiportfolios.

High-risk emeging market assets with g returns have positive attraction foglobal
portfolio investors because the riskiness of their overatifolio is consideralyl reduced
the low covariance betweengrenal markets; but this does noevent fund margers from
switching frequently between markets in attg@ito maximise short-terrprofitability.
Although caiital movements towards ‘enging markets’ should dgend ypon ‘fundamental

valuation efficieng’ on thepart of internationaportfolio managers in assessyfuture

2 Bail-outs can, of course, stabilize currencies (albeit at new lower levels) but unlike
banks with a contractualght to the nominal values of their loapsytfolio investors have no
suchguarantee.

® Annual fluctuations in flows conventiongltegarded as ‘log term’ such as forgn
direct investment (FDI) and sovegridebt issues nyaalso reflect short-termduidity
considerations. However, thare not considered here becausesthekof such caital
cannot be readilsold ty non-residents to residents thghuthe domestic gatal market in
the short run and thus the same destabgizonseuences for the domestic econpado not
occur.

* Because dmsitors in (sg) pension funds cannot know the eventual value of the
asset aquired when the retire, thg can ony rely on thecurrentreturn on the fund in
guestion: this encouges short-termismybfund mangers in order t@ain market share. The
bias which is exacerbateg the ystem of bonuses as a form of remuneration which can
only rarge between zero and (@) positive sums, thuplacing a high option value on risk-
taking.
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income streams; because this isyvéifficult in practice and relies togreat extent on
observimg the behaviour of other investors, so thgpriactice misallocation is widpsead
and sudden corrections areduent (Tobin, 1984).

The volatility of portfolio flows thus cannot be attributed to investor irratiogait even to
‘speculation’ excet in the technical sense of international or integeral arbitrae
(Hirschliefer and Rilg, 1992). Rather it is the scale of these flows in relation to the size of
the domestic gatal market - in terms of both thoportion of the domestic gétal stock

that is effective} ‘on the market’ and the size of the local market in relation to the
international market in which the non-resident investpesate - and the gin covariance
between assgrices within agiven devel@ing econony or even rgion, which renders them
problematic (UNCTAD, 1998d).

Shifts in internationgbortfolio conposition usual} correpond to chages inperceptions of
county solveng by international investors rather than to variations in ugdeglasset
value. Because of the imbalance between borrowers and lendergifgmegirket assets
form a relativey smallpart of saversportfolios in develped countries, but a Ige part of
firms’ and banks’ liabilities in deveping countries) maginal shifts in lenderspositions
tend to destabilize borrowersyliidity.> These sujes are worsened/therdirg behaviour
due to mean variang®rtfolio optimisation as the market moves ipracess of ‘contgion’
(IMF, 1999). As pportunities for diversification increase, thepatt of news on the
allocation of funds in a sghe county, relative to initial allocationggrows without bounds
resulting in a massive outflows further threategiimancial stabiliy.® Thereforgprudential

regulation my be needed djlobal lenders as much asgibbal borrowers.

® Financial liberalization in an econgrsuch as Mexico meant not grthat half of
all Mexican guity and bond trade takg@tace on US stock markets, but also that the entire
domestic mongsyply is - in effect - a contigent foregn exchage claim on the central
bank because gheso securities can be converted into dollars on demand.

® Even if information on the return (or risk) oparticular asset can beuired at a
cost, the benefit from this knowlgel eventuail declines as thepportunities for
diversification increase; diversified investors have little incentive to search for information
since thg are shieldedylow covariance and g liquidity (Hallwood and MacDonald,
1994).
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2.2  Capital Market Stability in Open Developing Economies

Financial systems exist in order to facilitate the allocation of resources across space and time,
in an environment of uncertainty and transaction costs (Levine, 1997). In general it is
expected that the integration of stock markets internationally would reduce their volatility
because of the portfolio diversification and increased liquidity and transparency of
information this provides (Atje and Jovanovic, 1993; Korajczyck, 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
similar argument is extended to developing countries (Bencivenga, Smith and Starr, 1996).
The selection and monitoring functions of financial markets are basically concerned with
providing and processing information; but as information is imperfect, financial markets are
characterized by market failure and imperfections (Stiglitz, 1994); indeed stock markets can
have a negative effect on growth if these markets are subject to excess volatility (De Long et
al, 1989).

While resident financial investors evidently behave differently from non-residents, much of
this difference arises from their respective portfolio compositions - resident investors have a
much greater weighting of local assets (‘home bias’). This home bias in turn results from
asymmetric knowledge of local opportunities and control over local agents, plus the currency
in which consumption is expressed (Brainard and Tobin, 1992). Access to information and
control over investment outcomes also seems to differ between residents and non-residents,
although here distinction may well be between large and small investors rather than their
location. Moreover, as the result of decades of overseas asset acquisition by domestic wealth-
holders in developing countries (‘capital flight’) not only do their portfolios have a large
foreign-exchange denominated component, but also much of what appears to be ‘foreign’
portfolio investment inflows is often in fact the reduction of external asset positions by

domestic investors (‘repatriation of flight capital’).

The changes in the short-term asset holdings of non-residents are to a considerable extent
exogenouso fluctuations in the real economy - output, investment, employment and wages.
It is widely agreed that the larger part of the fluctuations in short-term capital flows to any

one developing country are caused by changes in global capital markets (Calvo, Leiderman
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and Reinhart, 1993;IMF, 1997). Moreover financial markets - particularly in developing
countries - are supply-constrained (Stiglitz & Weiss, 1992) so that they are in stable
disequilibrium with adjustments determined by creditors rather than debtors because demand
is in effect infinitely elastic at the equilibrium interest rate. In consequence, changes in the
asset demand pattern (reflecting international portfolio composition) of non-resident
investors, rather than the supply of liabilities by residents, can be taken as the immediate

cause of short term capital flows.

Apart from the longer-term effects on saving and investment, portfolio capital inflows are
generally regarded as being expansive in the sense of increasing domestic adsorption, unless
they are fully sterilized by increasing reserves. However, this expansive process is not the
same as an autonomous rise in government expenditure (or even an export-led boom)
because to create 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 consequent response - to
consume, invest or acquire external assets in the case of private agents, or to spend, invest or

reduce debt in the case of government.

Short-term capital inflows often lead to an unsustainable appreciation of the exchange rate,
which prevents export promotion and generates an import boom, while the expansion of
domestic credit consequent upon asset sales to non-residents being deposited in the domestic
banking system tends to result in unsafe loans at low rates of interest. The subsequent
outflow usually forces cutbacks in domestic adsorption to restore external balance, which

lead in turn to a fall in current output levels. Fragile financial institutions then often collapse
under the pressure of bad debts and the fall of asset prices as interest rates rise and domestic

activity declines (Rojas-Suarez and Weisbrod, 1994).

In sum, portfolio flows mainly affect domestic capital market liquidity and (through foreign
demand for domestic currency in order to make asset purchases) the exchange rate. The
direct impact on private fixed capital formation is not great, for two reasons: on the one hand,
government bond sales and corporate commercial paper issues dominate the market, while on
the other hand, most equity purchases are on the secondary market or initial offerings of

privatised state enterprises.
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2.3  Savings, Investment, Macroeconomic Volatility and Capital Surges

The inpact ofportfolio flows on economic devegbment d@ends pon their net effect on
savirgs and investment, and thus the k&sue in evaluatipthe initial impact of these (and
other) short term gital flows is the wg in which the savigs-investment balances of the
public andprivate sectors react to an gemous chage in short term external liabiliti€s A
‘virtuous’ debt gcle, requires, of course, that in the Iger term the subsgent fixed caital

formation is sustainabfe.

It had been epected that financial liberalization would raise sggiim develping countries
(World Bank, 1997), but in fact this has not been the case. There is in fact ga stron
substitution observed between external and domesticgsavimith an elasticyt of about 0.5
(Edwards 1995; Masson, Baumi & Samiei, 1995). Turner (1996) shows that in the first
half of the 1990sprivate portfolio cgoital flows made the link between external sagiand
domestic investment more indirect, which has enhanced the likelihood of externgssavin

being used to finance consygtion rather than investment because consumers and financial

" These relationsps are reflected in the ‘accumulation balance’ - the national
accountig identity which relates the sawgs of thepublic sector(S,) and theprivate sector
(S) and investment in the two sectdrg, |,) on the one hand, and the cbes in the short-
term asseposition of non-resident@), long-term external debt and fogei investment
stocks(D) and the level of reservgR) on the other - which must hold gwst at all times.

(Ingg)+(IpfSp)zAA+AD+AR

Public savilg depends on fiscal revenyd) and current ependiture(G), while private
savirgs are diposable incoméY - T)less consuiption (C) so we have

(Ig+G—T)+(Ip+C—Y+T)EM—XEAA+AD+AR

Thus if short term liabilities (A) risex-anteand the other gatal account items (D, R) are
given, then one of the left hand side variables mustshelx-post the ke issue in evaluato
the effect of short-term pédal flows is to determine which variable or variables dusig
and what the congaences of this gdstment are.

8 Specifically, if the debt gcle is to end virtuoust (i) capital inflows should increase
investment rather than consption (dI/dA > dC/dA) (ii) the resultig investment should be
efficient in the sense of leadjro factorproductivity growth (dY/dA > 1) (iii) investment
should be in tradables to create thguised trade syslus (dX/dA > dM/dA) (iv) and
maminal savirgs rates should exceed the ager@dS/dY > S/Y)This is, of course, true of
both lorg- and short-term gatal flows.
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markets react more rapidly than real investment to the relaxation of liquidity constraints.
Short capital inflows appear to foster consumption through two channels. First, the positive
wealth effect generated by the increase in asset prices and real exchange rate appreciation
leads wealth holdefsSecond through credit boom they bring about as portfolio asset
purchases from residents increase bank liquidity and thus consumer credit in the wake of

financial liberalization.

This outcome is reinforced by the orthodox policy response to short-term capital flows. In the
IMF ‘monetary programming model’ (Khan and Hug, 1990), an autonomous inflow of

capital will permit the government to relax monetary policy and increase growth; a

subsequent outflow would lead to the opposite policy. In other words, policy becomes pro-
cyclical rather than stabilizing. Moreover, bond yields (and thus interest rates) in small open
economies exposed to the international capital market do not act so as to balance savings and
investment. Broadly speaking, the domestic interest(ijate determined by the international

interest ratéiy), the expected depreciation of the exchange(EateE) and the country risk
proper(p):
i =ig+(E, - B)JE +p

Of these three terms, the first is clearly exogenous and fluctuates considerably in the short
term; the second depends not only on the current macroeconomic policy of the government
but also on expected policy in the future and fluctuatiomgher currencies; and above all,

the third term depends on foreign investors’ perceptions of the country in the context of
changing circumstances in the region and the world as a whole - and is the factor which
determines the lack of substitutability between asset classes. The domestic interest rate is
thus a consequence of much the same domestic and external factors that determine short-term

capital flows, rather than acting as a domestic capital market clearing mechanism.

° And also wae-earners as appreciatirg real exchage rate corrgsonds to a risig
real waye rate (and vice versa) - see FitzGerald (1999c).
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There are four macroeconomic comqsences of exgenous chages in short-term ¢atal

flows (FitzGerald, 1999¢f. First the main direct transmission effects on the real ecpnom
are throgh variations in funds available to firms and in the demanddeernment bonds;
while the main indirect effects are thgbtuvariations in the real exchgerate and the level

of economic activit. Second, the ipact on the fiscal sector is mayrdeen in sudden shifts
in theperceived solvencof thepublic sector, and thugpan the level of debt believed b
foreign investors to be sustainable; the effect of these fluctuations is felt in volatile levels of
public investment, which reduce the efficignaf public provision of infrastructure and

social services. Third, the pact on the firms sector is mayrthrowgh the spply of

working capital, whichgenerates ggnmetric reponses in terms of investment andpuut

due to the impact on firms’ balance sheets; the volatilif expectedprofits resultirg from

this has a strandepressive effect oprivate investment. Fourth, the pact on the

household sector is the result of theployment and wge effects; these occur both dirgctl
through firms’ regponse to short term paal flows, and as a result of the cogsences of
fiscal instabiliy; and also indirecyl throwgh the effects of real exchga rate variations on

real wagyes and ggregate enployment levels.

The most danging effect of volatile short-term p#al flows is onprivate fixed investment,
and thus on thgrowth of enployment ancdproductivity in the lorger run. This is derived
from the effect of this volatiljt on the epectations of firms about th@ofitability of
investment throgh the inpact of macroeconomic variables such as the real egehate
and interest rates. Most investmenpexditures are lgely irreversible - sunk costs that

cannot be recovered if market conditions turn out to be worse tpantes. As firm$s can

10 By adapting the credit-constrained macroeconomic model in Blinder (1987) to the
open develping econony with exayenous short-term péal inflows and outflows.

1 Moreover, firms are not in fact a hogemeousyroup in LDCs, and irpractice react
in quite different was to similar macroeconomic shocks (FitzGerald, 1995). The affiliates
of multinational coporations do not face the samaguiidity constraints as local firms as the
can alwgs rely on their heaquarters as ‘'lender of last resort’, or raise credit from
international banks with the international assets of thgocation as imlicit collateral.
Large domestic firms - often ganized aggroups' - havepreferential access to bank credit at
ary one time (frgquently a bank within thgroup) and thus should suffer less fronpital
market fluctuations. Indeed it is often the case that banks are vulnerable to the non-financial
firms in thegroup rather than the other waround. In contrast, ingendent domestic firms
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delay investments until more information arrives, there exists an opportunity cost of
investing now rather than waiting. In consequence, the value of a unit of investment must
exceedhe purchase and installation cost, by an amount equal to the value of keeping the
investment option alive - which will increase exponentially with the level of uncertainty
(Dixit and Pindyck , 1994). In consequence, if the goal of macroeconomic policy is to
stimulate investment (and thus growth), macroeconomic stability and credibility may be
much more important than particular levels of taxes or profit rates (Pindyck and Solimano,
1993). These findings appdyfortiori to the situation where short-term capital surges

require abrupt compensatory movements in fiscal and monetary stances.

3. THE EXPERIENCE OF CAPITAL CONTROLS

3.1  The Motivation for Capital Controls

Recent financial market turmoil has prompted new interest in capital controls because
emerging markets are adopting a more sceptical attitude towards short-term external finance
in the wake of the crisis in East Asia. The IMF Articles of Agreement only require 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. Specifically,
Article V1.3 states that: “Members may exercise such controls as are necessary to regulate
international capital movements, but no member may exercise these controls in a manner
which will restrict payments for current transactions or which will unduly delay transfers of
funds in settlement of commitments, except as provided in Article VII, Section 3(b) and in
Article X1V, Section 2.” Several developed countries (including France, Spain and Italy)
have in the comparatively recent past resorted to controls on the inflow or outflow of capital
as a temporary expedient to stabilise domestic financial markets even though such controls
have deliberately distortionary consequences and may increase the risk of a relaxation of
macroeconomic discipline as well as discriminating against foreign investors. In developing

countries, where domestic capital markets are imperfect and systems for financial supervision

are the most vulnerable to shifts in bank credit. Small enterprises outside the formal credit
system are also vulnerable to the business cycle because they rely on sub-contracts from
larger firms or the expenditure of wages by their employees.
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are not robust, there is a stgorase for not liberalisgncgpital account transactions full
until theseproblems have been addressed (Eigheen and Mussa, 1998). None the less, the
IMF Interim Committee greed in 1997 that full convertibiitfor cgital account

transactions should be the ultimatgeative for all Fund membets.

Johnston and Tamirisa (1998) examine the determinantpitdlazontrols in 45 devefwong
and transition countries. Their econometric evidence indicates that balgrayeneits and
macroeconomic magament, market and institutional evolution, gnddential factors are
important in eplaining recourse to qatal controls. However, macroeconomic variables
appearprimarily to motive controls on gital inflows, while institutional and market
structures ppear to motivate financial gallations related to theperations of banks and
institutional investors. Their findgs indicate that qatal controls in fact reflect in fact the
overall framework of economicgalation and the dgee of financial market devedment,

rather tharnust balance gbayments mangement opectives.

3.2  The Design of Capital Controls

The focus of thipaper is onpreventive controls - that is, onmtal inflows; and pecifically
those with a teqporaty horizon. The controls nyabe in the form of a tax on pigal inflows
(Brazil, Chile, Colombia and Thailand) quantitative restrictions on paal inflows (Czech
Republic and Malgsia) includirg prudential measures directed at the domestic bgnkin

sector.

Leaving asidé® direct investment and real estate transactions on the one hand, and credit
operations angbrovisions gecific to commercial banks on the other; thges ofportfolio

investment transactiom®ssibl suhect to controls are: shares or other securities of a

2 The IMF staff were instructed to drays an amendment to the Articles of
Agreement that would make the orgeiberalisation of cpital account transactions one of
the Fund's centraglurposes.

13 And also excludig in practicepersonal cpital movements (dmsits, loansgifts,
endowments, inheritances anddeies) to residents from non-residents (inflows) and b
residents to nonresidents (outflows) as well gitaktransactions ypimmigrants (such as
settlement of debts).
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participating nature; bonds or other debt securities; nyamarket instruments; collective
investment securities; derivatives and other instruments. In all fivgociete there are
possible inflows urchase locayl by nonresidents or sale or issue abroaddsidents) and
outflows (sale or issueylnonresidents, quurchase abroadylresidents) to be considered. In
addition there mabeprovisions pecific to institutional investorsypically restrictirg their

ability to invest abroadf.

Capital control measures on these transactions can be divided into three brgadesite
price-basedquantity based and geilatory. Price-based measures reduce the interest rate
differential between domestic and fayeiassets ylowering the rate of return on an asset for
ary level of risk. This would induce investors to reallocate tpeitfolios awg from that
asset on the familiar mean-variance criterion. Quitabinflows this would include a tax rate
on interespayments in the local currepcand enty tax (or starp duty) on the investment in
local curreng or a tax on forgn debt issuanceyldomestic residents. All these taxes can
be structured to ¢eend on the matusitof the investment. Keynes’ orginal agument for a
transaction tax to lggthen horizons; and ngebe relevant for emging markets (Dornbusch,
1996, 1997°

Quantiy based caital control measures goortfolio capital inflows usualy take the form

14 For a detailed suryeof regulations concernigforeign portfolio investment in
emeging markets, see UNCTAD (1998d) ppendix II.

15 Exanples include: the fpercent interest tax and 1p2rcent stam duty in Chile
(1991); the Ipercent tax of stock markptirchases ypforeigners, 9ercent tax on forgn
purchases of bonds, ang&rcent tax on the issuance of fixed-income securities abroad in
Brazil (1994); and the 0.2%rcent fee for certain forgn exchage transactions in the Czech
Republic (1995).

8 The case for such a tax is set out in ufjldaal (1996). The reasons wtit would
not in fact reduce volatiljtare set out in Arestis and Sgav (1998).
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of limits on the amount of forgn funds that can be invested in local curgetidn contrast
to price-based (ie tax) measures, thgeghve ofquantitative cgpital controls is not to alter
the returrnproperties of local assets but rather tgukate the amount of forgm funds that can
access these assets. In other words, non-resigientilios are alteredybasset rationig

rather than P altering the mean-variance characteristics.

Quantitative restrictions havegdically involved limitations on external asset and liaiilit
positions of domestic financial institutions pesially banks); on the domestiperations of
foreign financial institutions; on the exterr@artfolios, real estate holdys or direct
investment of nonbank residents. Measurgdemented have includgaudential limits or
prohibitions on non-traded related gnactivities, off-shore borrowm banks’ net forgn
exchame positions (Czech Rmublic, Indonesia, Malgsia, Philppines, Thailand), qas on
banks’ foregn curreng liabilities (Mexico) and even broad measureprtzhibit residents
from selling short term monemarket instruments to fogrers (Malgsia). Often theyipe of
instrument to be used is controlled rather than the volume - such as resthietabiliy of

domestic borrowers to issue bonds on international markets.

The advantge of price-based controls is that thean be built into the investors’ risk-return
calculations and are credible insofar agy/taee backedya sound lgislative and Igal
framework. Their disadvarda is that thg represent a relativglweak brake on lge caital
sumges in reponse sudden chges in eyected returns - where the tpayable on short sye
may be vey small conpared to theyains (or losses) to nonresident investors from gimgn

their portfolio conposition rapidly.

The difficulty with quantitative restrictions is that thare sufect to administrative
discretion and thus investors cannot build their costs intobsdiolio calculation. Their

sce and aplication will be uncertain, introducgian unknown element of investor risk,

17 Exanples include: the ban on foggi purchases of moryemarket instruments in
Malaysia (1994), limits on short-term securities sales abroad in the CzpablR€1995);
restrictions on theypes of securities that can be owngdnion-residents in Korea and China;
and the restrictions on the usepodceeds from the issuance of GlobapbDsitay Recepts
in India (1995).
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and anplif ying the gportunities for corrption. In addition, the abilt of even honest

administrators to kegeup with new forms of derivatives is limited.

Regulatory capital control measures attginto combine the effects gfice-based and
quantity-based measuré$They involve the obljatory deposit of aproportion of portfolio
purchases in local cash governmenpaper, and thus reduce theuidity of the investor
during the timeperiod of the measure and cost herytledd difference. In consgience, the
are more ‘market-friengll than quantitative restrictions. Althal they do notgenerate
explicit tax revenues, these measures can discriminate effgcheeheerpotential foregn
investors accordonto their attitude to risk and thus encayedorger-term euity or bond
holdings.

3.3  Circumvention of Capital Controls

In principle, the adption of ary measures aimed pteventirg capital flows from enforciig

the interesparity condition immediatgl introduces an incentive for circumvention (Dgole
et al, 1996). Whether this occurgpdeads pon the fixed, variable angenaly conponents of
circumvention. The fixed cost refers to findiloopholes in the Igislation and constructm
appropriate financial instruments to take advaygaf them, which becomes easier with
financial market sghistication (if ony off-shore) and in ancase is a one-off cost which can
become in effect public good. The variable cost refers to the administratiygeeges and
yield losses involved in continued circumvention and varies with the volume of transactions;
it is particularly high in the case grudential measures. Tipenally conponent reflects not
only the repective fine but also the risk ptinishment and the patational consguences of

conviction.

Insofar as all these costs can be reduced tquinadent tax, and that tax can be administered

trangarenty with considerable welfare benefits in termgoblic revenues, this would seem

18 Notable exarples include: the 3@ercent reserve geirement with a minimum
maintenancegeriod of oneyear for financial investmentymonresidents in Chile (1992); the
100percent reserve gairement for commercial bankgainst nonresident gesits in
Malaysia (1994); and the 3fiercentposition limit ggainst short pen curreng positions with
nonresidents in the Czech Riblic (1995).
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to be an agument forprice-based controfS. In practice,private gerators will inevitaby

find ways to evade controls if there is sufficient incentive, ifydnt traditional methods such
as the over- (or under-) invoigrof current account transactions, which are ugueft
uncontrolled due to international trade commitments. In the 1990s, the existence of
reasonalyl liquid secondar markets - increasgty offshore - has madaossible the
construction of derivatives to avoid controls on maturitiasd even ‘gnthetic sales’ of

long-term investment$.

In particular, the use of non-deliverable forward (NDF) and non-deliverable covdracts

(NDS) can be used to overcomgantitative restrictiorf$ - including curreny non-

convertibility. NDF markets are found in Brazil, China, India, Korea, the jifimles, Poland,
Russia, Taiwan and Vietnam as well as in the Middle East. NDF and NDS contracts are off-
shore transactions whichqgare no delivey of the notional amounts of each currgt

maturity: settlement takeglace for the difference between the forward rate anddbierate

at maturiy, funding constraints bempavoided ly payment of the difference in a nuoa

91t should be noted that althgiuthe foregn investor mg appear topay these taxes
(or their euivalent) in the first instance, inglobally rationed cpital market it is the
domestic re@ient who will end p carrying the cost of the controls in the form ogher
bondyields.

20 For instance, since 1995 Brazil hagposed an entrance tax on faypeiborrowirg
which declines with matusit reachimgy zero for sixyears or more. B simultaneousl issuirg
long (ie over sixyear) bonds and writ@qput gptions with a onerear maturi, holders could
sell the bond to the issuer atyaime and thus hold what was in effect a tax-free short bond.

21 For exanple, the Malgsian decision in 1998 that tipeincipal value of FPI could
not be rgatriated for at leastyear while FDI could be freglrepatriated led to twgpart
arrargements beig made. Firstportfolio and direct investors exchganholdirgs to allow the
former to repatriate their funds; and second, an offshorepsgfahe repective earnigs cash
flows is arraged so that botparties still receive the ginal return on their investment.

22 For apractical eylanation of forwards and swa goerations, and of derivatives
trading generaly, see Valdez (1997).



QEH Working Paper Series - QEHWPS026 Page 19

foreign curreng.”® They are commonyl used to circumvent restrictions on forward markets

but also to avoid entrtaxes.

In consguence, controls nyaneed to be wide-rgmg and cos¥ to evade in order to ensure
their effectiveness. Policies to raise the cost of circumvention include measures such as
broadenig the coverge of controls (g to cover ‘peculative FDI' in the case of Chile),

stricter monitoriig and enforcement and increagehalties for circumvention.

3.4  Evaluating Capital Control Regimes

The criteria for evaluatmthe effectiveness of agigal control rggime are unclear. One
approach is to measure the digence of kg variables (such as interest rates) between
countries with and without controls. Another is to assesgdhernment’s abili to pursue

an indgpendent macroeconomolicy indefinitely. In either case it is unclear what size of
yield differential is rguired to enhance the effectiveness pbhcy regime. This would
require a structural model encqassing thegovernment’s ofectives and the economic
constraints pon it. In consquence, observers can examine the same or similar data sets and
reach vey differentqualitative conclusions garding the effectiveness of paal controls.
Those who see controls as a short-term device vwgnaniits thegovernment time to react and
adust othempolicy instrumentgeneraly argue that controls can be effective. Those who
anal/se curreng regime collgpse, sggest that such incidents are ofigeceded 1 controls,

which cannoprevent and maevenprovoke such incidents.

Interpreting the effectiveness of paal controls on recorded flows is alpmblematic.
Controlling for factors other than the controls isyaelifficult: total net caital flows are
related to economic fundamentals suclyiakl differentials and chaes in wealth on the
one hand, and @ectations about the future macroeconopusition on the other. The
allocation betweepublic andprivate securities gends on the current andpected fiscal

stance and thus government behaviour. Moreover, to the extent that controls themselves

23 |f a oot market does not exist at the time of mayytiten the ot rate can be an
official rate or index, which macreate arbitrge goportunities between the domestic and off-
shore rate. If the offshore investor (usyallbank) wishes to hgd, it may do so with a loan
in the domestic curregcand thus reduce the insulation of domestic markets that the controls
re deggned to create.
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respond to fluctuations in capital 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 - as in the case of Chile. Finally, the standard balance of payments classifications are
not very informative as to the volatility, effective maturity and liquidity of the recorded

flows.

None the less, the extensive literature for the industrial and developing countries (Dooley
1996b, Gros 1987; Obstfeld, 1995, Eichengreen and Mussa, 1998) suggests that the
government can drive a significant wedge between domestic and international yields on
similar short-term financial instruments for extended time periods. In the five cases (Brazil,
Chile, Colombia, Czech Republic, Malaysia 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 Malaysia where the controls have been
accompanied by an active monetary policy. In the case of Chile, Malaysia 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 fiscal deficits.

In addition, in four out of five cases reserve accumulation slowed down after the imposition
of capital controls - probably due to a combination of reduced precautionary requirements
and lesser sterilization by the authorities. Also, despite an easing of monetary policy in Chile
and Malaysia and neutral monetary policies in Colombia and the Czech Republic there was a
general deceleration in monetary growth following the introduction of capital controls. This
appears to reflect the slowdown in non-resident banking sector deposits (Malaysia), less
offshore borrowing by domestic by domestic banks (Chile and Colombia) as well as slowing

down of foreign exchange accumulation by central banks.

Quirk and Evans (1995) evaluated controls in Chile, Colombia and Malaysia by examining
the impact on three variables: (i) the magnitude of short capital flows and the composition of
total flows; (ii) the disparity between onshore and offshore deposit rates; and (iii)

differentials between domestic and foreign interest rates. Controls do seem to have increase
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the gap between domestic and international interest rates, and to have lengthened the term
structure of foreign investment. However, circumvention appears quite quickly, and the

interest rate ‘wedge’ is not large enough to prevent crises.

The specific case of Chile has attracted much attention, specifically the one-year
‘unremunerated reserve requirement’ (URR) on foreign inflows, introduced in 1991 at 20
percent to dissuade portfolio inflows and reduced to zero in 1998 in order to encourage them
(Laurens and Cardoso, 1998). The review of a considerable number of detailed studies of the
Chilean experience by De Simone and Sorsa (1998) reveals that there is strong evidence that
controls were successful in driving the desired wedge between domestic and national interest
rates, while the evidence for the effectiveness of controls in altering the composition of
inflows towards the medium and longer-term maturities is positive but less strong. However,
they conclude that there is only mixed evidence that the URRs reduced total capital inflows
and little evidence to support the conclusion that they had a significant effect on the real

exchange rate.

In sum, the conclusion by Quirk and Evans (1995: 4) that “recent experience suggests that
although controls or taxes on inflows should not be viewed as a substitute for fundamental
policy measures ... they might serve as a temporary supplementary tools that could provide
policy makers with time to react” seems to reflect the overall tone of the available literature.
However, the considerable implications of having more ‘time to react’ tend to be overlooked
by orthodox economists. First, the emphasis on the ‘interest rate wedge’ supposes that
changes in the relative price of capital is the main effect (intended and achieved) of controls,
while it is clear in practice that thiguidity effect is also considerable, and is generally more
significant in imperfect capital markets. Second, the fact that the effectiveness of controls
depends upon the way they reinforce fiscal and monetary policies designed to stabilize the
balance of payments means that the design and implementatiotiveimacroeconomic
management is crucial to the reduction of the volatility of portfolio flows. Capital controls
might thus be regarded as having an enabling function in permitting effective market

intervention rather than as being expected to reduce volatility on their own.
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4. FIsCAL AND MONETARY POLICY TO STABILIZE CAPITAL FLOWS

4.1  Stabilizing Capital Flows

As we have seen, the source of fluctuations in short capital flows vary widely: alterations in
local conditions (both structural such as banking liberalization and privatization, and policy
shifts such as in interest rates), changes in international capital markets (such as variations in
prudential regulation or in domestic asset yields), or perhaps - and most importantly, as we
have seen - shifts in the perceived risk associated with a particular market. Each source
implies a distinct policy response: for instance, increased demand for money domestically
can be countered by monetary accommodation, while a change in international perceptions of
risk may be best handled by sterilization of capital flows - particularly if the policy objective

is to maintain a stable real exchange rate in order to promote exports.

The overriding goal should be to maintain high rates of private investment in traded sectors
through macroeconomic stability and low real interest rates. The hysteresis in exports and
investment that fluctuations in exchange rates and interest rates generate is a strong argument
for dampening exchange rate movements in the absence of full hedging facilities (Krugman,
1987).

The impact of the portfolio flows on liquidity depends upon the behaviour of domestic
financial institutions, and thus upon the structure of financial regulation. There are two
separate motives for financial regulation. The first is economic regulation (eg over interest
rates or credit allocation) which has been dismantled all over the world in order to improve
market efficiency. However, this may make financial systems more vulnerable to crises. The
second category of regulation is prudential regulation to protect the stability of the financial
system itself or to protect small investors as ‘consumers’. In contrast to economic regulation,
prudential regulation has not been dismantled and in many cases has been strengthened in

response to financial crises.

The financial deregulation which has characterized emerging markets during the 1990s can
be regarded as a permanent shock to the financial sector which alters the environment in

which the intermediation is carried out (Bachetta, 1992). Specifically, the lifting of
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regulations on asset portfolios and reserve ratios combined with privatization were designed
to encourage better risk management and narrower margins, but may lead to excessive risk
acquisition in the search for market share. Monetary policy has become more difficult to
implement as the behaviour of monetary variables becomes more volatile with the reduction

in market segmentation and consequently increased elasticities of substitution between assets
(Melitz and Bordes, 1991). The high real interest rates and lower reserve requirements

associated with financial liberalization can thus actually increase banking fragility.

4.2 Open Market Operations

Sterilization of inflows leads to higher domestic interest rates, especially if the domestic
currency assets investors want to hold are imperfect substitutes for short term central bank
paper or treasury bills supplied by the monetary authorities. This in turn can encourage even
greater inflows and defeat the purpose of sterilization. If the domestic and foreign interest
bearing assets are not good substitutes than large changes in supply are required to affect the
price. Even if they are poor substitutes, considerable relative price adjustment among
domestic assets will ensue as the portfolio equilibrium is restored, with negative effects for

productive investment.

The open market operations (OMOSs) required for sterilization entail the sale of government
or central bank securities by the central bank in order to remove the liquidity generated by
central bank purchases of foreign currency. The liabilities of the central bank thus remain
unchanged but the composition of assets changes with the reduction of claims on the
government and increase in international reserves. There is a corresponding change in the

composition of non-bank liabilities.

OMOs have been adopted by most countries, particularly in the early 1990s by Chile,
Colombia, Indonesia and Malaysia. In come cases (Chile, Colombia and Indonesia, as well as
Korea and Philippines) the central bank issued new debt on its own behalf for this purpose; in
others (such as Malaysia and also Sri Lanka) public debt was sold as the central bank
depleted its own holdings. This form of sterilization has the advantage of not placing extra
burdens on a weak domestic banking system; but it does lead to an increased fiscal burden as

a high-yielding liability (domestic currency debt) is issued in exchange of lower-yielding
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assets (international reserves) and thus either a fiscal deficit is generated or expenditure must
be reduced. Colombia increased 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 this way.

The impact of large changes in domestic bond yields interest rates can be serious, and may
not be eased very much by the reduced country-risk premium; indeed the reduced rate of
devaluation which often accompanies sterilization often raises ex-post dollar yields even
further. This would imply that OMOs slow down the convergence of domestic to foreign
interest rates and do not lead, therefore, to any pronounced or sustained shifts in the
composition of capital inflows as a result of such intervention. Despite heavy intervention,
either the rate of devaluation slowed down or there was even revaluation. Argentina is an
interesting contrast as it did not sterilize between 1989 and 1992: in the absence of OMOs
interest rates converged to world levels and short-term capital inflows levelled off by 1993

two years after the introduction of the currency board in 1991.

OMOs need not, however, lead to full sterilization and thus exchange rate stability because
the active management of exchange rates within bands serves to discourage speculative
flows, due to the cost of risk of asset values to foreign investors. In a sense, the uncertainty
has a similar effect to a transactions tax for risk-averse investors. It also reduces fluctuations
in reserves and thus allows the monetary authorities some margin of independence in

monetary policy.

4.2  Management of Reserve Requirements and Public Sector Deposits

The reserve requirements of banks may be increased in order to reduce the money multiplier:
this offsets the increase in the monetary base due to central bank intervention in the foreign
exchange market. In effect, the private sector rather than the central bank has to issue the
domestic interest-bearing liabilities (or reduce other asset holdings) in order to finance the
new reserves. When commercial banks have higher reserve requirements they are forced to
adsorb the monetary base (ie non-interest yielding debt of the central bank) rather than

interest bearing loans to the private sector; who in turn issue interest-bearing securities or
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reduce their ependiture. Whether this decreasegenxditure is on investment or

consunption is an inportant consideration for |ger-termgrowth

To prevent asset-switchgn(in order to avoid the cost of holdjmeserves) it mabe
necessarto increase the reserveguerement orall domestic currencdeposits. Costa Rica,
Malaysia, Sri Lanka and Peru have all used tipisoa with some effect. This involves a
lower fiscal cost thanpen-market perations. Reservegairements are similar in effect to a
tax on bank assets (the increase of resepgreaments in Malgsia from 3.5 to 11.percent
between 1989 and 1994 waguevalent to an additional fercent tax on bank assets); a cost
which is usuall passed on to clients. Epnical evidence indicates that this leads tghleir
lending rates (where the banks are afeater advantge than with dpositors) which mg
stimulate further inflows and qoorate borrowig abroad. In irperfect caital markets
reserve rquirements have much a stgan effect on domestic credit marketsreducing

liquidity.

Capital flows mgy be sterilized ¥ shifting the deosits of thepublic sector (oquasipublic
sectorpension funds) from the bankjrsystem into the central bank: Mgka, Taiwan and
Thailand have sterilized paal inflows by this method. Igovernment dgosits are counted
aspart of the mong stock then such a transfer guévalent to an increase in reserve
requirements; but if thgare not so counted, then the effect is the same as that of an OMO. If
domestic assets aperfect substitutes then there is no interest rate effect;yfatreenot then

the switch out of domestic assets wilpdess theiprices and raise domestic interest rates.

This procedure has mgradvantges: it does not act as a tax on banks and it need not raise
domestic interest rates overall; and there iguresi-fiscal cost as associated with standard
sterilization. If there is an income lost to heblic funds, the fiscal ipact is less than that of
sterilization. However, it is difficult for banks to mayealaige dgposit swirgs; and the cost

of ary market losses nyabe born g contributors - as it has been in the case opleyee
Provident Funds in Majeia. Moreover, the available funds are limitgcthe scale of quid

assets alreadheld ly the public sectorgovernment dposits held at the Bank of Thailand

24 See Section 2.3 above.
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increased from 2percent of totabovernment dposits at end-1987 to §i&rcent ly mid-
1992.

This procedure was used with considerable effgcthie Horg Kong government in 1998,
which purchased 1@ercent of the HajnSerg index - about guarter of the market’s free
float in view of the fact that mgrconpanies are still famyl controlled. In this wa
speculative attacks on

the Horg Kong stock market - andybextension the exchga rate - were effectivelwarded
off. As the market recovered lsome 6(Qpercent between Agust 1998 and pril 1999, the
administration made paper profit of some US$8 billion on US $ 10 billion invested - three
times the bugdet deficit.

The resort tgublic sector dposit mangement reuires, of course, fiscal solvenwithout

debt overhag. It should also bereceded ¥ an identification of the causes of thegoral
fluctuation in short term gital flows +articularly ajudgement as to whether thigoresents

a tenporaly or apermanent shock (Reisen, 1996). Flows which will soon be reversed would
presumaby} be handled thragh conpensatoy reserve margement, whilepermanent flows
require some form of macroeconomicjastment - in the absence of yaslear basis for such
ajudgement, theoroverbial admonition to “treat gliositive shocks as tgoorary and all

negative shocks agermanent” mg be agoodguide.

4.3 Policy Design and Implementation

Following the Asian crisispolicy-makers have shown increagimterest in the
macroeconomic modgioneered i Chile, which coples trade penness and FDI
encourgement with restrictions on short-ternpital inflows? The model has a number of
components, each of which are usegddiher emeging markets to some extengterilised
intervention:the central bank has intervened in the fgmeaxchage market tqrevent the
real exchage rate from ppreciatirg excessivel, purchasig dollars in exchage for local
currengy to maintain the exchage rate within a 12.5% band around a dollar-péh

reference rate. The jpact on the moneswpply has been sterilised/lmassivegplacements of

% That is, until its recergartial dismantliig.
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central bankpromissoy notes; albeit at the cost of additional fiscal burdens agid hi
domestic interest ratesnvestment regulationscapital investment is sybct to a number of
laws and restrictiongpecifying minimum enty amounts and the time which mustpsia
before caital can be rpatriated. Decree Law 600qres FDI to enter Chile thrgh a
foreign investment contract with @ecified minimum duration, which varies accorglio
the industrial sector concerned. piial cannot be ngatriated until ongear after entr,
althowgh there are no restrictions on theatriation ofprofits. Law 18,657 creates Fogai
Capital Investment Funds. Foggi portfolio investment (FPI) ipublic securities and
equities is allowed, sybct to a minimum amount of 1 million dollars, which must be
invested within ongear. Caital invested in these funds cannot bpateiated for a
minimum of fiveyears, buprofit repatriation is not restrictedReserve requirementte
central bank has ippsed reserve gairements on qatal inflows, which atterpt to
discriminate between lgpterm caital investments and short- term 'npreductive’ inflows.
Short-term inflows are sigct to a ongrear reserve grlirement of 3Qoercent at zero
interest. The aim is to redugeesulative caital inflows and increase th@oportion of
direct investment and Igrterm credit in the gatal account. These ‘market frierydl

controls haveoroved hghly effective inpractice.

Chile has also used several otpelicy instruments to restrict th@eculative inflow of

cgoital, including minimum conditions for external bond amgugy issues, and reductions in
the availabiliy and increases in the cost of paacilities at the central bank. The authorities
have also taken measures to encgeii@ital outflows, includimg the liberalisation of
pension fund rgulations, in order to avoid excessive mpisepply growth. These measures
necessanl involve a dgree of discriminationg@ainst foregn capital, particularly the

portfolio entry regulations. Althogh in principle these could@ply equally to asset
repatriation ly residents, effective discriminatiogainst foregn nationals is held to be

justified because tlyeare believed to less ‘committed’ to the host econém

?® This is because forgn investors are believed to have less information abgut an
one emaying market than nationals, and are also in a bptsition to switch between
emeging markets rpidly. They thus are more likglto leave in rggonse to bad news
(Fitzgerald, 1999a). Razin et al (1998) model debt apiteflows in thepresence of
information agmmety between the ‘insiders’ and ‘outsiders’ to the firm in a small ecgnom
Investment is too low because the ecopasitoo small for firms to investptimally: lump-
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Such ‘fine tuning’ is not easy, particularly since much of its effect depends upon the
reputation of the economic authorities. Indeed, Obstfeldt (1995) suggests that because of the
international integration of capital markets the only way to reduce the shocks arising from
external capital flows is either a completely clean float or an irrevocable currency union.
However, a pure float is probably unworkable in most developing countries due to the fact
that monetary aggregates do not provide a reliable policy anchor, particularly in a period of
financial liberalization. In any case, the resulting fluctuations in real exchange rates would
have the negative real-economy effects we have discussed above. Monetary union is not a
feasible option for most developing countries - and for those for which it is a real prospect
(such as Mexico) the fiscal implications for the central economy of the region (eg the USA)
are probably unacceptable. In practice, therefore the options appear to be: the design of
fiscal policy to reduce the pressure on domestic debt markets; sterilized intervention as the
basis of monetary policy, combined with a strong reserve level and low real interest rates;
high but flexible marginal reserve requirements on banks in order to mitigate the effects of
capital flows on credit provision; and active management of the nominal exchange rate in

order to maintain a stable, competitive real exchange rate.

4.4  Complementary measures

Factors which are often cited as causes of financial crises in emerging markets (such as large
current account deficits, overvalued real exchange rates, over-investment in non-traded
sectors) are in practice often the outcome of massive capital inflows in the first place

(Reisen, 1998). All three of the balance of payments management policies discussed above -
open-market operations, reserve requirements and public asset management - are made more

effective by the existence of direct capital controls.

This is for two reasons: first, the implicit asset differentiation between domestic and foreign
assets and liabilities that controls create makes such interventions more effective precisely
because it makes markets less efficient. In other words, stability can be attained at the cost of
a loss of efficiency. As both enter into the objective function of investors in the real

economy, there is a balance to be struck between the two. Second, controls over capital flows

sum subsidies for equity finance are suggested as a solution.
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- if only in the form of registration - provide the means for the authorities to overcome the
information and agency problems posed by monetary intervention. In other words, real-time
knowledge of the scale and nature of flows, and who is generating them, allows the central
bank to take prompt action and to exert ‘moral suasion’ on market agents. This, of course, is
why industrial countries operated capital controls until a late stage in the development of

their financial markets.

In Asia these flows have mainly gone into short-term banking instruments and in Latin
America into securities - particularly government paper. Recent Latin American experience
shows that two mutually reinforcing policies can help influence capital flows towards longer-
term equity. First, it is necessary to keep nominal exchange risk substantial for short-term
investors chasing high local 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 empirical evidence that this kind of policy management can impact strongly

on the composition and also overall size of flows (Ffrench-Davis and Reisen, 1998).

In addition, it is probably necessary to undertake specific national policy measures in order to
support investment and employment during such episodes (FitzGerald, 1999c). Public
investment programmes should be sustained by avoiding the use of short term debt as a
source of funds; undertaking a tax reform sufficiently extensive to generate a structural fiscal
balance; and avoiding the refinancing of long-term external debt with short term internal
debt. High real rates of interest should be avoided by expansive monetary policy: they do
little to stimulate aggregate savings, but clearly depress private investment and in this
context, attract volatile capital flows while increasing budgetary costs. It is helpful to ensure
that long-term credit is available to firms in order to sustain private investment through the
cycles caused by short-term capital flows; possibly by the provision of rediscount facilities at
the central bank and tax incentives to long-term profit retention. Finally, small firms and
homebuilding should be protected from the effect of credit restrictions by dedicated loan

schemes.
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5. INTERNATIONAL REGULATORY ISSUES

5.1  The Effectiveness of International Financial Institutions

The existimg international institutional ‘architecture’ to p® with theproblems in emejing
markets is based on the Bretton Woods bodies, and the IpHftinular. As an
intergovernmental institution, the Fund is essentiallender of last resort to devping
countly governments, gainst which faciliy it imposespolicy conditionaliy in return for the
restoration of kuidity?”: specific monetay and fiscalpolicies in order to stabilize the
econony, and structural reforms in order to restoreglterm solveng. However recent
emepging market crises are essentalelated tqorivate sector asset deflation anguidity
shortaes, the root causes of which were p@vented (angossibly have been exacerbated)
by IMF policies of fiscal retrenchment andghiinterest rates. Iparticular, as the emging
market crises unfolded a number pparentlyy well-capitalised local banks were been found
to be insolvent; their f@lity havirg been diguised ly a failure to recgnise thepoor

guality of their loanportfolios (BIS, 1998).

In reponse, the IMF has ganded its rgular Article IV consultations with member
countries to examine tlgriality of domestic bankigpsuervision (IMF, 1998b). Basle
standards are bajrenployed ly an increasig number of industrial and industrialigin
countries; a trend likglto be reinforcedythepublication lastyear of the Basle Committee
on Bankirg Supervision’sCore Principles for Effective Banking Supervis{ogproduced in
IMF, 1998a). Althogh the Bank of International Settlements has moilegory function as
such, the Basle Committee members (central BAnksl other spervisol agencies) does

mean the acgtance of besfpractice for bank rgulators in alljurisdictions.

In addition, the Basle Committee has issuedparteonThe Supervision of Cross-border

Banking(1996) agreed with the Offshore Grpuwf bankirg suypervisors, reresentig 19

" This contrasts markegivith last resort lendimby central banks, which offer
unlimited funds on guest - but apenal interest rates.

28 Brazil, China, Hog Kong, Korea, Mexico, Russia and Saudi Arabia and)&iare
were invited tgoin the BIS in 1996.
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offshore financial centrés The rgoort provided a checklist gfrinciples for effective
consolidated suervision, intended to ensure that no internatigradtive bankig group
escpes the overght of a rgulator cgable of effective} supervising its global goerations.
The regoort also containegrinciples which could be used to assessoinity of sipervision
in financial centreg’ More inportantly, the report represented a formal regoition by the
Basle Committee thageeement amamthe leadig industrialised countries alone was no
longer sufficient topreserve the inggity of the international financialystem in an

increasimly integratedglobal econong.®*

5.2 Beyond the Basle Approach

These measures in the ‘Baslpptoach’ are restricted to bankmrvision, as bank failures
represent thgreater threat to financial market stalyiliHowever, Basle rules extend to the
portfolio operations of banks and thusphtitl y strergthen the spervision of securities
markets. Mosprivate short-term qatal flows take the form of rgotiable securities rather
than bank credit as such, and thgdapart of these securities are marketgdonks or i
securities houses linked with these banks. The fimadhaser manot be fuly aware of the

risk involved, reying on the reutation of the bank to ensure asset value.

Much of the regonsibility for cagoing with reversibleportfolio flows thus still falls on

emepging marketgovernments themselves; gés the fact that the lge scale of the flows

and their evident correlation means that some form of international action is also yecessar
High profile failures of a number of financial institutions argdhe leadig industrialised
countries have alsodhlighted the need for effective internationapsrvisor standards. In
addition, there is growing recagnition of the riskposed to the international financigistem

by thepoor securities guervision in emeging markets.

29 Including Hong Kong, Singapore, the Cgman Islands and the Isle of Man.

¥ Including: the standards ammlocedures for authorisation, thepsavisory
authorit/'s ability to gather information about the banks and bagkjroups it authorises, and
thepowers available to the pervisoly authoriy to take action gainst authorised institutions
which breach their authorisationgrerements.

31 The report was endorsedylbanking sypervisors from 140 countries at the latest
biannual International Conference of BarkBupervisors in Stockholm.
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The BIS itself bid successfylin 1996 to host the International Association of Insurance
Sypervisors (IAIS); and will soon bid tprovide a secretariat for the International
Organization of Securities Commissions (I0OSCO). This coiud the BIS theotential to
sypervise non-bank financial intermediaries as well as banks, glthebetheigovernments

of the leadig global caital markets will be willirg to cede such authoyits notyet clear.

The eyerience of financial turbulence in Latin America and Asia has legp¢oceived need
for greater monetgrcoordination at the geoonal level. Inparticular, as Latin American
financial markets become more igtated, there is growing interest in the harmonization of
financial rggulatory rules buildig on the Eurpean eperience (FitzGerald and Grabbe,
1997). Within the NAFTA, the three central banks have becomgeged in closer

operational coordination in the wake of the 1§®50 crisis but there is a marked reluctance

to establish formal institutional mechanisms (FitzGerald, 1999b).

In addition, an UNCTAD Epert Meetirg (UNCTAD 1998b) sggested three further
measures to stabilise international securities markets. First, the eyeroerd of closed-end
funds as pposed to mutual funds, since investments in the former are rejatnek stable
because theare not boundyoredenption obligations®** Second, the issuance of American
and Global Dpository Recepts and other similar instruments at thgioeal level (issued in
the most stable and devpéml caital market within the rgion)* in order to degen regional
markets. Third,gecial incentives for minimum holdyperiods (six months to ongear) on
a regional basis so as to ensure their effectiveness, and algstéonstize both the

differential taxation oportfolio assets and reserveguirements on non-resident holdar*

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

¥ Such as a ‘South-East Asianfidsitory Recept’. However, it is not at all obvious
that extensive tradgin Mexican stocks in New York ameliorated the 1994-95 crisis.

% However this is a strgndisincentive for g US mutual funds which aredally
required to redeem shares withiperiod of 3 to 7 dgs; so that the iposition of a minimum
holding period would r@resent a ver strorg disincentive to investmenty bhose funds.
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Finally, in the wake of the LTCM collapse, it has been suggested bank lending to hedge
funds investing in developed countries should be restricted in order to limit their ability to

leverage their emerging market assets to such a large extent (Edwards, 1998).

5.3 International Investment Rules

Over the past decade developing countries have embarked on an unprecedented unilateral
liberalization of their investment regimekternational investment agreements are intended

to ‘lock in’ this liberalization and thereby enhance investor confidence in regulatory
environments.Bilateral investment treaties, double taxation treaties, regional trade
agreements and certain WTO provisions play key roles in building investor confidence by
locking in policy commitments over time (WTO, 1997a). Such new agreements - many of
which refer to portfolio assets - are usually based on general standards of treatment; coupled
with norms on specific matters such as expropriation, compensation, the transfer of funds and
dispute settlement (UNCTAD, 1997). Such agreements are mainly designed to promote FDI,
of course; however, by encouraging longer-term commitments by foreign investors, they also

support more stable portfolio holdings.

Moreover, clear international rules on the treatment of portfolio assets would help in private

debt workouts in the wake of financial crises and possibly even help prevent them. Working
out bad debts requires the disposal of securitized counterparty assets as the loan books of

banks and other financial intermediaries are written down. In the absence of clear property
rules, this can become very difficult - especially in a crisis situation. In consequence, private
debtors are reluctant to participate in international bail-out operations. Greater confidence in
portfolio asset ownership might reduce the desire to withdraw from markets, speed up

workouts and increase international private sector participation in rescue operations.

Unlike the original draft for the ITO, GATT made no reference to investment i§sues.
However, by the late 1980s many developing countries took a cautiously constructive

approach to efforts to adopt investment disciplines in the Uruguay Round. In particular, the

*Although as early as 1954 the original GATT text was modified to allow for quantitative
restrictions in cases of perceived balance of payments crises; although Article XVIIIb was
rather vague.
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Fifth Protocol to the GATS on Financial Services (WTO, 1997paeds market access in
bankirg, securities and insurance as well as asset geament and financial information;
particularly by commerciapresence - which has considerablghcationsportfolio
investment. The new commitments relax limitations on the forms of bprdsentation,
expansion of existig operations, and forgn ownershp and control of local financial
institutions. However, in view of the crucial portance of financial stabijitand deositor
protection in all countries mgrcountries have chosen to scheduigdential measures under

the GATS Annex on Financial Services.

Investment issues will be central to the next (‘Millennium’) round of WT@btiations due

to begin in 2000% The WTO Workiy Growp on the Relationshibetween Trade and
Investment (WTO, 1998) gues thaportfolio investment is inextricaplbound g with

direct investment, for two reasons: first, becausedargéims combine direct witportfolio
investment in th@rocess of establishgrthemselves within the host econgnsecond
because while the conaeal definition of FDI is one of lagterm involvement, impractice it

is defined as angeiity holding of over 10percent. In consgience the asset definition of
investment woulgrobably includeportfolio flows for thepurposes of national treatment and
investorprotection®” A new set of multilateral investment rules would also have to include
specific provisions for the financial services sector, inclgdonocedures for the regaition

of another contractmparty’s financial rggulation standards, trapareng in authorisation
procedures, and national treatmentself-regulating bodies such as stock markets. These

would all stimulate loger-termportfolio investment.

At first sight, the inclusion oportfolio investment under a multilateral diglanes based on
national treatment and invesfmotection mght seem to restrict the abyibf governments to
impose controls on volatile paal inflows. Contractig parties would thus have to be

allowed to adpt tenporaly hon-conformiigg measures in the event that cross-bordpitaa

% See FitzGerald (1999d) for a fuller discussion.

3" The definition of investment in terms of f@ecting a return’ would automatical
exclude, howevegovernmenprocurement and construction contracts etc.
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transactions cause or threaten to cause external financial difficulties or serious difficulties for

the conduct of monetgaior exchage ratepolicies®

5.4 International Taxation

International tax coordination would stgthen the effectiveness of tax-based measures in
order to reduce the volatyitof portfolio flows by reducirg evasion and thus remogm
sourcce of volatilg. Most develped countries have entered into double taxatgreements
DTTs between themselves, and increglsinvith develging countries® There are two
models used, which are similar in thggneralprovisions but have vgrdifferent

implications for develping countries: the OECD Model Tax Convention (OECD, 1997),
which is based on residence taxation; and the United Nations Model Double Taxation
Convention between Devgled and Develging Countries (1980), which is based on source
(or ‘territorial’) taxation?® Under both models, fiscal income can be redistributed between
two participating governments thragh the ystem of tax credits. The exisgjpatchwork

could be stregthened in order to stabilize internatiopaltfolio flows, throwgh gopropriate

desgn of withholdirg taxes, without the need to establish pratnational tax authogit

3 As was done in Section VI of the MAI draft (OECD, 1998). However, it was
proposed that such measures should drdpermitted withpermission from the IMF, which
was ingpropriate in view of the need for pal and flexible action in balance pdyments
crises.

% There are now over 1,700 such treaties in existence (IBFD, 19983r&nt of all
DDTs are between devgled and develang countries, and a further pércent between
develging countries.

“9'In theoy, develping countries would benefit most from a multilateral withhodgin
tax treay based on the sourpenciple for two reasons. First, tlgains from taxig income
of foreign investors would bgreater than the loss from not tagimcome from their own
residents’ assets held abroad, because a g@vgloounty has a net external liabiit
position. Second, the full taxation of these assets held abyoée lauthorities in that
county on the sourcerinciple would make gaital flight much less attractive. Althgh
when gplied unilateraly the sourcerinciple may encourge nationals or residents to invest
abroad (‘caital flight’), it is often adpted because tax administrators hgkeat difficulty in
finding out how much forgn income accrues to their residents. The residpngeiple,
althowgh based on overall pacity to pay, hasproved to be of limited ghificance in
countries whose residents do not have substantial (recorded) investments in other countries,
and whose fiscal administration is not wejugped to ensure itspglication. Moreover, to
the extent that devgbed countries do not tax non-residentsyttu® stimulate gaital fli ght
from devel@ing countries.
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A multilateral (or even mgonal) agreement on withholdomtaxes orportfolio assets would
not onl improve the fiscal revenyaosition of develping countries and reduce the
attractiveness of tax incentives to fgmrinvestors, but would also stgthen the effort to
combat mong launderirg and financial fraud -gain, stabilizirg financial flows. In addition
there are current moves to establish withh@daxes orportfolio holdings in maor

financial centres in order to reduce the tax loss ompribies generated there (OECD,
1988b). The Eungean Union, irparticular, has found that the creation of aglgrmarket in
financial services ires such a devgbment (FitzGerald and Grabbe, 1997). In order to
strergthen thisprocess of fiscal qaure by both develped and develang countries, it
would be necessato eliminate tax havens - or at theywérast dep the benefits of
international investoprotection to firms rgistered there. Further the reconsideration of tax
credits orportfolio flows within existig DTTs in order to encouga lorger-term holdigs
would be desirable; as would thgplacation of the US pass-throgh’ principle to tax havens
(Plasschaert, 1994).

Finally, mary foreign investors control theportfolio investments in LDCs thrgh offshore
holding conpanies, often incqorated in tax havens. In some cases, this is done to avoid
financial regulatiorf! as well as for tax evasion or mgriaunderimg purposes; and as we
have seen in Section 3.3 offshore marltdy a key part in the evasion of péal controls.
The inclusion angrotection of indirect ownerspi in this context, gotentialproblem for
recipient LDCs; and shouldrobabl be excluded from multilateral investmegmobtection as

apositive disincentive to their use lhoreign portfolio investors in emging markets.

6. CONCLUSIONS

This paper has eglored the causes and cogaences of the volatiljtin foreign portfolio
flows (FPI) and the effectivenessmmilicy controls over these flows in the international
context. There is general greement thapublic policy regpponses to the challgasposed ly

cross-border transactions are evolMiawards ‘market-baseqrocedures. Theg@ocedures

“LLTCM was regjistered in Bermuda.
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should not, however, be infeeted as includigonly monetay and exchage ratepolicies
but rather can and do include trpasent and ‘costabl& controls such as asset taxes and

reserve rqu irements.

It is clear thapolicy must aim to both reduce the volatildf these flows and shift their
maturity towards that of direct forgn investment (FDI), in order to reduce the
macroeconomic uncertaijntaused Y capital suiges and thus gyort productive caital
formation and broad egpfoyment creation. lipractice such @olicy could combine tax- and
reserve-based direct control measures, an gubivey of monetay intervention, and a
sypportive international rgulatoly regime. In this context, controls have grsficant role to
play, but their effect is limited in time and most effective where tlyeedeof intgration into
international cpital markets is low. Lager and more jgen emeging markets must

necessanl rely to agreater extent on monetaintervention and igulatory coordination.

The collectiveprovision ofprudential rgulation of financial intermediaries is necegsiar

order toprevent not ont fraud but also iprudent behaviour with wider coreggences, and

to protect vulnerable consumers of finan@abducts. Thigresumes, however, the existence

of a sound and traparent lgal system that secures contracts gnolvides for efficient

dispute settlement between contragtparties and between financial intermediaries and the
regulators. This does not exist at the international level - indeed international investors have
no status other than in murpal jurisdictions and oglhave recourse to essentygholitical

mechanisms to solve investmentpiites.

What is more, irpractice the maintenance of an ‘orgemarket’ at the domestic level
involves de facto regmition of a small number of leadjrfinancial institutions (‘market
makers’) who irprinciple stand reaglto buy and sell assets at the currprite - creatig
‘depth’ and thus stabilit in the market - and can be callgaba to take over theperations
insolvent financial intermediaries when necegsarhese do not exist in tighobal market,

and althogh as international bankgrand securities magament becomes more

“2That is, taxes and reservejugements can be cquated as costsytthe investor
involved, permitting rational economic calculations.
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concentrated they could emerge, there is no indication of how they might be coordinated or

by whom.

Whatever domestic policy to control the volatility of portfolio investment is adopted,
determined regulatory support from the international community is necessary. This must
evidently include prudential supervision of large overseas investment funds by the securities
regulators in developed countries - including restraints on bank lending to hedge funds. In
addition, appropriate withholding tax agreements may be a necessary element in the

construction of an orderly global capital market.
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