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SURGES IN CAPITAL FLOWS AND DEVELOPMENT: 
AN OVERVIEW OF POLICY ISSUES* 

Robert Devlin 
Ricardo Ffrench-Davis 

Stephany Griffith-Jones 

INTRODUCTION 

International capital markets have grown dramatically since 
the mid-1960s. Although international capital movements partly 
reflect expanding economies, increasing world trade and the 
globalization of production, they also involve purely financial 
factors that rise notably faster. In the 1960s, • the growing 
presence of little-regulated international offshore financial 
centers stimulated capital movements by evading national financial 
regulations, capital controls and taxes. Then, in the 1970s and 
1980s, many countries began to deregulate their domestic financial 
sectors and to relax or abandon the regulation of foreign exchange 
transactions. This, combined with revolutionary technological 
advances in the handling of information and telecommunications and 
the emergence of increasingly sophisticated financial engineering, 
contributed to a boom in both national and international financial 
flows. 

It is premature to speak of integrated financial markets, 
since international capital mobility is clearly far from perfect. 
Nevertheless, there is no doubt that capital flows and global 
financial integration are increasing steadily. These developments 
have aroused controversy. At one extreme, there are those who see 
rising integration as a sign of greater efficiency; according to 
this interpretation, markets are overcoming the financial 
repression characteristic of inefficient government regulation. At 
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the o t h e r extreme, there are those w h o see the boom in c a p i t a l 
flows as h i g h risk s p e c u l a t i o n that threatens n a t i o n a l s o v e r e i g n t y . 
Of course, b e t w e e n these two extremes there are v a r i o u s 
i n t e r m e d i a t e p o s i t i o n s w h i c h recognize the significant p o t e n t i a l 
a d v a n t a g e s of g r e a t e r international capital mobility, but are a l s o 
c o n c e r n e d about issues such as the sustainability, c o m p o s i t i o n and 
t e r m s of capital flows, and the need to e n s u r e that they are 
consistent w i t h m a c r o e c o n o m i c stability, i n t e r n a t i o n a l 
c o m p e t i t i v e n e s s , g r o w t h and social equity. 

Recently, this c o n t r o v e r s y has a s s u m e d g r e a t e r i m p o r t a n c e for 
L a t i n A m e r i c a . In the 1980s, the links w i t h i n t e r n a t i o n a l c a p i t a l 
m a r k e t s w e r e largely s e v e r e d as a result of a m a s s i v e debt c r i s i s 
w i t h c o m m e r c i a l banks.^ However, the r e g i o n h a s e n j o y e d a b o o m i n g 
e x p a n s i o n of capital flows during 1991-93. T h e s e inflows w e r e most 
w e l c o m e b e c a u s e they o v e r c a m e a b i n d i n g e x t e r n a l constraint that 
w a s c o n t r i b u t i n g to low investment levels and t o a severe e c o n o m i c 
r e c e s s i o n in the region. Nevertheless, these inflows h a v e also h a d 
an u n w e l c o m e effect on the evolution of e x c h a n g e rates, the d e g r e e 
of control over the m o n e y supply, e x t e r n a l liabilities and, 
p o s s i b l y , future v u l n e r a b i l i t y to n e w e x t e r n a l shocks. 

T h i s article p r e s e n t s p o l i c y issues regarding c a p i t a l 
inflows, d r a w i n g on case studies that form p a r t of this p r o j e c t as 
w e l l as o t h e r recent w o r k on the subject. S e c t i o n I reviews the 
c o n c e p t u a l foundations of the role of e x t e r n a l capital flows in 
d e v e l o p m e n t and the issue of financial l i b e r a l i z a t i o n and c a p i t a l 
account o p e n i n g . S e c t i o n II focuses on the s o u r c e s of the recent 
b o o m in c a p i t a l flows and some of the p o l i c y i m p l i c a t i o n s that 
e m e r g e from the supply side. This is followed b y an appraisal, in 
s e c t i o n III, of the current impact of these capital flows on the 
e c o n o m i e s of L a t i n A m e r i c a and examine the p o l i c y i m p l i c a t i o n s . 

' For an extensive analysis of the region's insertion into capital markets 
during the 1970s and the emergence of the debt crisis see Devlin (1989) ; Feinberg 
and Ffrench-Davis (1988); Griffith-Jones and Rodriguez (1992), World Bank (1993), 
and Devlin and Ffrench-Davis (1994). 



There is a common overarching theme which emerges from this 
paper. Capital flows are clearly an extremely valuable instrument 
in economic development, and in the process of integration of the 
world economy. However, the intertemporal character of financial 
transactions and incompleteness of available instruments contribute 
to making finance markets some of the most imperfectly functioning 
in the market economy. Hence, improved information, financial 
sector regulation and broad prudential macro management(direct and 
indirect) of financial flows constitutes a public good for which 
there is a shared role for governments: on the supply side for 
industrialized country officials and on the demand side for 
developing country authorities, coordinated -where relevant- by 
international organizations. 

I . OPEN CAPITAL ACCOUNTS AND EXTERNAL SAVINGS 

1. External capital and development 

In recent years there has been increasing attention to the 
positive contributions of capital mobility generally, which has 
given rise to policy recommendations for capital account opening. 
The arguments in favor of freely mobile capital are backed by 
powerful theoretical arguments. However, unfortunately the real 
second best world in which we live can seriously condition many of 
the textbook appreciations. This in turn gives rise to concern 
about interpreting fashionable theories too literally, and applying 
them to policy without attention to the important caveats that can 
arise out of a more empirically-rooted evaluation of the role of 
capital mobility in the development process. This can be 
illustrated by reviewing some of the most commonly cited reasons to 
promote capital mobility. Before doing so, we wish to stress that 
we share the view that international capital mobility plays a 
number of highly significant roles in development. Amongst the main 
ones are: the channeling of external savings towards countries with 



insufficient capital and the compensatory financing of external 
shocks, which helps stabilize domestic spending. 

At the aggregate level, capital movements from developed to 
developing countries are said to improve the efficiency of world 
resource allocation (Mathieson and Rojas-Suárez, 1993), because 
real returns on marginal investment in capital-rich countries are 
typically lower than those in capital-scarce countries. Like many 
theoretical arguments, the predicted outcomes depend on compliance 
with some conditions. Among these is the condition that financial 
markets, which intermediate most international movements of 
capital, must have what Tobin (1984) terms fundamental valuation 
efficiency: i.e., market valuations must accurately reflect the 
present value of the dividends that the assets in question can be 
reasonably expected to generate over time. 

Accurate pricing is extremely important because prices are the 
main signal for the market's reallocation of capital. 
Unfortunately, price movements in financial markets are known to 
often not reflect fundamentals (Tobin, 1984; Stiglitz, 1993; Kenen, 
1993). Thus, empirical studies (summarized in Tobin, 1984; Akyuz, 
1993; Lessard, 1991) as well as historical analyses (Kindleberger, 
1978) suggest that serious inefficiencies can arise from the 
allocative mechanisms of capital markets. ^ 

In the short term the imperfections in question can cause 
financial markets to allocate too much or too little capital 
(vis-a-vis the underlying returns) to some recipients at a given 
moment. When the short-term misallocation is very large, it can 
induce a crisis and have devastating consequences for firms, 
economic sectors and nations. 

These short-term disturbances in finance, which seriously 
disrupt output and distort returns to capital, can obviously impart 
arbitrary advantages and disadvantages on different economic 
agents, which in themselves can become determinants of returns and 
thus of international resource allocation trends. It is evident 
that the phenomenon of hysteresis is extremely relevant in 



f i n a n c i a l m a t t e r s a n d t h e i r i n t e r r e l a t i o n s h i p w i t h the r e a l 
e c o n o m y . 

M o b i l i z a t i o n of e x t e r n a l s a v i n g s is t h e c l a s s i c role f o r 
c a p i t a l f l o w s to a d e v e l o p i n g c o u n t r y . T h i s h a s b e e n p e r h a p s t h e 
most t r a d i t i o n a l , a n d c e r t a i n l y the s t r o n g e s t , a r g u m e n t in f a v o r of 
i n t e r n a t i o n a l c a p i t a l m o b i l i t y and f l o w s to L D C s . Indeed, n e t 
i n f l o w s of e x t e r n a l s a v i n g s c a n s u p p l e m e n t d o m e s t i c savings, r a i s e 
i n v e s t m e n t a n d b o o s t g r o w t h . In turn, e x p a n s i o n of a g g r e g a t e i n c o m e 
can f u r t h e r r a i s e d o m e s t i c s a v i n g s a n d i n v e s t m e n t , t h e r e b y c r e a t i n g 
a v i r t u o u s c i r c l e in w h i c h t h e r e is s u s t a i n e d e c o n o m i c e x p a n s i o n , 
e v e n t u a l e l i m i n a t i o n of net f o r e i g n debt and t r a n s f o r m a t i o n of t h e 
c o u n t r y i n t o a c a p i t a l e x p o r t e r (see E C L A C , 1994, ch. X ) . 

W h i l e o b v i o u s l y h i g h l y s t y l i z e d , t h i s t r a d i t i o n a l f r a m e w o r k 
has some p o w e r f u l m e s s a g e s - First, e x t e r n a l c a p i t a l f l o w s s h o u l d 
c o n s i s t e n t l y g o t o a u g m e n t a g g r e g a t e i n v e s t m e n t , a n d not b e 
d i v e r t e d to c o n s u m p t i o n . S e c o n d , a n a g g r e s s i v e d o m e s t i c s a v i n g s 
e f f o r t is c a l l e d for: from t h e o u t s e t of a d e b t c y c l e , t h e m a r g i n a l 
s a v i n g s r a t e m u s t b e kept at a l e v e l w h i c h is m u c h h i g h e r t h a n t h e 
c o u n t r y ' s a v e r a g e s a v i n g s r a t e and a l s o c o n s i d e r a b l y g r e a t e r t h a n 
the i n v e s t m e n t rate, t h u s e v e n t u a l l y p e r m i t t i n g a s a v i n g s s u r p l u s 
to e m e r g e f o r r e p a y m e n t of d e b t . T h i r d , the i n v e s t m e n t must b e 
e f f i c i e n t . F o u r t h , t h e c o u n t r y m u s t a g g r e s s i v e l y invest i n t r a d a b l e 
g o o d s in o r d e r t o b e a b l e to c r e a t e a t r a d e s u r p l u s l a r g e e n o u g h t o 
t r a n s f o r m d o m e s t i c s a v i n g s i n t o c o n v e r t i b l e c u r r e n c y , so as t o 
s e r v i c e t h e d e b t . Fifth, it r e q u i r e s c r e d i t o r s w i l l i n g t o p r o v i d e 
s t a b l e and p r e d i c t a b l e f l o w s of f i n a n c e o n r e a s o n a b l e t e r m s . 

T h e s e c o n d i t i o n s m a y n o t all b e c o m p l i e d w i t h in p r a c t i c e : 
c o u n t r i e s m a y e x p e r i e n c e a n o n g o i n g s u b s t i t u t i o n of d o m e s t i c 
s a v i n g s b y f o r e i g n s a v i n g s ; i n v e s t m e n t s m a y not a l w a y s b e e f f i c i e n t 
o r c h a n n e l e d s u f f i c i e n t l y i n t o t r a d a b l e g o o d s , a n d c r e d i t o r 
b e h a v i o r m a y d i f f e r from t h e d e s i r e d p a t t e r n . Indeed, as c o n v i n c i n g 
as the t r a d i t i o n a l a r g u m e n t f o r t h e t r a n s f e r of i n t e r n a t i o n a l 
s a v i n g s to r e l a t i v e l y p o o r e r c o u n t r i e s is, t h e a b o v e p r o b l e m s a n d 
e n s u i n g p a y m e n t s c r i s e s h a v e o f t e n c a u s e d t h i s v a l u a b l e 
d e v e l o p m e n t a l m e c h a n i s m t o o p e r a t e o n l y f e e b l y . N o t w i t h s t a n d i n g 



t h e s e s e r i o u s d i f f i c u l t i e s , f o r e i g n s a v i n g s have historically-
p l a y e d a s i g n i f i c a n t r o l e in the d e v e l o p m e n t of m a n y c o u n t r i e s , 
w i t h s o m e e m e r g i n g as i n d u s t r i a l i z e d n a t i o n s and s u b s e q u e n t l y 
e v o l v i n g i n t o m a j o r c a p i t a l e x p o r t e r s . 

C a p i t a l m o b i l i t y a l s o can h e l p to s p r e a d out o v e r time t h e 
c o s t s of i n t e r t e m p o r a l d i f f e r e n c e s b e t w e e n o u t p u t and e x p e n d i t u r e . 
H o w e v e r , t h i s p r o c e s s m a y not a l w a y s e v o l v e s m o o t h l y in p r a c t i c e . 
If t h e t r a n s i t o r y s w i n g s in e x t e r n a l v a r i a b l e s a r e r e a s o n a b l y 
p r e d i c t a b l e , free c a p i t a l m a r k e t s c o u l d p r o v i d e the d e s i r e d f i n a n c e 
w i t h o u t m u c h d i f f i c u l t y . But in d e v e l o p i n g c o u n t r i e s it is not 
a l w a y s e a s y to a s c e r t a i n w h e t h e r a d o w n t u r n in the e x t e r n a l s e c t o r 
is t r a n s i t o r y o r not a n d for h o w long, a n d this • u n c e r t a i n t y , 
c o u p l e d w i t h i m p e r f e c t i o n s in i n t e r n a t i o n a l c a p i t a l m a r k e t s 
( e s p e c i a l l y i n f o r m a t i o n a l a s y m m e t r i e s a n d e n f o r c e m e n t p r o b l e m s , 
S t i g l i t z a n d W e i s s , 1981), all r e p r e s e n t o b s t a c l e s t o t h e a r r i v a l 
of a d e q u a t e a m o u n t s of e x t e r n a l f i n a n c e . 

W h e n t h i s v a l u a b l e r o l e of i n t e r n a t i o n a l c a p i t a l m o b i l i t y is 
p l a y e d o n l y i m p e r f e c t l y , the c o s t s of a d j u s t m e n t f o r d e v e l o p i n g 
c o u n t r i e s c a n b e e n o r m o u s . T h a t is b e c a u s e in t h e face o f a 
n e g a t i v e e x t e r n a l s h o c k (and e a s i l y e x h a u s t i b l e d o m e s t i c 
i n t e r n a t i o n a l researves) , a n y s h o r t f a l l s in c a p i t a l i n f l o w s w i l l 
r e q u i r e i m m e d i a t e c u t b a c k s in d o m e s t i c e x p e n d i t u r e to r e s t o r e t h e 
e x t e r n a l b a l a n c e . O u t p u t w i l l a l m o s t c e r t a i n l y fall b e c a u s e of t h e 
n a t u r a l r i g i d i t i e s s t a n d i n g in t h e w a y of r e s o u r c e r e a l l o c a t i o n , 
w h i l e t h e r e a l s o t e n d s to b e a d i s p r o p o r t i o n a t e c u t b a c k in 
i n v e s t m e n t . L a t i n A m e r i c a ' s e x t e r n a l a d j u s t m e n t in the 1 9 8 0 s 
i l l u s t r a t e s t h e s e p o i n t s v e r y w e l l (ECLAC, 1984; R a m o s , 1 9 8 5 ; 
D e v l i n a n d F f r e n c h - D a v i s , 1994). 

If f i n a n c e is t r e a t e d a n a l y t i c a l l y a n a l o g o u s l y to g o o d s , 
s o c i a l b e n e f i t s c o u l d b e p e r c e i v e d in a t w o - w a y i n t e r n a t i o n a l t r a d e 
in f i n a n c i a l assets, s i n c e c a p i t a l m o b i l i t y w o u l d a l l o w i n d i v i d u a l s 
to s a t i s f y t h e i r r i s k p r e f e r e n c e s m o r e f u l l y t h r o u g h g r e a t e r a s s e t 
d i v e r s i f i c a t i o n . T h i s m i c r o b e n e f i t is p r e s e n t l y t h e most c o m m o n 
a r g u m e n t in f a v o r of c a p i t a l m o b i l i t y ( M a t h i e s o n and R o j a s - S u á r e z , 



1993) and has b e e n a w i d e l y - u s e d argument for j u s t i f y i n g a full 
opening of the capital account of d e v e l o p e d a n d d e v e l o p i n g 
countries alike. 

The a n a l o g y b e t w e e n free trade in goods and free t r a d e in 
financial a s s e t s m a y be m i s t a k e n . T r a d i n g in i n t e r n a t i o n a l 
financial a s s e t s is not identical to, for example, c r o s s - b o r d e r 
trade of wheat for textiles (Diaz-Alejandro, 1985; D e v l i n , 1989) . 
The l a t t e r t r a n s a c t i o n is complete and instantaneous, w h e r e a s t r a d e 
in financial instruments is i n h e r e n t l y i n c o m p l e t e and of u n c e r t a i n 
value, s i n c e it is based on a p r o m i s e to p a y in the future. In a 
world of u n c e r t a i n t y , incomplete insurance m a r k e t s , i n f o r m a t i o n a l 
costs and o t h e r distortions, ex ante and ex p o s t v a l u a t i o n s of 
financial a s s e t s m a y be radically d i f f e r e n t . M o r e o v e r , the g a p in 
time b e t w e e n a financial transaction and p a y m e n t f o r it, c o u p l e d 
w i t h i n f o r m a t i o n a l barriers, g e n e r a t e s e x t e r n a l i t i e s in m a r k e t 
t r a n s a c t i o n s that can m a g n i f y and m u l t i p l y e r r o r s in s u b j e c t i v e 
valuations, to the point where finally the market c o r r e c t i o n s m a y 
be v e r y abrupt and destabilizing. It is p r e c i s e l y b e c a u s e of t h i s 
that social w e l l - b e i n g may d e c l i n e w i t h d e r e g u l a t i o n of trade in 
financial a s s e t s and actually rise w i t h a c e r t a i n d e g r e e of 
increased p u b l i c intervention (Stiglitz, 1993). Thus, some forms of 
r e g u l a t i o n of trade in certain financial a s s e t s not o n l y m a k e 
m a r k e t s f u n c t i o n better, but i m p r o v e the o v e r a l l p e r f o r m a n c e of t h e 
e c o n o m y t h r o u g h the enhancement of m a c r o e c o n o m i c s t a b i l i t y a n d 
b e t t e r long term investment p e r f o r m a n c e . 

2. L i b e r a l i z a t i o n of the c a p i t a l a c c o u n t : 
the evolution of p o l i c y 

T h e r e is a broad consensus that i n t e r n a t i o n a l c a p i t a l m o b i l i t y 
is a n e c e s s a r y component of the d e v e l o p m e n t p r o c e s s . H o w e v e r , m o s t 
g e n e r a l e q u i l i b r i u m frameworks a n a l y z e c a p i t a l - a s - a - w h o l e and t a k e 

^ For diverse theoretical views of the micro effects of freely mobile 
external capital, see ECLAC (1994). 



n o a c c o u n t of i m p o r t a n t r e a l w o r l d c o n d i t i o n s s u c h as i n f o r m a t i o n a l 
b o t t l e n e c k s , t h e i n s t i t u t i o n a l p e c u l i a r i t i e s of i n v e s t o r s , t h e 
s t r u c t u r e of t h e m a r k e t w i t h i n w h i c h i n v e s t o r s o p e r a t e , the v o l u m e 
a n d t i m i n g of f i n a n c i n g , and its c o s t s a n d v o l a t i l i t y . T h e s e a n d 
o t h e r f a c t o r s d o not a l w a y s m i x in w a y s w h i c h p e r m i t c o u n t r i e s to 
t a p t h e full p o t e n t i a l b e n e f i t s of e x t e r n a l c a p i t a l m o v e m e n t s . 
Indeed, s y s t e m i c m a r k e t f a i l u r e c a n and d o e s o c c u r . F r e q u e n t 
r e m i n d e r s of t h i s p r o b l e m a r e t h e m a j o r f i n a n c i a l c r i s e s , 
a c c o m p a n i e d b y m a c r o e c o n o m i c c o l l a p s e , that h a v e r e p e a t e d l y 
a p p e a r e d in e c o n o m i c h i s t o r y , i n c l u d i n g t h e r e c e n t debt c r i s i s in 
L a t i n A m e r i c a . 

S i n c e t h e r e a l w o r l d can c o n d i t i o n t h e m e r i t s of -even the m o s t 
a t t r a c t i v e t h e o r e t i c a l a r g u m e n t s , it is not s u r p r i s i n g that l i v e l y 
d e b a t e s h a v e a r i s e n o v e r t h e f u n c t i o n i n g of i n t e r n a t i o n a l f i n a n c i a l 
m a r k e t s a n d c a p i t a l m o b i l i t y . F o r m a n y y e a r s , t h e n u m b e r of 
p r o p o n e n t s of o p e n c a p i t a l a c c o u n t s in d e v e l o p i n g c o u n t r i e s h a s 
s t e a d i l y g r o w n , to t h e p o i n t w h e r e m a n y c o n s i d e r that full o p e n n e s s 
s h o u l d b e a c e n t r a l o b j e c t i v e of e c o n o m i c p o l i c y . M o r e r e c e n t l y , 
t h e r e s e e m s to b e a g r o w i n g t r e n d t o w a r d s m o r e p r a g m a t i c t h i n k i n g 
r e g a r d i n g c a p i t a l a c c o u n t o p e n i n g ; t h i s v i e w c o u n s e l s c a u t i o n a n d 
g r a d u a l i s m , t o the p o i n t of s e v e r e l y q u e s t i o n i n g the u r g e n c y of a 
p e r f e c t l y o p e n c a p i t a l a c c o u n t . T h e r e h a s b e e n some s y m p a t h y f o r 
the idea o f p e r m a n e n t l y m o n i t o r i n g flows, w i t h r e g u l a t i o n b e i n g 
u s e d if n e c e s s a r y to p r o t e c t d o m e s t i c m a c r o e c o n o m i c b a l a n c e s . A 
r e v i e w of t r e n d s is g i v e n b e l o w . 

a.) From closed to open economies 

D u r i n g t h e 1 9 5 0 s a n d 1 9 6 0 s m a i n s t r e a m p r o f e s s i o n a l t h i n k i n g o n 
d e v e l o p m e n t p r e d o m i n a n t l y f o c u s e d o n r e a l e c o n o m i c a c t i v i t y r a t h e r 
t h a n q u e s t i o n s of m o n e y and f i n a n c i a l m a r k e t s . M o r e o v e r , t h e 
a n a l y s i s of c a p i t a l i n f l o w s c o n c e n t r a t e d o n a l i m i t e d n u m b e r of 
c h a n n e l s of f u n d i n g , b a s i c a l l y b i l a t e r a l aid, m u l t i l a t e r a l l e n d i n g 
a n d f o r e i g n d i r e c t i n v e s t m e n t (FDI). M o s t d e v e l o p e d a n d d e v e l o p i n g 
c o u n t r i e s h a d c o m p r e h e n s i v e c o n t r o l s o n c a p i t a l m o v e m e n t s . 



T h i s s i t u a t i o n h a d its r o o t s in t h e c o n c r e t e h i s t o r i c a l 
c i r c u m s t a n c e of t h e G r e a t D e p r e s s i o n and t h e s l u g g i s h a c t i v i t y o f 
i n t e r n a t i o n a l p r i v a t e f i n a n c e in p a r t i c u l a r , u p t h r o u g h t h e e a r l y 
1960s. T h i s p o l i c y o r i e n t a t i o n d i d not h a v e a m o n o p o l y of ideas, 
h o w e v e r . I n d e e d it w a s c o n f r o n t e d b y c o m p e t i n g p a r a d i g m s , 
p a r t i c u l a r l y v a r i a n t s of c l a s s i c a l l a i s s e z faire e c o n o m i c s . 
M o r e o v e r , t h e s e l a t t e r i d e a s e n j o y e d a g r o w i n g i n t e r n a t i o n a l 
f o l l o w i n g t o w a r d s t h e end of the 1960s, d u e p a r t l y to t h e 
i n c r e a s i n g d i f f i c u l t i e s that g o v e r n m e n t s w e r e e n c o u n t e r i n g i n 
b r i n g i n g t h e i r r e g u l a t i o n in l i n e w i t h the r e a l i t i e s of d o m e s t i c 
a n d i n t e r n a t i o n a l m a r k e t a c t i v i t y . 

T h e n e w t r e n d s a l s o c o n t r i b u t e d to a d e c i s i v e c h a n g e in t h e 
d i r e c t i o n of d e v e l o p m e n t p o l i c y . M a j o r s t u d i e s e m e r g e d w h i c h 
f o c u s e d o n t h e n e e d t o r e d u c e g o v e r n m e n t i n t e r v e n t i o n and t o 
l i b e r a l i z e m a r k e t s , w i t h s p e c i a l e m p h a s i s o n d o m e s t i c f i n a n c e . 

It w a s a l s o h e l d that a n o p e n c a p i t a l a c c o u n t w a s n e e d e d a s 
a w a y to r a i s e n a t i o n a l s a v i n g s , d e e p e n d o m e s t i c f i n a n c i a l m a r k e t s , 
r e d u c e t h e c o s t s of f i n a n c i a l i n t e r m e d i a t i o n t h r o u g h e n h a n c e d 
c o m p e t i t i o n , s a t i s f y i n d i v i d u a l s ' d e m a n d f o r r i s k d i v e r s i f i c a t i o n 
a n d o p t i m i z e r e s o u r c e a l l o c a t i o n : in short, m o s t of t h e b e n e f i t s of 
c a p i t a l m o b i l i t y o u t l i n e d a b o v e w e r e i n v o k e d . 

b) Opening up and sequencing 
W h i l e t h o s e a t t r a c t e d to t h i s a p p r o a c h w e r e in b r o a d a g r e e m e n t 

o n t h e d i a g n o s i s a n d g e n e r a l p o l i c y p r e s c r i p t i o n , t h e r e w e r e b i g 
d i f f e r e n c e s of o p i n i o n r e g a r d i n g i m p l e m e n t a t i o n . S o m e a r g u e d t h a t 
b a s i c r e f o r m s w e r e p a r t of a " s e a m l e s s w e b " a n d s h o u l d i d e a l l y b e 
u n d e r t a k e n s i m u l t a n e o u s l y in a t y p e of "big b a n g " (Shaw, 1973) . 
O t h e r s f a v o r e d the s e q u e n c i n g of r e f o r m s , w i t h t h e c a p i t a l a c c o u n t 
b e i n g o p e n e d u p o n l y a f t e r c o n s o l i d a t i o n of t h e o t h e r 
l i b e r a l i z a t i o n m e a s u r e s , w i t h d o m e s t i c f i n a n c i a l r e f o r m a n d t r a d e 
l i b e r a l i z a t i o n b e i n g g i v e n t h e h i g h e s t p r i o r i t y (McKinnon, 1973) . 

T h e c a p i t a l a c c o u n t w a s d e e m e d a n e s p e c i a l l y s e n s i t i v e a r e a 
b e c a u s e , if it w e r e o p e n e d u p in c o n j u n c t i o n w i t h o t h e r r e f o r m s , it 
c o u l d i n d u c e a s u r g e of c a p i t a l i n f l o w s w h i c h c o u l d b r i n g p r e m a t u r e 
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e x c h a n g e r a t e a p p r e c i a t i o n , w i t h n e g a t i v e c o n s e q u e n c e s for t h e 
t r a d e l i b e r a l i z a t i o n and r e s o u r c e a l l o c a t i o n . A c c o r d i n g to t h i s 
v i e w , a c o m p e t i t i v e e x c h a n g e rate w a s c r u c i a l to t r a d e r e f o r m . 
H e n c e , t h e r e g u l a t i o n of c a p i t a l f l o w s c o u l d b e j u s t i f i e d as a w a y 
to t e m p o r a r i l y r e d u c e p r e s s u r e s for e x c h a n g e r a t e a p p r e c i a t i o n . 

T h e d i f f e r e n t p o l i c y a p p r o a c h e s b e g a n to h a v e r e a l 
i m p l i c a t i o n s f o r L a t i n A m e r i c a in t h e m i d - 1 9 7 0 s w h e n t h r e e S o u t h e r n 
C o n e c o u n t r i e s u n d e r w e n t r a d i c a l e c o n o m i c l i b e r a l i z a t i o n p r o c e s s e s , 
i n s p i r e d p a r t l y b y the f i n a n c i a l r e p r e s s i o n h y p o t h e s i s and t h e 
t h e o r e t i c a l s i m p l i c i t y of the m o n e t a r y a p p r o a c h to t h e b a l a n c e of 
p a y m e n t s (see F f r e n c h - D a v i s , 1983) . 

T h e r e w a s a n a d d i t i o n a l i n c e n t i v e f o r e n c o u r a g i n g c a p i t a l 
a c c o u n t o p e n i n g . M a n y a n a l y s t s v i e w e d the 1 9 7 0 s w o r l d - w i d e b o o m i n 
i n t e r n a t i o n a l b a n k l e n d i n g as a n i n h e r e n t l y b e n i g n event f o r 
d e v e l o p m e n t . O n t h e s u p p l y side, p r i v a t e f i n a n c i a l m a r k e t s - a n d 
e s p e c i a l l y t h e u n r e g u l a t e d E u r o c u r r e n c y m a r k e t - w e r e c o n s i d e r e d t o 
b e h i g h l y e f f i c i e n t and c a p a b l e of i m p o s i n g "market d i s c i p l i n e " o n 
b o r r o w e r s , in c o n t r a s t to the a l l e g e d l y i n e f f i c i e n t a n d p e r m i s s i v e 
l e n d i n g of o f f i c i a l a g e n c i e s (Friedman, 1977) . F u r t h e r m o r e , it w a s 
felt t h a t p o r t f o l i o and d i r e c t i n v e s t m e n t d e c i s i o n s w e r e b a s e d o n 
t h e l o n g - t e r m k e y v a r i a b l e s ( " f u n d a m e n t a l s " ) of t h e c o u n t r i e s 
c o n c e r n e d , a n d w e r e t h e r e f o r e i n h e r e n t l y f a v o r a b l e to g r e a t e r o r d e r 
a n d d i s c i p l i n e . O n t h e d e m a n d side, t h e r e w a s a l s o a p o p u l a r n o t i o n 
that if t h e b o r r o w e r s w e r e from the p r i v a t e s e c t o r -in c o n t r a s t t o 
p u b l i c s e c t o r a g e n c i e s - the r e s o u r c e s w o u l d b e d e p l o y e d e f f i c i e n t l y 
(Robichek, 1 9 8 1 ) . 

A s is w e l l known, the S o u t h e r n C o n e e x p e r i m e n t e n d e d in 
f a i l u r e , a s t h e e c o n o m i e s c o l l a p s e d u n d e r l a r g e p r i c e d i s e q u i l i b r i a 
a n d s p e c u l a t i v e b u b b l e s o n asset p r i c e s , l o w d o m e s t i c s a v i n g s a n d 
i n v e s t m e n t , a h u g e e x t e r n a l debt, a n d d o m e s t i c i n s o l v e n c i e s . T h e 
m o s t p o p u l a r e x p l a n a t i o n s of the b a d e x p e r i e n c e w e r e the f a i l u r e of 
i n t e r n a t i o n a l f i n a n c i a l m a r k e t s a n d / o r f l a w e d s e q u e n c i n g of t h e 
l i b e r a l i z a t i o n r e f o r m s . 

A s f a r a s m a r k e t f a i l u r e is c o n c e r n e d , it w a s c o n c l u d e d t h a t 
t h e s o - c a l l e d d i s c i p l i n e of the p r i v a t e f i n a n c i a l m a r k e t h a d s i m p l y 
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not m a t e r i a l i z e d , f o r i n s t e a d of f a c i n g an u p w a r d s u p p l y c u r v e f o r 
loans, w i t h c r e d i t r a t i o n i n g , as w o u l d be a s s u m e d f o r a m a r k e t w i t h 
e f f i c i e n t l e n d e r s , m a n y d e v e l o p i n g c o u n t r i e s in t h e 1 9 7 0 s 
a p p a r e n t l y f a c e d a h o r i z o n t a l s u p p l y c u r v e (with d e c r e a s i n g s p r e a d s 
c h a r g e d b y l e n d e r s a n d a p p r e c i a t i n g e x c h a n g e r a t e s in b o r r o w e r 
m a r k e t s ) , w h i c h g a v e p e r v e r s e p r i c e s i g n a l s f o r t h e 
s a v i n g s / i n v e s t m e n t p r o c e s s . A s for t h e r e a s o n s f o r the h o r i z o n t a l 
s u p p l y c u r v e a n d m a r k e t failure, s o m e h a v e l a i d s t r e s s o n t h e 
e x i s t e n c e of d i r e c t o r i n d i r e c t p u b l i c g u a r a n t e e s for l e n d e r s a n d 
b o r r o w e r s (McKinnon, 1991), w h i l e o t h e r s h a v e s t r e s s e d f l a w s in t h e 
s t r u c t u r e of f i n a n c i a l m a r k e t s and i n s t i t u t i o n a l l e n d i n g p r a c t i c e s , 
as w e l l a s p e r m i s s i v e n e s s in n a t i o n a l and i n t e r n a t i o n a l r e g u l a t o r y 
f r a m e w o r k s (Devlin, 1989). 

A s f a r a s s e q u e n c i n g is c o n c e r n e d , t h e r e is n o w s o m e 
c o n s e n s u s in s u p p o r t of the idea that the c a p i t a l a c c o u n t o p e n i n g 
w a s p r e m a t u r e a n d s h o u l d h a v e b e e n p o s t p o n e d u n t i l o t h e r m a j o r 
refoinns h a d b e e n c o n s o l i d a t e d a n d e q u i l i b r i u m p r i c e s e s t a b l i s h e d . 
T h e l e s s o n is that d u r i n g a d j u s t m e n t , o p e n c a p i t a l a c c o u n t s 
(especially in p e r i o d s of e l a s t i c s u p p l y of i n t e r n a t i o n a l f i n a n c e ) 
can i n d u c e s u r g e s of c a p i t a l i n f l o w s w i t h d e s t a b i l i z i n g 
m a c r o e c o n o m i c a n d s e c t o r a l e f f e c t s . 

First, if d o m e s t i c f i n a n c i a l m a r k e t s a r e s t i l l s h a l l o w a n d 
u n c o m p e t i t i v e , t h e y w i l l not b e a b l e to e f f i c i e n t l y i n t e r m e d i a t e a 
s u r g e in c a p i t a l flows, t h e r e b y t h r e a t e n i n g t h e s u s t a i n a b i l i t y o f 
the f l o w s t h e m s e l v e s . S e c o n d l y , f i s c a l p a r a m e t e r s m u s t b e 
c o n s o l i d a t e d a n d p o l i c y m u s t b e f l e x i b l e , f o r w i t h o u t a s o l i d t a x 
b a s e and f l e x i b l e f i s c a l i n s t r u m e n t s , a u t h o r i t i e s m u s t r e l y t o o 
m u c h o n monetaary p o l i c y to r e g u l a t e t h e d o m e s t i c e c o n o m y . 
F u r t h e r m o r e , t h e t a x b a s e m u s t b e s t r o n g e n o u g h t o s u s t a i n a d e q u a t e 
l e v e l s of p u b l i c s p e n d i n g c o n s i s t e n t w i t h l o n g - t e n n d e v e l o p m e n t 
n e e d s . 

L a s t l y , s i n c e p a r t of t h e c a p i t a l f l o w s a r e i n e v i t a b l y s p e n t 
o n n o n - t r a d a b l e s , t h e r e l a t i v e p r i c e of t h e l a t t e r t e n d s t o r i s e , 
w i t h c o n s e q u e n t r e a l e x c h a n g e r a t e a p p r e c i a t i o n . T h i s in t u r n is 
r e f l e c t e d in w i d e n i n g of the c u r r e n t a c c o u n t d e f i c i t . T h e r e a l 
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a p p r e c i a t i o n of the e x c h a n g e rate c a n o b v i o u s l y d i s t o r t r e s o u r c e 
a l l o c a t i o n a n d i n v e s t m e n t , s e r i o u s l y w e a k e n i n g a c o u n t r y ' s 
m e d i u m - t e r m s t r u c t u r a l o b j e c t i v e of p e n e t r a t i n g e x t e r n a l m a r k e t s 
w i t h n e w e x p o r t s . R e a l a p p r e c i a t i o n a l s o t e n d s t o b r i n g u n n e c e s s a r y 
s o c i a l c o s t s , a s d o m e s t i c r e s o u r c e s most p r o b a b l y w i l l l a t e r h a v e 
to b e s w i t c h e d b a c k to p r o d u c t i o n of m o r e t r a d a b l e g o o d s , t h r o u g h 
r e a l e x c h a n g e r a t e d e p r e c i a t i o n (Edwards, 1 9 8 4 ; P a r k and Park, 
1993; W o r l d B a n k , 1993). This is b e c a u s e t h e c o u n t e r p a r t of t h e 
c u r r e n t a c c o u n t d e f i c i t is an a c c u m u l a t i o n of e x t e r n a l l i a b i l i t i e s , 
w h i c h m u s t e v e n t u a l l y b e s e r v i c e d in f o r e i g n e x c h a n g e . 

A c o n s i d e r a b l e b o d y of expert o p i n i o n h a s t h u s e m e r g e d w h i c h 
u r g e s t h a t c a p i t a l account o p e n i n g s h o u l d o n l y t a k e p l a c e a f t e r t h e 
c o n s o l i d a t i o n of o t h e r m a j o r l i b e r a l i z a t i o n p r o g r a m m e s , e s p e c i a l l y 
in t h e a r e a s of t r a d e and d o m e s t i c finance; i n d e e d , a c c o r d i n g t o 
M c K i n n o n (1991, p. 117), "during l i b e r a l i z a t i o n , s t r i n g e n t c o n t r o l s 
o n s u d d e n l y i n c r e a s e d inflows (or o u t f l o w s ) o f s h o r t - t e r m c a p i t a l 
a r e w a r r a n t e d " (see a l s o W o r l d Bank, 1993). 

W h e r e t h e r e h a s b e e n p e r h a p s m o s t d i v e r g e n c e of o p i n i o n is 
w i t h r e s p e c t to the s p e e d of c a p i t a l a c c o u n t o p e n i n g o n c e t h e 
d e c i s i o n is t a k e n : some h a v e a d v o c a t e d r a p i d a n d a m b i t i o u s 
o p e n i n g - u p , w h i l e o t h e r s c o u n s e l a g r a d u a l a p p r o a c h . T h e 
f i r s t - n a m e d p o s i t i o n is f a v o r e d b y t h o s e w h o d i s t r u s t g o v e r n m e n t 
i n t e r v e n t i o n in f o r e i g n e x c h a n g e a n d c a p i t a l m a r k e t s a n d / o r f e a r 
that v e s t e d i n t e r e s t s w i l l p a r a l y s e l i b e r a l i z a t i o n p r o g r a m m e s . T h e 
s e c o n d a p p r o a c h s t e m s from the b e l i e f that m a c r o e c o n o m i c s t a b i l i t y 
a l s o r e q u i r e s a c e r t a i n s e q u e n c e in c a p i t a l a c c o u n t o p e n i n g i t s e l f . 
A t a m o r e g e n e r a l level, a c l e a r d i s t i n c t i o n is d r a w n b e t w e e n 
i n f l o w s a n d o u t f l o w s , and it is s u g g e s t e d t h a t c o u n t r i e s s h o u l d 
l i b e r a l i z e t h e f o r m e r b e f o r e t h e latter, p a r t l y b e c a u s e t h e 
b e n e f i t s t h a t c a n b e d e r i v e d from o u t f l o w s a r e m o r e e v i d e n t f o r a 
c o u n t r y t h a t h a s a c c u m u l a t e d s u b s t a n t i a l net f o r e i g n a s s e t s 
(Williamson, 1 9 9 1 and 1993). T h e r e c o u l d a l s o b e s e q u e n c i n g w i t h i n 
t h e c o m p o n e n t s of i n f l o w s and o u t f l o w s : f o r i n s t a n c e , l o n g - t e r m 
i n f l o w s c o u l d b e l i b e r a l i z e d b e f o r e s h o r t - t e r m t r a n s a c t i o n s , w h i l e 
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in the case of outflows, p r i o r i t y might b e g i v e n to direct 
e x p o r t - o r i e n t e d i n v e s t m e n t s and trade credit. 

The g r a d u a l i s t a p p r o a c h is more consistent w i t h the i n s i g h t s 
gained from the i n t e r n a t i o n a l d i s c u s s i o n on the s e q u e n c i n g of 
reforms. Thus, e v e n though d e v e l o p i n g c o u n t r i e s m a y h a v e m a d e 
radical reforms, it m a y take m a n y y e a r s b e f o r e c o n d i t i o n s emerge, 
i.e., a d e e p and i n s t i t u t i o n a l l y d i v e r s i f i e d d o m e s t i c f i n a n c i a l 
market, a broad, c o n s o l i d a t e d tax base, a d i v e r s i f i e d , 
i n t e r n a t i o n a l l y c o m p e t i t i v e export sector, a n d a w i d e range of 
available m a c r o e c o n o m i c p o l i c y instruments-- w h i c h will a l l o w t h e i r 
economies to a b s o r b u n r e g u l a t e d m o v e m e n t s of e x t e r n a l c a p i t a l in 
w a y s that are c o n s i s t e n t w i t h sustained g r o w t h and s o c i a l equity. 

The p r o p o n e n t s of sequencing, only q u e s t i o n the o r d e r a n d 
timing of liberalization, not the u l t i m a t e o b j e c t i v e of an o p e n 
capital a c c o u n t . Yet the o v e r r i d i n g i m p o r t a n c e of m a c r o e c o n o m i c 
stability, c o u p l e d w i t h t h e o v e r w h e l m i n g size of i n t e r n a t i o n a l 
capital m a r k e t s c o m p a r e d w i t h the m u c h s m a l l e r L a t i n A m e r i c a n 
economies and the serious i m p e r f e c t i o n s e x i s t i n g in s u c h m a r k e t s , 
m a y make a n inflexible c o m m i t m e n t in all c i r c u m s t a n c e s to a 
permanent o p e n c a p i t a l account u n d e s i r a b l e . Indeed, the i n c r e a s i n g 
v o l a t i l i t y of i n t e r n a t i o n a l capital flows, a n d their size, h a v e 
a l r e a d y g i v e n rise to renewed d i s c u s s i o n in the i n d u s t r i a l i z e d 
countries o n the p o t e n t i a l l y d e s t a b i l i z i n g b e h a v i o r of c a p i t a l 
m a r k e t s and the p o s s i b l e n e e d for their regulation, e s p e c i a l l y 
u n d e r certain c i r c u m s t a n c e s . 

I I . THE SURGE OF PRIVATE CAPITAL FLOWS I N THE 1 9 9 0 s : 
POLICY IMPLICATIONS FROM THE SUPPLY SIDE 

1. B r o a d supply trends 

a) Massive increase in scale of flows 

The first point that n e e d s stressing is t h e m a s s i v e scale o f 
private c a p i t a l flows to L a t i n A m e r i c a in the e a r l y 1990s, as w e l l 
as the fact that such m a s s i v e inflows were u n e x p e c t e d . 
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A s c a n b e seen in table 1, the net c a p i t a l inflow into L a t i n 
A m e r i c a (LAC) r e a c h e d in 1992-93 an overall record, c l i m b i n g to an 
a v e r a g e of U S $ 6 2 b i l l i o n . Furthermore, net capital inflows r e a c h e d 
4 . 7 % of GDP, w h i c h is a ratio similar to that of the p r e v i o u s 
h i s t o r i c a l peak, -4.5% in 1977-81. 

Table 1 
P a r t i c u l a r l y d r a m a t i c has b e e n the sharp increase in flows to 

M e x i c o (see a g a i n t a b l e 1), w h e r e net capital inflows w e r e n e a r l y 
zero in t h e 1983-90 p e r i o d , w h i l e in 1991-93 they r e a c h e d 8% of 
GDP, a r a t i o well a b o v e that in 1977-81. A s can also b e seen in 
table 1, b o t h A r g e n t i n a and Chile recorded l a r g e increases in t h e i r 
c a p i t a l i n f l o w s in the e a r l y 1990s, but t h e s e were less d r a m a t i c 
t h a n those of Mexico.^ 

b) Change in type of flows 

A s e c o n d important trend of these c a p i t a l inflows into L a t i n 
A m e r i c a is the s i g n i f i c a n t d i v e r s i f i c a t i o n of sources and - a b o v e 
all- the c h a n g e in t h e i r c o m p o s i t i o n . As can b e seen in t a b l e 2, 

the share of FDI d o u b l e d b e t w e e n 1977-81 a n d 1991-92, p o r t f o l i o 
e q u i t y e m e r g e d as a n e w source of finance for the LAC r e g i o n (and 
i n c r e a s e d its i m p o r t a n c e further in 1993), b o n d s a l s o i n c r e a s e d 
t h e i r p a r t i c i p a t i o n n o t o r i o u s l y , w h i l e the s h a r e of c o m m e r c i a l b a n k 
lending h a s f a l l e n q u i t e d r a m a t i c a l l y . 

O v e r a l l these c h a n g e s in the s t r u c t u r e of finance s e e m 
p o s i t i v e , as t h e y f a v o r a p p a r e n t l y more sustainable flows, and a s 
flows w i t h v a r i a b l e interest rates (particularly b a d l y s u i t e d f o r 
funding l o n g - t e r m d e v e l o p m e n t as shown by t h e debt c r i s i s of t h e 
1980s) r e p r e s e n t a small p r o p o r t i o n of t o t a l inflows. H o w e v e r , 
t h e r e a r e some i m p o r t a n t caveats to t h i s overall p o s i t i v e 
e v a l u a t i o n of the c o m p o s i t i o n of flows, m o s t of w h i c h w e w i l l 
d i s c u s s b e l o w . N e v e r t h e l e s s , it seems w o r t h w h i l e s t r e s s i n g h e r e 
that a s o u r c e of p o t e n t i a l concern is that, as ECLAC (1994) p o i n t s 

^ Notice that Chile adopted effective policies to moderate short-rxan 
capital inflows. See Ffrench-Davis, Agosin and Uthoff (1994). 
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out, a f a i r l y h i g h p r o p o r t i o n of net c a p i t a l i n f l o w s i n the e a r l y 
1 9 9 0 s (and a h i g h e r one t h a n in p r e v i o u s d e c a d e s ) c o r r e s p o n d s t o 
s h o r t - t e r m flows, w h e r e the r i s k of v o l a t i l i t y is b o t h i n t u i t i v e l y 
a n d e m p i r i c a l l y h i g h e r . 

T a b l e 2 
F i n a l l y , as r e g a r d s t h e c h a n g e in c o m p o s i t i o n of flows, it is 

i m p o r t a n t to e m p h a s i z e -as t h i s is o f t e n f o r g o t t e n - that t h e s e 
c h a n g e s f o l l o w o v e r a l l v e r y s i m i l a r t r e n d s to g l o b a l o n e s , 
e s p e c i a l l y a s r e g a r d s d e c l i n i n g i m p o r t a n c e of c o m m e r c i a l b a n k 
l e n d i n g a n d r a p i d r i s e of s e c u r i t i e s (both b o n d s a n d e q u i t i e s ) . T h e 
t r e n d t o w a r d s m o r e s h o r t - t e r m f l o w s a l s o s e e m s t o b e a g l o b a l o n e , 
t h o u g h it is m o r e true for t h e L A C r e g i o n . 

c) The regional composition of the supply flows 

T h e U S A is a v e r y m a j o r s o u r c e of t h e p r i v a t e c a p i t a l f l o w s 
that c o m e to L A C s . Indeed, as r e g a r d s FDI, f o r t h e 1 9 8 7 - 9 0 p e r i o d , 
a r o u n d 3 5 % of t h e s e f l o w s o r i g i n a t e d in t h e U S A , s p u r r e d 
s u b s e q u e n t l y b y t h e p r o s p e c t s of N A F T A a n d b r o a d e r h e m i s p h e r i c 
i n t e g r a t i o n . In 1 9 8 7 - 9 0 , a r o u n d 2 5 % of t o t a l F D I t o t h e r e g i o n c a m e 
f r o m E u r o p e (Griffith-Jones, 1 9 9 4 ) . J a p a n p r o v i d e d a f a r s m a l l e r 
s h a r e of t h e total, r e a c h i n g o n l y a r o u n d 5%. It is a l s o i n t e r e s t i n g 
that, as C h u h a n and Jun (1994) p o i n t out, t h e d o m i n a n t s h a r e o f 
J a p a n e s e i n v e s t m e n t in the L A C r e g i o n is in t a x h a v e n s c o u n t r i e s ; 
indeed, t a x h a v e n s s u c h as C a y m a n I s l a n d s , B a h a m a s , B e r m u d a , V i r g i n 
Islands, N e t h e r l a n d s A n t i l l e s and P a n a m a r e c e i v e d n e a r l y t h r e e 
q u a r t e r s of J a p a n e s e FDI to t h e r e g i o n in 1 9 9 1 . 

A s r e g a r d s e q u i t i e s , e s p e c i a l l y i n i t i a l l y , f l o w s w e r e v e r y 
d o m i n a n t l y from U S A b a s e d s o u r c e s ( i n c l u d i n g r e t u r n of L a t i n 
A m e r i c a n flight c a p i t a l ) . Indeed, a s C u l p e p e r (1994) r e p o r t s , U . S . 
i n v e s t o r s h a v e p r o v i d e d a s i g n i f i c a n t p r o p o r t i o n of f l o w s to s t o c k 
m a r k e t s of m a j o r L a t i n A m e r i c a n c o u n t r i e s , i n c l u d i n g M e x i c o , B r a z i l 
and A r g e n t i n a , w i t h the s h a r e for M e x i c o b e i n g p a r t i c u l a r l y l a r g e . 
O n t h e o t h e r h a n d , J a p a n e s e i n v e s t o r s h a v e c l e a r l y a n d c o n s i s t e n t l y 
f a v o r e d East A s i a n m a r k e t s . In c o n t r a s t , i n i t i a l l y E u r o p e a n b a s e d 
s o u r c e s f o c u s s e d o n t h e P a c i f i c B a s i n ; h o w e v e r , r e p o r t e d l y E u r o p e a n 
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i n v e s t o r s l a t e r i n c r e a s e d the share of t h e i r e q u i t y f l o w s g o i n g to 
L a t i n A m e r i c a ; in 1991, E u r o p e a n i n v e s t o r s a r e e s t i m a t e d to r e a c h 
a p e a k of 4 0 % of t o t a l s e c o n d a r y f l o w s to L a t i n A m e r i c a n e m e r g i n g 
m a r k e t s , w i t h t h i s share d e c l i n i n g s o m e w h a t i n l a t e r y e a r s . 

A s r e g a r d s b o n d s , w h i c h in 1993 b e c a m e t h e l a r g e s t s o u r c e of 
p r i v a t e f l o w s g o i n g to LACs, it is e x t r e m e l y d i f f i c u l t t o 
d i s t i n g u i s h t h e r e g i o n a l sources of b o n d f i n a n c i n g , e s p e c i a l l y in 
t h e i n t e r n a t i o n a l (or E u r o b o n d ) m a r k e t s , w h i c h d u r i n g the 1 9 9 0 s 
h a v e a b s o r b e d from t h r e e to five t i m e s the v o l u m e of f o r e i g n b o n d 
i s s u e s o f f e r e d in the m a i n d o m e s t i c m a r k e t s of the U S A , J a p a n a n d 
E u r o p e . H o w e v e r , it s e e m s w o r t h s t r e s s i n g t h a t an e x t r e m e l y h i g h 
s h a r e of L a t i n A m e r i c a n b o n d s are r a i s e d in d o l l a r s , w h i c h d o e s 
g i v e s o m e i n d i c a t i o n that U.S. b a s e d i n v e s t o r s (including L a t i n 
A m e r i c a n flight c a p i t a l b a s e d in t h e USA) a r e a m a j o r s o u r c e of 
s u c h f u n d i n g . T h e h i g h share of d o l l a r d e n o m i n a t e d b o n d s w o u l d 
s e e m to r e f l e c t b o t h c u r r e n c y p r e f e r e n c e of i n v e s t o r s a n d c u r r e n c y 
c o m p o s i t i o n of L a t i n A m e r i c a n c o m p a n i e s ' r e c e i p t s . A l s o , v e r y l o w 
U . S . i n t e r e s t r a t e s in 1991-93 have e n c o u r a g e d U . S . b a s e d i n v e s t o r s 
to b u y L a t i n A m e r i c a n e q u i t i e s . It s h o u l d b e m e n t i o n e d that, t h o u g h 
a v a s t p r o p o r t i o n of L A C b o n d s a r e d o l l a r d e n o m i n a t e d , t h e y a r e 
p r a c t i c a l l y all l i s t e d in E u r o p e (mainly in L u x e m b o u r g ) ; t h i s is 
d u e to t h e g r e a t e r r e g u l a t o r y f r e e d o m and p o s s i b l e t a x a d v a n t a g e s 
of E u r o p e a n b a s e d t r a n s a c t i o n s in d o l l a r d e n o m i n a t e d p a p e r . 

L i k e in t h e c a s e of FDI and e q u i t i e s , J a p a n e s e s o u r c e s h a v e 
p l a y e d a m i n o r r o l e in f u n d i n g L A C b o n d s . T h e n e a r a b s e n c e of L a t i n 
A m e r i c a n b o r r o w e r s from t h e J a p a n e s e b o n d m a r k e t c o n t r a s t s w i t h t h e 
f a i r l y i m p o r t a n t p r e s e n c e of some o t h e r e m e r g i n g m a r k e t c o u n t r i e s , 
e s p e c i a l l y in t h e S a m u r a i sector; s o m e of t h e s e i s s u e r s h a v e b e e n 
a t t r a c t e d to t h e J a p a n e s e b o n d m a r k e t b y a c o s t d i f f e r e n t i a l in it, 
v i s - a - v i s t h e e u r o d o l l a r m a r k e t . 

A s r e g a r d s t h e m u c h s m a l l e r d o m e s t i c b o n d m a r k e t s , L a t i n 
A m e r i c a n b o r r o w e r s h a v e b e e n m a i n l y a c t i v e i n the U . S . p r i v a t e 
p l a c e m e n t m a r k e t , w h e r e the e a s i n g of r e g u l a t i o n s (and s p e c i a l l y 
r u l e 144 A ) h a s g r e a t l y f a c i l i t a t e d b o r r o w i n g . In c o n t r a s t , b o t h 
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E u r o p e a n a n d J a p a n e s e d o m e s t i c b o n d m a r k e t s h a v e h a r d l y b e e n t a p p e d 
b y L a t i n A m e r i c a n b o r r o w e r s . 

W e c a n t h e r e f o r e c o n c l u d e that -as r e g a r d s f l o w s g o i n g t o 
L A C S " , U . S . b a s e d l e n d e r s a n d i n v e s t o r s e m e r g e in t h e e a r l y 1 9 9 0 s 
a s t h e m a i n s o u r c e ; t h i s s e e m s l i n k e d to a n u m b e r of f a c t o r s , w h i c h 
i n c l u d e t r a d i t i o n a l f a c t o r s such as g e o g r a p h i c a l p r o x i m i t y , s t r o n g 
p o l i t i c a l links, and g r e a t e r k n o w l e d g e of t h e area, t o w h i c h a r e 
a d d e d f a i r l y n e w factors, such as h e m i s p h e r i c i n t e g r a t i o n - a n d 
p a r t i c u l a r l y N A F T A , as w e l l a s its l i k e l y e x t e n s i o n s o u t h w a r d s - a n d 
t h e l a r g e y i e l d d i f f e r e n t i a l b e t w e e n i n v e s t m e n t s in t h e U S A a n d i n 
t h e L A C r e g i o n . E u r o p e a n flows, t h o u g h s e c o n d t o t h e U S A , a r e m o r e 
i m p o r t a n t t h a n is g e n e r a l l y p e r c e i v e d in the r e g i o n . Furtheirmore, 
t h e y s e e m to h a v e h a d c e r t a i n features, w h i c h m a k e t h e m of 
p a r t i c u l a r i n t e r e s t . F o r e x a m p l e , E u r o p e a n f o r e i g n d i r e c t 
i n v e s t o r s h a v e b e h a v e d as "bad w e a t h e r f r i e n d s " , a s in 1 9 8 3 - 8 8 , 
w h e n FBI f l o w s from J a p a n fell and U . S . o n e s b e c a m e n e g a t i v e (due 
t o t h e d e b t c r i s i s ) ; E u r o p e a n f u n d i n g fell f a r less, a n d b e c a m e t h e 
l a r g e s t s o u r c e of FBI f l o w s to L A C s ( G r i f f i t h - J o n e s , 1 9 9 4 ) , A l s o , 
E u r o p e a n F B I in L A C s is e s p e c i a l l y a c t i v e in m a n u f a c t u r i n g , 
c o n t r a s t i n g w i t h the U S A a n d Japan, r e p o r t e d to b e e s p e c i a l l y 
a c t i v e in p r i m a r y s e c t o r s . It m a y t h e r e f o r e b e w o r t h w h i l e f o r 
L a t i n A m e r i c a n c o m p a n i e s to m a k e g r e a t e r e f f o r t s t h a n is m a d e at 
p r e s e n t t o t a p E u r o p e a n m a r k e t s a s s o u r c e s o f f u n d s , b o t h i n 
s e c u r i t i e s a n d in FBI. 

A n a r e a w h i c h h a s e m e r g e d a s h a v i n g l i k e l y g r e a t f u t u r e 
p o t e n t i a l f o r L A C b o r r o w e r s is that of U . S . a n d C o n t i n e n t a l 
E u r o p e a n i n s t i t u t i o n a l i n v e s t o r s , as b o t h t h e v a l u e of t h e i r a s s e t s 
- a n d the p r o p o r t i o n of t h o s e a s s e t s i n v e s t e d i n t e r n a t i o n a l l y - a r e 
l i k e l y to r i s e q u i t e s i g n i f i c a n t l y in c o m i n g y e a r s . 

A s r e g a r d s J a p a n e s e s o u r c e s for f u n d i n g t h e L A C r e g i o n , t i l l 
n o w its m a i n f e a t u r e is its r a t h e r l o w l e v e l . T h i s is 
d i s a p p o i n t i n g , b e c a u s e J a p a n o f f e r s s p e c i a l a d v a n t a g e s , n o t o n l y i n 
p o t e n t i a l l y b e t t e r f i n a n c i a l t e r m s in some c a s e s (e.g. b o n d s ) , b u t , 
p o s s i b l y of m o r e i m p o r t a n c e , b e c a u s e of c o l l a t e r a l b e n e f i t s . F o r 
e x a m p l e , t h e h i g h q u a l i t y of J a p a n e s e t e c h n o l o g i c a l a n d m a n a g e r i a l 
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k n o w - h o w , m a y m a k e J a p a n e s e FDI p a r t i c u l a r l y v a l u a b l e in c e r t a i n 
s e c t o r s . T h e r e a s o n s for low J a p a n e s e flows to the L A C r e g i o n (and 
d e c l i n i n g J a p a n e s e i n v e s t m e n t abroad) a r e p a r t l y t r a n s i t o r y , 
i n c l u d i n g t h e w e a l t h e f f e c t s r e l a t e d to the d e c l i n e of t h e J a p a n e s e 
s t o c k m a r k e t , t h e d e c l i n e in the p r o p e r t y m a r k e t , as w e l l as t h e 
a p p r e c i a t i o n of the y e n in r e l a t i o n to the d o l l a r . I n t e r e s t i n g l y , 
w e a k J a p a n e s e e c o n o m i c g r o w t h is r e p o r t e d b y C h u h a n a n d J u n (1994) 
to b e a n o t h e r t r a n s i t o r y factor that d e p r e s s e s o u t w a r d i n v e s t m e n t . 
T h i s is in c o n t r a s t w i t h the U.S. situation, w h e r e m o s t a n a l y s t s 
h a v e a r g u e d t h a t r e c e s s i o n a n d / o r s l o w g r o w t h h a v e e n c o u r a g e d 
o u t f l o w s in s e a r c h of m o r e p r o f i t a b l e o p p o r t u n i t i e s . 

S p e c i a l e f f o r t s b y L A C g o v e r n m e n t s a n d c o m p a n i e s m a y b e 
p a r t i c u l a r l y n e c e s s a r y to o v e r c o m e the m o r e i n s t i t u t i o n a l f a c t o r s 
w h i c h l i m i t J a p a n e s e o u t f l o w s to LAC, s u c h a s f a i r l y s t r i n g e n t 
r e g u l a t o r y r e q u i r e m e n t s , w h i c h i m p l y f o r e x a m p l e t h a t 
" n o n - i n v e s t m e n t g r a d e " b o r r o w e r s a r e not a f f o r d e d a c c e s s to t h e 
J a p a n e s e b o n d m a r k e t ; it is to b e n o t e d that s o m e of t h e s e 
r e s t r i c t i o n s h a v e b e g u n to b e eased. H o w e v e r , a m o r e b i n d i n g 
c o n s t r a i n t f o r J a p a n e s e i n s t i t u t i o n a l i n v e s t o r s to p l a c e funds i n 
e m e r g i n g m a r k e t s is t h e i r p r e f e r e n c e f o r h i g h l y c r e d i t w o r t h y 
i n v e s t m e n t s . In r e l a t i o n to L A C b o r r o w e r s , t h e m e m o r i e s of t h e 
1 9 8 0 s d e b t c r i s i s s e e m t o lead to p r u d e n c e a m o n g s t J a p a n e s e l e n d e r s 
a n d i n v e s t o r s , t o a far g r e a t e r extent t h a n t h o s e f r o m t h e U S A o r 
E u r o p e . A s a r e s u l t , s p e c i a l e f f o r t s m a y b e r e q u i r e d t o p e r s u a d e 
J a p a n e s e i n v e s t o r s a n d lenders, as w e l l a s g o v e r n m e n t o f f i c i a l s , 
that t h e t u r n a r o u n d in e c o n o m i c f o r t u n e s i n the r e g i o n is a 
s u s t a i n a b l e o n e . 

d) Some similarities and differences of flows from diverse 
regions 

T h e r e a r e s o m e i m p o r t a n t s i m i l a r i t i e s a n d d i f f e r e n c e s b e t w e e n 
f l o w s o r i g i n a t i n g in the USA, E u r o p e a n d J a p a n . T h o u g h s u c h 
c o m p a r i s o n s a r e u s e f u l for a b e t t e r and d e e p e r u n d e r s t a n d i n g of t h e 
d i f f e r e n t m a r k e t s , it is n e c e s s a r y to s t r e s s t h a t t h e r e a r e l i m i t s 
to t h e d i s t i n c t i o n , d u e to a s i g n i f i c a n t m o v e m e n t t o w a r d s t h e 
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g l o b a l i z a t i o n of s u c h m a r k e t s . F u r t h e r m o r e , t h o u g h w e a r e 
s t r e s s i n g in o u r a n a l y s i s the USA, E u r o p e a n d Japan, it is 
i m p o r t a n t to m e n t i o n two c a v e a t s : F i r s t l y , t h e r e a r e other, n e w 
g e o g r a p h i c a l s o u r c e s of funds; o n e e x a m p l e a r e f l o w s from T a i w a n . 
S e c o n d l y , it m a y b e u s e f u l f o r some p u r p o s e t o d i s a g g r e g a t e 
E u r o p e a n flows, d i s t i n g u i s h i n g for e x a m p l e b e t w e e n t h e U . K . a n d t h e 
C o n t i n e n t , a s b o t h t r a d i t i o n s a n d r e g u l a t i o n s i m p l y s i g n i f i c a n t 
d i f f e r e n c e s a m o n g s t them, e v e n t h o u g h the S i n g l e E u r o p e a n M a r k e t 
has b e g u n to e r o d e such d i v e r s i t i e s . 

A b r o a d s i m i l a r i t y in the t h r e e l a r g e m a r k e t s a n a l y z e d , is 
that in all of t h e m i n s t i t u t i o n a l i n v e s t o r s , a n d e s p e c i a l l y p e n s i o n 
f u n d s a n d i n s u r a n c e c o m p a n i e s , h a v e s e e n t h e i r t o t a l a s s e t s 
i n c r e a s e d r a m a t i c a l l y in the last d e c a d e (see t a b l e 3) , as 
i n s t i t u t i o n a l i n v e s t o r s p l a y a s i g n i f i c a n t r o l e i n m o b i l i z i n g 
r e s o u r c e s in t h e m a j o r i n d u s t r i a l c o u n t r i e s . T h i s i s p a r t i c u l a r l y 
the case of U . S . p e n s i o n f u n d s a n d i n s u r a n c e c o m p a n i e s , w h o s e U S $ 
5-6 t r i l l i o n in a s s e t s at e n d 1992 a c c o u n t e d f o r n e a r l y 15% o f a l l 
U . S . f i n a n c i a l a s s e t s a n d o v e r 3 0 % of a s s e t s of f i n a n c i a l 
i n s t i t u t i o n s . J a p a n e s e a n d E u r o p e a n (especially U . K . ) a s s e t s of 
i n s t i t u t i o n a l i n v e s t o r s a r e a l s o v e r y large, and h a v e g r o w n r a p i d l y 
(Chuhan a n d Jun, 1993). 

T a b l e 3 
T h e r e h a s b e e n a c l e a r trend, in s o m e i n s t i t u t i o n a l 

i n v e s t o r s , t o w a r d s a n i n c r e a s e in t h e p r o p o r t i o n of f o r e i g n a s s e t s , 
as a p e r c e n t a g e of t h e i r t o t a l a s s e t s (see G r i f f i t h - J o n e s , 1 9 9 4 , 
t a b l e 12) . P a r t i c u l a r l y s h a r p h a s b e e n t h e i n c r e a s e of this r a t i o 
in the U . K . p e n s i o n funds, w h e r e b y 1990 it r e a c h e d a r o u n d 20%, a n d 
in t h e D u t c h p e n s i o n funds, w h e r e it r e a c h e d 15%. T h i s is in s h a r p 
c o n t r a s t w i t h G e r m a n p e n s i o n f u n d s w h e r e b y 1 9 9 0 o n l y 1% of t o t a l 
a s s e t s w e r e in f o r e i g n a s s e t s . T h e U . S . p e n s i o n f u n d s a r e i n a n 
i n t e r m e d i a t e p o s i t i o n , as t h e i r s h a r e of f o r e i g n a s s e t s w a s s t i l l 
f a i r l y l o w in 1990 (at 4% of the t o t a l ) , but it is l i k e l y to 
i n c r e a s e s h a r p l y a s e x p e r t s a d v i s i n g t h e s e f u n d s h a v e r e c o m m e n d e d 
that t h e y s h o u l d r a p i d l y i n c r e a s e t h e i r i n v e s t m e n t a b r o a d . A s a 
result of t h e s e trends, t h e r e is a l a r g e e f f e c t i v e a n d p o t e n t i a l 



20 

s u p p l y of f u n d s a v a i l a b l e for i n v e s t i n g in d e v e l o p i n g c o u n t r i e s , 
a n d in p a r t i c u l a r in t h e L A C region. 

A s e c o n d s i m i l a r t r e n d in the m a j o r c o u n t r i e s is t h a t 
r e g u l a t o r y c h a n g e s h a v e taken p l a c e w h i c h i m p r o v e a c c e s s b y 
d e v e l o p i n g c o u n t r i e s to t h e i r e q u i t i e s a n d b o n d m a r k e t s . P e r h a p s 
p a r t i c u l a r l y i m p o r t a n t h a v e b e e n m e a s u r e s w h i c h f a c i l i t a t e a c c e s s 
to t h e U . S . s t o c k e x c h a n g e and the p r i v a t e p l a c e m e n t s e g m e n t of t h e 
U . S . b o n d m a r k e t (see Culpeper, 1994). H o w e v e r , t h e r e h a v e a l s o 
b e e n r e g u l a t o r y c h a n g e s that f a c i l i t a t e a c c e s s to t h e J a p a n e s e 
m a r k e t , s u c h as the r e l a x a t i o n of q u a l i t y g u i d e l i n e s f o r S a m u r a i 
b o n d i s s u e s a n d of r u l e s r e l a t i n g to the p r i v a t e p l a c e m e n t m a r k e t 
f o r n o n - J a p a n e s e i s s u e s (see C h u h a n and Jun, 1 9 9 4 ) . . T o a l e s s e r 
e x t e n t t h e r e h a s b e e n l i b e r a l i z a t i o n of r e g u l a t i o n s in s o m e 
E u r o p e a n c o u n t r i e s , f o r e x a m p l e t h e U . K . S e c u r i t i e s I n v e s t m e n t 
B o a r d is p r o p o s i n g that the concept of a p p r o v e d m a r k e t s f o r 
a u t h o r i z e d U n i t T r u s t s b e a b o l i s h e d . C h a n g e s at E . C . level, l i n k e d 
to t h e S i n g l e F i n a n c i a l M a r k e t , also t e n d to l i b e r a l i z e r e g u l a t i o n s 
(see G r i f f i t h - J o n e s , 1994). 

I n d e e d , b r o a d r e g u l a t i o n s do not s e e m to b e the m a j o r 
c o n s t r a i n t f o r a c c e s s b y L a t i n A m e r i c a b o r r o w e r s t o b o n d s a n d 
e q u i t i e s ' m a r k e t s in t h e i n d u s t r i a l c o u n t r i e s , e v e n t h o u g h 
r e g u l a t i o n s of i n s t i t u t i o n a l i n v e s t o r s i n s o m e c a s e s d o p o s e 
i m p o r t a n t r e s t r i c t i o n s . F u r t h e r s t u d y is r e q u i r e d t o a s c e r t a i n 
w h e t h e r t h i s is t h e case, and d e t e c t w h i c h are t h e r e m a i n i n g 
r e g u l a t i o n s that u n d u l y restrict s u c h a c c e s s . I n d e e d , the m a i n 
r e a s o n w h y i n s t i t u t i o n a l i n v e s t o r s in t h e m a j o r i n d u s t r i a l 
c o u n t r i e s - i n v e s t o r s w h i c h are a t t r a c t i v e f r o m the p e r s p e c t i v e of 
t h e b o r r o w e r s , g i v e n t h e i r m o r e l o n g - t e r m h o r i z o n - a r e o n l y s l o w l y 
b e g i n n i n g t o invest in o r lend to L a t i n A m e r i c a is not d u e t o 
r e g u l a t i o n s ; it is b e c a u s e - t h o u g h c o n s c i o u s of i m p o r t a n t 
i m p r o v e m e n t s in L a t i n A m e r i c a n e c o n o m i e s a n d h i g h e r r e t u r n s - , t h e y 
s t i l l s e e t h e m as p o t e n t i a l l y v o l a t i l e , b o t h e c o n o m i c a l l y a n d 
p o l i t i c a l l y , J a p a n e s e i n s t i t u t i o n a l i n v e s t o r s a r e e s p e c i a l l y 
p r u d e n t , b o t h b e c a u s e t h e y tend to p u r c h a s e o n l y h i g h i n v e s t m e n t 
g r a d e s e c u r i t i e s and b e c a u s e m e m o r i e s of t h e L a t i n A m e r i c a n d e b t 
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c r i s i s a r e s t r o n g e r in J a p a n d u e to the c l o s e r i n t e g r a t i o n b e t w e e n 
d i f f e r e n t s e g m e n t s of i n v e s t o r s and l e n d e r s . In c o n t r a s t , U . S . 
i n s t i t u t i o n a l i n v e s t o r s h a v e i n v e s t e d r e l a t i v e l y m o r e t h a n t h e i r 
E u r o p e a n o r J a p a n e s e c o u n t e r p a r t s in L a t i n A m e r i c a n p a p e r , a n d 
e s p e c i a l l y in M e x i c o . A s said, the r e l a t i v e l y s t r o n g e r i n t e r e s t of 
s u c h i n v e s t o r s is e x p l a i n e d b y g e o g r a p h i c a l p r o x i m i t y , as w e l l as 
g r o w i n g b u s i n e s s l i n k s w i t h the r e g i o n , f u r t h e r s t i m u l a t e d b y the 
p r o s p e c t s of b r o a d e r h e m i s p h e r i c i n t e g r a t i o n , 

2. I s s u e s of d a t a 

B e c a u s e t h e m e c h a n i s m s t h r o u g h w h i c h c a p i t a l f l o w s in t h e 
1 9 9 0 s to t h e L A C r e g i o n a r e o n t h e w h o l e n e w ones, d a t a on t h e s e 
f l o w s t e n d to b e i n c o m p l e t e . S p e c i a l l y i n c o m p l e t e is i n f o r m a t i o n 
o n p o r t f o l i o flows, and in p a r t i c u l a r o n s e c o n d a r y m a r k e t a n d 
d e r i v a t i v e t r a n s a c t i o n s . I n f o r m a t i o n o n h o w m u c h i n s t i t u t i o n a l 
i n v e s t o r s f r o m the m a j o r c o u n t r i e s a r e i n v e s t i n g i n L A C s is a l s o 
p a r t i c u l a r l y i n c o m p l e t e a n d t e n t a t i v e . It is d i f f i c u l t f o r 
p o l i c y - m a k e r s and r e g u l a t o r s to t a k e c o r r e c t d e c i s i o n s if t h e y h a v e 
v e r y i n c o m p l e t e d a t a o n the m a g n i t u d e of d i f f e r e n t t y p e s of f l o w s ; 
t h i s w a s d e m o n s t r a t e d in t h e late 1970s, w h e n p o o r a n d i n c o m p l e t e 
infoirmation o n b a n k l e n d i n g to the L A C r e g i o n b e c a m e a n i m p o r t a n t 
f a c t o r i n f l u e n c i n g i n c o r r e c t d e c i s i o n s b o t h b y m a r k e t a c t o r s a n d 
r e g u l a t o r s (ECLAC, 1994). 

T h o u g h i m p o r t a n t e f f o r t s h a v e b e e n m a d e to i m p r o v e d a t a , 
a d d i t i o n a l w o r k is u r g e n t l y r e q u i r e d in t h i s f i e l d . At a g l o b a l 
level, a n d f o r d e v e l o p i n g c o u n t r i e s as a w h o l e , t h e IMF a n d t h e 
W o r l d B a n k n e e d to i m p r o v e d a t a f u r t h e r . At a r e g i o n a l l e v e l , 
i n s t i t u t i o n s like E C L A C a n d / o r t h e I n t e r - A m e r i c a n D e v e l o p m e n t B a n k 
c a n f u r t h e r i m p r o v e t h e i r r e p o r t i n g of t h e s e f l o w s . L a s t b u t n o t 
least, m a j o r s o u r c e c o u n t r i e s n e e d to i m p r o v e i n f o r m a t i o n o n 
o u t f l o w s t o d i f f e r e n t e m e r g i n g m a r k e t s . M o r e c o m p l e t e , c o n s i s t e n t 
a n d p r o m p t r e p o r t i n g of p r i v a t e f l o w s w i l l b e b e n e f i c i a l t o a l l 
p a r t i c i p a n t s , - s o u r c e and r e c i p i e n t c o u n t r i e s - , s a v e r s , i n v e s t o r s 
a n d b o r r o w e r s a l i k e . 
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A s e c o n d area in w h i c h data is i n s u f f i c i e n t and i n c o m p l e t e is 
i n f o r m a t i o n - a v a i l a b l e to b r o k e r s , i n v e s t m e n t m a n a g e r s a n d 
p a r t i c u l a r l y i n s t i t u t i o n a l investors' m a n a g e r s - on L a t i n A m e r i c a n 
e c o n o m i e s a n d o n i n d i v i d u a l c o m p a n i e s . W h e n l e n d e r s f e e l that t h e y 
k n o w t o o m u c h less about credit r i s k t h a n b o r r o w e r s , t h e y m a y 
c h o o s e to r a t i o n credit r a t h e r t h a n r a i s e i n t e r e s t r a t e s , 
p a r t i c u l a r l y to b o r r o w e r s w h o s e credit q u a l i t y is m o r e d i f f i c u l t to 
a s c e r t a i n (Stiglitz and Weiss, 1981) . T h i s w i l l tend to o c c u r in a 
c o n t e x t w h e r e u n c e r t a i n t y increases, w h i c h c a n c a u s e f i n a n c i a l 
i n s t a b i l i t y (Mishkin, 1991). 

T h e r e f o r e , t h e r e are s t r o n g p r a c t i c a l a n d t h e o r e t i c a l r e a s o n s 
to s i g n i f i c a n t l y i m p r o v e the q u a l i t y of i n f o r m a t i o n a b o u t L a t i n 
A m e r i c a n b o r r o w e r s that r e a c h e s d i f f e r e n t i n v e s t o r s a n d / o r l e n d e r s . 
In p a r t i c u l a r , the d e p t h of contact s h o u l d b e i m p r o v e d , to c h a n n e l 
i n f o r m a t i o n t o w a r d s for e x a m p l e l a r g e p e n s i o n fund a n d i n s u r a n c e 
m a n a g e r s d i r e c t l y . A s r e g a r d s the k e y U . S . m a r k e t , C u l p e p e r (1994) 
r e p o r t s t h a t t h e c h i e f c o n s t r a i n t s o n i s s u e r s of e q u i t y o r b o n d s 
n o w a p p e a r t o b e t h e t r a n s p a r e n c y of t h e i r f i n a n c i a l r e p o r t i n g . F o r 
t h i s r e a s o n , t h e i m p l e m e n t a t i o n a c r o s s t h e r e g i o n of s t a n d a r d i z e d 
G e n e r a l l y A c c e p t e d A c c o u n t i n g P r i n c i p l e s tGAAP) w o u l d a p p a r e n t l y b e 
a p o w e r f u l w a y to g i v e L A C c o m p a n i e s g r e a t e r a c c e s s t o the U . S . 
m a r k e t . S i m i l a r e f f o r t s n e e d to b e m a d e to h e l p tap t h e E u r o p e a n , 
J a p a n e s e a n d o t h e r m a r k e t s . 

A t h i r d area in w h i c h i n f o r m a t i o n a n d a n a l y s i s is v e r y 
i n c o m p l e t e r e l a t e s t o the u l t i m a t e u s e of the p r i v a t e f l o w s in t h e 
d i f f e r e n t r e c i p i e n t c o u n t r i e s . To w h a t e x t e n t a r e t h e s e f l o w s 
b e i n g c h a n n e l e d to investment, h o w e f f i c i e n t is s u c h i n v e s t m e n t , 
a n d w h a t p r o p o r t i o n is b e i n g c h a n n e l l e d to t r a d a b l e s ? A n a n s w e r to 
s u c h q u e s t i o n s w o u l d b e c r u c i a l to h e l p e s t a b l i s h that i n f l o w s w i l l 
e f f e c t i v e l y c o n t r i b u t e to l o n g - t e r m g r o w t h a n d d e v e l o p m e n t , a n d 
t h a t t h e d a n g e r of a f u t u r e serious d e b t p r o b l e m is m i n i m i z e d . T h e 
p r i m a r y r e s p o n s i b i l i t y for m o n i t o r i n g t h e u s e of s u c h f l o w s w o u l d 
s e e m to l i e w i t h t h e c e n t r a l b a n k s a n d r e g u l a t o r s of t h e r e c i p i e n t 
c o u n t r i e s , e v e n t h o u g h lenders and i n v e s t o r s (as w e l l a s c e n t r a l 
b a n k s a n d r e g u l a t o r y a u t h o r i t i e s of s o u r c e c o u n t r i e s ) w o u l d a l s o b e 
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e x p e c t e d to t a k e a k e e n interest in the s u b j e c t . S y s t e m a t i c 
m o n i t o r i n g o n t h i s topic, as well a s m o r e i n - d e p t h r e s e a r c h w h e r e 
feasible, s e e m s v e r y c r u c i a l (see s e c t i o n I I I ) . 

3. T h e f i n a n c i a l r i s k s of t h e n e w c a p i t a l f l o w s 

T h e b e n e f i t s of i n t e r a c t i o n w i t h p r i v a t e c a p i t a l f l o w s f o r t h e 
d e v e l o p m e n t of r e c i p i e n t e c o n o m i e s is p a r t l y d e p e n d e n t o n s t a b l e 
and p r e d i c t a b l e a c c e s s to f i n a n c i a l m a r k e t s . T h e r i s k of a b r u p t 
r e s t r i c t i o n s in s u p p l y a n d / o r i n o r d i n a t e l y s h a r p i n c r e a s e s in c o s t 
and s h o r t e n i n g of t h e m a t u r i t y t e r m s of e x t e r n a l l i a b i l i t i e s a r e 
p a r t l y d e t e r m i n e d b y p e r c e p t i o n s of r i s k a n d h e n c e .host c o u n t r y 
p o l i c i e s . But f r o m the s t a n d p o i n t of LDCs, a c c e s s a l s o c a n b e 
h e a v i l y c o n d i t i o n e d b y e x o g e n o u s l y d e t e r m i n e d s u p p l y - s i d e d y n a m i c s , 
r e l a t e d to i n d u s t r i a l i z e d c o u n t r y p o l i c i e s in t h e a r e a s o f 
m a c r o e c o n o m i c s a n d p r u d e n t i a l r e g u l a t i o n . 

F r o m t h i s l a t t e r p e r s p e c t i v e , L a t i n A m e r i c a m a y b e c o n f r o n t i n g 
c o n s i d e r a b l e r i s k s of v o l a t i l i t y r e g a r d i n g t h e n e w f i n a n c i a l f l o w s 
of t h e 1 9 9 0 s . F i r s t l y , t h e r e is a d e g r e e of c o n s e n s u s that o n e 
d r i v i n g f o r c e b e h i n d t h e n e w i n f l o w of c a p i t a l h a s b e e n e x o g e n o u s l y 
b a s e d in a c o n j u n c t u r a l r e l a x a t i o n of m o n e t a r y p o l i c y i n the O E C D 
area, a n d a c o n s e q u e n t d r a m a t i c d e c l i n e in i n t e r n a t i o n a l i n t e r e s t 
rates, e s p e c i a l l y U . S . ones (Calvo, L e i d e r m a n a n d R e i n h a r t , 1 9 9 3 ) . 
The i n c r e a s e d d i f f e r e n t i a l y i e l d s o n i n v e s t m e n t s in t h e r e g i o n h a v e 
a t t r a c t e d i n v e s t o r s that h a d b e c o m e a c c u s t o m e d to a d e c a d e o f 
r e l a t i v e l y h i g h r e a l interest r a t e s in the l o w r i s k O E C D a r e a . 
M o r e o v e r , g i v e n t h e s p e c i a l c o n j u n c t u r a l s e t t i n g in L a t i n A m e r i c a 
- r e c o v e r y f r o m a d e e p a n d p r o t r a c t e d r e c e s s i o n - i n v e s t o r s w e r e a b l e 
to c a p t u r e h i g h r e t u r n s , w i t h low i n f o r m a t i o n a l c o s t s , a s t h e n e e d 
to d i s c r i m i n a t e a m o n g c o u n t r i e s a n d firms w a s n o t g r e a t . A n y 
s i g n i f i c a n t r i s e in i n t e r n a t i o n a l i n t e r e s t r a t e s , c o u p l e d w i t h 
h i g h e r i n f o r m a t i o n a l c o s t s for l o c a t i n g h i g h y i e l d s , c o u l d i n d u c e 
a r e v e r s a l in t h e f l o w of some of t h e l e s s c o m m i t t e d i n v e s t o r s . T h e 
n e g a t i v e i m p a c t o n f l o w s into the L A C r e g i o n o f t h e f a i r l y s m a l l 
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1 9 9 4 i n c r e a s e in U . S . interest r a t e s f u r t h e r i l l u s t r a t e s t h i s 
p o i n t . 

T h e i n t e r n a t i o n a l financial m a r k e t s m a y b e a l s o m o r e 
s t r u c t u r a l l y v u l n e r a b l e than in the past to v o l a t i l e s w i n g s in 
p r i c i n g a n d v o l u m e . For example, m a n y n e w f i n a n c i a l i n s t r u m e n t s 
a r e c o m p l e x a n d s o m e t i m e s not c o m p l e t e l y u n d e r s t o o d b y a l l 
p a r t i c i p a n t s , o r e v e n the b r o k e r s that put t h e d e a l s t o g e t h e r . 
T h e r e is a g r o w i n g p o t e n t i a l for m a r k e t i n s t a b i l i t y a s d e r i v a t i v e s 
b e c o m e i n c r e a s i n g l y i m p o r t a n t in f i n a n c i a l a c t i v i t y ; o n the o n e 
hand, t h e s e t r a n s a c t i o n s a r e u n r e g u l a t e d w i t h n o m a r g i n o r c a p i t a l 
s t a n d a r d s ; o n the other, the m a r k e t i n g of t h e s e i n s t r u m e n t s is 
d r i v e n b y t h e u p f r o n t fees w h i c h the s e l l e r a c c r u e s i m m e d i a t e l y 
w i t h o u t r i s k . F i n a l l y , i n f o r m a t i o n o n d e r i v a t i v e t r a n s a c t i o n s is 
e x t r e m e l y i n c o m p l e t e . 

In a d d i t i o n to m o r e s y s t e m i c risks, c o u n t r i e s s h o u l d a l s o b e 
a w a r e of t h e p o t e n t i a l s p e c i f i c r i s k s of the p a r t i c u l a r m o d a l i t i e s 
t h r o u g h w h i c h c a p i t a l flows to L a t i n A m e r i c a i n t h e n i n e t i e s . T h i s 
w o u l d a l l o w t h e m to m a x i m i z e b e n e f i t s and m i n i m i z e p o t e n t i a l c o s t s 
of p r i v a t e f l o w s . 

A m a j o r s o u r c e of the n e w flows t o - L a t i n A m e r i c a a r e b o n d s . 
T h e s e h a v e t h e a d v a n t a g e of b e i n g m a i n l y at f i x e d i n t e r e s t r a t e . 
H o w e v e r , a s d i s c u s s e d in G r i f f i t h - J o n e s (1994), t h e a v e r a g e 
m a t u r i t y f o r t h o s e b o n d s in the 1 9 9 0 s is v e r y s h o r t (around f o u r 
y e a r s ) . T h i s i m p l i e s that a h i g h s h a r e of t h e s t o c k c o u l d b e 
r a p i d l y w i t h d r a w n , s h o u l d b o n d s not b e r e n e w e d . L e s s d r a m a t i c , b u t 
a l s o a c a u s e of c o n c e r n , is the r i s k that, if r e n e w a l of b o n d s is 
p o s s i b l e pari passu w i t h h i g h e r i n t e r e s t rates, t h e a v e r a g e cost o f 
b o r r o w i n g w o u l d s i g n i f i c a n t l y i n c r e a s e f a i r l y soon, a s m a t u r i t i e s 
a r e so s h o r t . 

A n e w f o r m of e x t e r n a l p r i v a t e f u n d i n g f o r L a t i n A m e r i c a is 
e q u i t y i n v e s t m e n t . T h i s h a s the a d v a n t a g e of a c y c l i c a l s e n s i t i v i t y 
of d i v i d e n d s . H o w e v e r , e q u i t y flows a l s o c a r r y i m p o r t a n t r i s k s f o r 
r e c i p i e n t c o u n t r i e s . F o r e i g n f i n a n c i e r s c o u l d , f o r d i f f e r e n t 
r e a s o n s , s t o p i n v e s t i n g in equities, and e v e n t r y t o sell t h e i r 
s t o c k s q u i c k l y , if t h e y feared a w o r s e n i n g p r o s p e c t in t h e countiry. 
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T h i s c o u l d e i t h e r l e a d to p r e s s u r e o n the e x c h a n g e r a t e a n d / o r l e a d 
to p r i c e f a l l s in t h e d o m e s t i c s t o c k e x c h a n g e . T h o u g h t h e l a t t e r 
effect w o u l d d i m i n i s h t h e r i s k of a large f o r e i g n e x c h a n g e o u t f l o w , 
it c o u l d h a v e a n e g a t i v e i m p a c t o n a g g r e g a t e d e m a n d - v i a a w e a l t h 
e f f e c t - a n d o n the d o m e s t i c f i n a n c i a l system, e s p e c i a l l y if b a n k s 
and s e c u r i t i e s a c t i v i t i e s a r e c l o s e l y i n t e g r a t e d e i t h e r t h r o u g h 
c r o s s h o l d i n g s o r i n v e s t o r l e v e r a g i n g . To the e x t e n t t h a t a g r o w i n g 
p a r t of i n v e s t m e n t in L a t i n A m e r i c a n s h a r e s o r i g i n a t e i n 
i n s t i t u t i o n a l i n v e s t o r s , w h o seem to a l l o c a t e t h e i r a s s e t s u s i n g 
m o r e l o n g - t e r m c r i t e r i a , the r i s k of large r e v e r s a l s of f l o w s is 
smaller. But as l o n g as m a r k e t s are m o v e d in a n i m p o r t a n t 
p r o p o r t i o n b y p l a y e r s w h i c h s p e c i a l i z e in s h o r t t e r m y i e l d s , a n d 
e q u i t y m a r k e t s r e m a i n r e l a t i v e l y thin, t h e r i s k s of g r e a t 
v o l a t i l i t y a r e i n h e r e n t t o t h i s n e w m o d a l i t y of e x t e r n a l f i n a n c i n g . 

A s r e g a r d s FDI flows, o n the whole, t h e s e seem t o b e m o r e 
s t a b l e and l o n g - t e r m . It is t h e r e f o r e d e s i r a b l e that a f a r h i g h e r 
p r o p o r t i o n of c a p i t a l i n f l o w s to L a t i n A m e r i c a , t h a n in t h e 1 9 7 0 s , 
come in the f o r m of f o r e i g n d i r e c t i n v e s t m e n t . 

L e s s e n c o u r a g i n g is t h e f a i r l y h i g h p r o p o r t i o n of s h o r t - t e r m 
c a p i t a l f l o w s . (Exact f i g u r e s are not a v a i l a b l e ; a g a i n h e r e a n 
i m p o r t a n t i s s u e of d a t a i m p r o v e m e n t arises.) S u c h s h o r t - t e r m f l o w s , 
b y t h e i r v e r y n a t u r e , p o s e h i g h e r threats of v o l a t i l i t y . I n d e e d , 
s t a t i s t i c a l a n a l y s i s in E C L A C (1994, ch. IX) c o n f i r m s t h a t 
s h o r t - t e r m f l o w s h a v e b e e n q u i t e v o l a t i l e in t h e 1 9 5 0 - 9 2 p e r i o d . 

4. P o l i c y i n i t i a t i v e s o n the s u p p l y side 

From t h e p e r s p e c t i v e of supply, a n u m b e r of p o l i c y i s s u e s 
a r i s e as a r e s u l t of t h e g r e a t e r a v a i l a b i l i t y o f p r i v a t e f l o w s . 

a) Press for eliminating existing discriminatory regulatory 
barriers 
The u n d e r s t a n d i n g of r e g u l a t i o n s and t h e i r c h a n g e s a l l o w s 

b o r r o w i n g c o u n t r i e s t o d e t e c t b a r r i e r s in s o u r c e c o u n t r i e s , w h i c h 
still i m p l y d i s c r i m i n a t i o n a g a i n s t L a t i n A m e r i c a n b o r r o w e r s , t h a t 
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a r e not b a s e d o n e c o n o m i c r e a s o n . V e r y s t r i c t r e s t r i c t i o n s o n 
i n s t i t u t i o n a l i n v e s t o r s ' a b i l i t y to d i v e r s i f y in some s o u r c e 
c o u n t r i e s t o w a r d d e v e l o p i n g a r e a s w o u l d s e e m to b e o n l y o n e of 
s e v e r a l p o s s i b l e e x a m p l e s . 

In t h o s e cases, r e c i p i e n t c o u n t r i e s ' g o v e r n m e n t s - e i t h e r o n 
t h e i r o w n o r m o r e e f f e c t i v e l y jointly- s h o u l d l o b b y f o r s u c h 
r e g u l a t o r y b a r r i e r s t o b e l o w e r e d or e l i m i n a t e d . A g a i n h e r e 
r e g i o n a l i n s t i t u t i o n s l i k e the IDB a n d / o r E C L A C c o u l d p l a y a 
v a l u a b l e s u p p o r t i v e role, as c o u l d m o r e g l o b a l o r g a n i z a t i o n s like 
t h e IMF a n d / o r the W o r l d B a n k . 

b) Participate in global discussions of regulation. 

T h e r e a r e a n u m b e r of fora, e i t h e r g l o b a l ones, like I O S C O 
( I n t e r n a t i o n a l O r g a n i z a t i o n of S e c u r i t i e s C o m m i s s i o n s ) , or 
i n d u s t r i a l c o u n t r y ones, like the BIS, w h e r e i s s u e s of s y s t e m i c 
r i s k of i n t e r n a t i o n a l f l o w s are analyzed, a n d r e g u l a t i o n s s u g g e s t e d 
o r i m p l e m e n t e d g e a r e d t o r e d u c e s y s t e m i c r i s k a n d / o r p r o t e c t 
i n v e s t o r s . 

L a t i n A m e r i c a n c e n t r a l b a n k s and g o v e r n m e n t s s h o u l d a c t i v e l y 
s e e k to p a r t i c i p a t e in s u c h r e g u l a t o r y fora/ w i t h i n them, t h e y 
s h o u l d p r e s s a n d / o r s u p p o r t r e g u l a t o r y c h a n g e s that i m p l y a 
r e d u c t i o n of s y s t e m i c r i s k . Indeed, l e s s s y s t e m i c r i s k 
i n t e r n a t i o n a l l y b e n e f i t s L a t i n A m e r i c a n c o u n t r i e s , w h i c h 
h i s t o r i c a l l y h a v e b e e n p a r t i c u l a r l y v u l n e r a b l e to i n s t a b i l i t y in 
w o r l d f i n a n c i a l m a r k e t s . T h e t y p e s of g l o b a l r e g u l a t o r y i s s u e s 
w h i c h a r e of c r u c i a l i n t e r e s t to LACs, s e e m t o i n c l u d e : 

i) A c o o r d i n a t e d s u p e r v i s i o n g l o b a l l y o f s e c u r i t i e s m a r k e t s . 
T h o u g h i m p o r t a n t e f f o r t s h a v e b e e n m a d e to d e a l w i t h t h e d i f f i c u l t 
i s s u e s of r e g u l a t i n g c a p i t a l a d e q u a c y f o r b a n k s ' s e c u r i t i e s 
a c t i v i t i e s , n o e q u i v a l e n t b a s i s yet e x i s t s f o r n o n - b a n k s 
s e c u r i t i e s . I n d e e d , to a c h i e v e a m o r e c l o s e l y i n t e g r a t e d s y s t e m of 
s u p e r v i s i o n o f i n t e r n a t i o n a l l y a c t i v e i n t e r m e d i a r i e s in s e c u r i t i e s 
m a r k e t s , s e e m s t o r e q u i r e r e g u l a t o r s to d e v e l o p t h e i r e q u i v a l e n t of 
t h e B a s l e C o n c o r d a t f o r b a n k s u p e r v i s o r s . T h i s is a n i m p o r t a n t 
r e g u l a t o r y g a p w h i c h n e e d s f i l l i n g . 
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ii) M o r e b r o a d l y , a s e r i o u s e f f o r t n e e d s t o b e m a d e to e x t e n d 
r e g u l a t o r y c o v e r a g e to f i n a n c i a l i n s t i t u t i o n s that a r e n o w 
e f f e c t i v e l y u n r e g u l a t e d , such as f i n a n c i a l c o n g l o m e r a t e s . 

iii) T h o u g h a g r e e m e n t s o n c a p i t a l r e q u i r e m e n t s for b a n k s 
r e a c h e d in t h e c o n t e x t of the B a s l e a g r e e m e n t , p r o v i d e a k e y 
r e g u l a t o r y s t e p forward, there a l s o n e e d s t o b e a l a r g e e f f o r t to 
r e a c h a g r e e m e n t o n standards, s u c h a s a c c o u n t i n g a n d d i s c l o s u r e 
ones, in t h e d i f f e r e n t s e c t o r s of t h e f i n a n c i a l i n d u s t r y . 

iv) A l s o in o t h e r a s p e c t s , t h e t a s k o f s u p e r v i s o r s and 
r e g u l a t o r s g o e s b e y o n d e x a m i n a t i o n of a p p r o p r i a t e c a p i t a l i z a t i o n of 
f i n a n c i a l i n s t i t u t i o n s (area best d e v e l o p e d t i l l n o w ) , to i n c l u d e 
m o r e d i f f i c u l t a s p e c t s such as c o n c e n t r a t i o n of risk,, i m p l i c a t i o n s 
of i n n o v a t i o n s , a n d p o t e n t i a l l i q u i d i t y of i n t e r m e d i a r i e s ' a s s e t s 
a n d l i a b i l i t i e s in c r i s i s s i t u a t i o n s . 

v) T h e r e s e e m s to be a n i n c r e a s i n g n e e d f o r f a r b e t t e r g l o b a l 
i n t e g r a t i o n of c o n t r a c t law, so c o n t r a c t s c a n b e i n t e r n a t i o n a l l y 
c h a l l e n g e d a n d r e g u l a t o r s c a r r y out l i q u i d a t i o n p r o c e e d i n g s that 
a r e i n t e r n a t i o n a l l y e q u i t a b l e and e f f e c t i v e . 

vi) A s L a m f a l u s s y (1992) , t h e P r e s i d e n t of t h e e m b r y o n i c 
E u r o p e a n C e n t r a l B a n k suggested, i n c r e a s i n g e x p o s u r e b y b a n k s to 
o f f - b a l a n c e - s h e e t r i s k s (via swaps, f o r w a r d a g r e e m e n t s , e t c . ) 
a g g r a v a t e p r o b l e m s of i n f o r m a t i o n o n b a n k p o r t f o l i o s , t h u s 
i n c r e a s i n g t h e r i s k of r u n s . B e c a u s e d e r i v a t i v e s h a v e i n c r e a s e d 
l i n k a g e s b e t w e e n m a r k e t s e g m e n t s , d i s r u p t i o n i n o n e s e g m e n t m a y 
m o r e e a s i l y f e e d into others, g e n e r a t i n g s y s t e m i c r i s k . 

T h e p o t e n t i a l t h r e a t s p o s e d b y d e r i v a t i v e s to s y s t e m i c 
s t a b i l i t y a r e d i f f i c u l t for r e g u l a t o r s to h a n d l e , p a r t i c u l a r l y as 
m o s t t r a d e s o c c u r p r i v a t e l y b e t w e e n d e a l e r s a n d t h e i r c u s t o m e r s , 
a n d are t h e r e f o r e not listed o n t h e e x c h a n g e s (Culpeper, 1 9 9 4 ) . 
N e v e r t h e l e s s , t h i s is an i m p o r t a n t c h a l l e n g e f o r r e g u l a t o r s that 
n e e d s t a c k l i n g . 

c) Participation in global macro-economic policy discussions 

A s m e n t i o n e d above, t h e s u s t a i n a b i l i t y o f p r i v a t e c a p i t a l 
f l o w s a n d t h e a v o i d a n c e of r a p i d w i t h d r a w a l , p o t e n t i a l l y l e a d i n g to 
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crisis, d o e s not just depend on the s t r u c t u r e and r e g u l a t i o n of 
i n t e r n a t i o n a l capital markets; is also c r u c i a l l y d e p e n d s on g l o b a l 
m a c r o e c o n o m i c c o n d i t i o n s . 

F o r this reason, it seems important for L a t i n A m e r i c a n 
g o v e r n m e n t s to be g i v e n the o p p o r t u n i t y to p a r t i c i p a t e in 
d i s c u s s i o n s of global m a c r o e c o n o m i c c o o r d i n a t i o n (such as are dealt 
w i t h b y the G7) , p a r t i c u l a r l y in the case of v a r i a b l e s , such as 
interest r a t e s and e x c h a n g e rates, w h i c h so d i r e c t l y affect t h e m . 
L a t i n A m e r i c a n c o u n t r i e s should also put f o r w a r d their c o n c e r n s a n d 
v i e w s to the a u t h o r i t i e s in individual m a j o r i n d u s t r i a l countries, 
as r e g a r d s the p o t e n t i a l impact of those countries' m a c r o e c o n o m i c 
p o l i c i e s on L a t i n A m e r i c a n economies. A g a i n h e r e the IDE a n d / o r 
E C L A C m a y b e p a r t i c u l a r l y effective. 

A n important step toward regional m a c r o e c o n o m i c c o - o r d i n a t i o n 
w a s t a k e n in A p r i l 1994, when the governments o f Canada, M e x i c o a n d 
the U n i t e d S t a t e s (parties to NAFTA) r e a c h e d an agreement to 
e s t a b l i s h an e x c h a n g e stabilization fund of U S $ 8 . 8 billion.'' T h e 
a g r e e m e n t c a m e a f t e r the M e x i c a n peso had e x p e r i e n c e d s e v e r a l w e e k s 
of v o l a t i l i t y and u n c e r t a i n t y in foreign e x c h a n g e markets, 
t h r e a t e n i n g to u n d e r m i n e the g o v e r n m e n t ' s e c o n o m i c p r o g r a m . 

It w a s not e n v i s a g e d that this facility w o u l d o f t e n be d r a w n 
u p o n to d e f e n d the c u r r e n c i e s in question; rather, t h e fund w a s 
d e s i g n e d to b e large e n o u g h to discourage s p e c u l a t i o n and t h e r e b y 
r e d u c e s h o r t - t e r m e x c h a n g e - r a t e volatility. In addition, however, 
the t h r e e c o u n t r i e s e s t a b l i s h e d a c o n s u l t a t i v e g r o u p (the N o r t h 
A m e r i c a n F i n a n c i a l Group), involving the finance m i n i s t e r s a n d 
c e n t r a l b a n k g o v e r n o r s of the N A F T A p a r t i e s . T h i s g r o u p w i l l 
e n g a g e in r e g u l a r c o n s u l t a t i o n s on economic a n d f i n a n c i a l p o l i c y 
a r r a n g e m e n t s . T h i s c o n s u l t a t i v e m e c h a n i s m c o u l d p r o v i d e a v i t a l 
c h a n n e l of c o m m u n i c a t i o n and co-ordination, in the event that 
e x c h a n g e - r a t e a d j u s t m e n t is p r e c i p i t a t e d b y t h e d o m e s t i c p o l i c i e s 
of one of the p a r t n e r s (e.g. increases in interest r a t e s b y t h e 
U . S . F e d e r a l R e s e r v e Board). 

We thank Roy Culpeper for suggesting and developing this point. 
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As r e g i o n a l trade l i b e r a l i z a t i o n and economic i n t e g r a t i o n 
spreads throughout the w e s t e r n hemisphere, it is c r u c i a l that s u c h 
m e c h a n i s m s of e c o n o m i c and financial c o - o r d i n a t i o n b e b r o a d e n e d . 
The establishment of the N A F T A s t a b i l i z a t i o n f u n d is an 
acknowledgement of the r a p i d l y g r o w i n g i n t e r d e p e n d e n c e a m o n g 
countries, and of the fact that individual c o u n t r i e s (particularly 
b y the l a r g e r ones), should not take m a c r o e c o n o m i c p o l i c y d e c i s i o n s 
based on d o m e s t i c c o n s i d e r a t i o n s alone, without taking into a c c o u n t 
their impact on trading p a r t n e r s . 

d) Greater prudence by market participants 

Market p a r t i c i p a n t s n e e d to e x a m i n e market c o n d i t i o n s 
frequently, and the consequent a p p r o p r i a t e n e s s of t h e i r p r i c i n g of 
risk. T h e y n e e d to u n d e r s t a n d for e x a m p l e h o w a s s u r e d are t h e i r 
credit lines, how strong is t h e i r asset backing, and h o w m u c h t h e i r 
exposure to different types of risk h a s b e e n i n c r e a s i n g ? T h i s 
refers b o t h to d o m e s t i c and foreign l i a b i l i t i e s ; as r e g a r d s t h e 
latter and their risks, i n t e r a c t i o n s among p a r t i c i p a n t s from 
different c o u n t r i e s (e.g. v i a i n t e r n a t i o n a l a s s o c i a t i o n s ) seem v e r y 
valuable. 

I I I . THE SURGE OF CAPITAL PLOWS I N THE 1 9 9 0 S : 
POLICY ISSUES FROM THE DEMAND SIDE 

1. C a p i t a l inflows and their m a c r o e c o n o m i c e f f e c t s 

The sudden surge in c a p i t a l inflows h a s b r o u g h t to light an 
important p o l i c y d i l e m m a as r e g a r d s e f f o r t s to r e s t o r e e c o n o m i e s to 
a situation of g r o w t h . T h e y h a v e p r o v i d e d the f i n a n c i n g n e e d e d to 
continue, in a m o r e s o c i a l l y efficient way, the s t r u c t u r a l 
adjustment p r o g r a m m e s initiated b y several c o u n t r i e s in the 1 9 8 0 s . 
However, t h e y have p o s e d c h a l l e n g e s as r e g a r d s i n t r o d u c i n g 
safeguards d e s i g n e d to p r e v e n t them from t r i g g e r i n g financial 
crises, g u a r a n t e e the s t a b i l i t y and s u s t a i n a b i l i t y of m a c r o e c o n o m i c 
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e q u i l i b r i a a n d p r o m o t e i n v e s t m e n t . C o n c e r n a b o u t t h e s e c h a l l e n g e s 
h a s r e - e m e r g e d a s a k e y element in p o l i c y d e s i g n . 

F o r t h e r e g i o n as a whole, t h e e n t r y of c a p i t a l h a s h a d 
p o s i t i v e K e y n e s i a n - l i k e e f f e c t s , in that it h a s r e d u c e d t h e f o r e i g n 
e x c h a n g e c o n s t r a i n t , e n a b l i n g e x i s t i n g p r o d u c t i v e c a p a c i t y to b e 
u s e d m o r e f u l l y a n d p r o d u c t i o n , i n c o m e s a n d e m p l o y m e n t to p i c k u p 
a s a r e s u l t . T h e l i f t i n g of the e x t e r n a l c o n s t r a i n t s i n c e the 
b e g i n n i n g of t h e 1 9 9 0 s h a s c o n t r i b u t e d to t h e r e c o v e r y of e c o n o m i c 
g r o w t h , w h o s e a n n u a l r a t e i n c r e a s e d from 1 . 6 % i n 1 9 8 3 - 9 0 to 3 . 4 % in 
1991-93 (see t a b l e 4, line 17). 

T a b l e 4 
T h e r e c o v e r y is b a s e d l a r g e l y o n t h e fact that t h e g r e a t e r 

a v a i l a b i l i t y of f o r e i g n s a v i n g s has m a d e it p o s s i b l e to f i n a n c e t h e 
l a r g e r i m p o r t s a s s o c i a t e d to a n i n c r e a s e d u s e of e x i s t i n g 
p r o d u c t i v e c a p a c i t y ; this, t h r o u g h its e f f e c t o n o u t p u t a n d income, 
h a s r e a c t i v a t e d a g g r e g a t e d e m a n d . T h e e x p a n s i v e e f f e c t h a s b e e n 
g e n e r a l t h r o u g h o u t t h e region, and p a r t i c u l a r l y s t r o n g f o r some 
c o u n t r i e s (for e x a m p l e A r g e n t i n a , C h i l e a n d V e n e z u e l a ) ; 
n e v e r t h e l e s s , t h e r e a r e e x c e p t i o n s . T h u s M e x i c o - w h i l e e x p e r i e n c i n g 
a p a r t i c u l a r l y l a r g e i n f l u x of p r i v a t e c a p i t a l - h a s not s e e n s u c h 
a r e c o v e r y of g r o w t h d u r i n g the p e r i o d . T h e e x t e n t t o w h i c h p r i v a t e 
c a p i t a l i n f l o w s l e a d t o g r o w t h is g r e a t l y i n f l u e n c e d b y t h e 
e x i s t i n g g a p b e t w e e n a c t u a l G D P and p r o d u c t i v e c a p a c i t y , t h e n a t u r e 
of d o m e s t i c e c o n o m i c p o l i c i e s , p a r t i c u l a r l y m a c r o e c o n o m i c o n e s , 
e x p e c t a t i o n s of e c o n o m i c agents, p o l i t i c a l d e v e l o p m e n t s , a n d 
e x t e r n a l f a c t o r s s u c h a s t h e t e r m s of t r a d e . 

S i n c e 1990, n e t c a p i t a l i n f l o w s s u r g e d , r e a c h i n g a n a n n u a l 
a v e r a g e of a r o u n d U S $ 62 b i l l i o n in 1 9 9 2 - 9 3 (see t a b l e 1). A b o u t 
h a l f of net i n f l o w s in 1 991 w e n t to b u i l d u p the L a t i n A m e r i c a n 
d e p l e t e d i n t e r n a t i o n a l r e s e r v e s ; t h i s s h a r e h a s s t e a d i l y d e c r e a s e d 
t o 3 0 % in 1993, pari passu w i t h t h e i n c r e a s e d a b s o r p t i v e c a p a c i t y 
of t h e r e g i o n . O b v i o u s l y , this c a p a c i t y h a s b e e n e n h a n c e d b y t h e 
s i g n i f i c a t i v e e x c h a n g e - r a t e a p p r e c i a t i o n s a l l o w e d o r p u s h e d b y 
s e v e r a l L A C s . 
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S i n c e t h e terms of t r a d e h a v e w o r s e n e d s i g n i f i c a n t l y d u r i n g 
t h e 1 9 9 0 s (see t a b l e 4, line 4), t h e r e s t i l l p r e v a i l s a s i z a b l e g a p 
b e t w e e n G D P a n d g r o s s n a t i o n a l i n c o m e (see l i n e s 15 a n d 16). 

T h e i n v e s t m e n t rate, f o r its part, o n l y in 1 9 9 2 a c h i e v e d a 
l e v e l a b o v e t h e a v e r a g e of 1 9 8 3 - 9 0 . F u r t h e r m o r e , f o r o n l y s o m e few 
of the c o u n t r i e s in t h e r e g i o n , w h i c h h a v e r e c e i v e d l a r g e c a p i t a l 
i n f l o w s , s u c h as Chile, t h i s i n c r e a s e in c a p i t a l i n f l o w s h a s b e e n 
a c c o m p a n i e d b y a c o m p a r a t i v e l y h i g h i n v e s t m e n t r a t e . In all, if w e 
c o m p a r e 1 9 8 3 - 9 0 w i t h 1993, net e x t e r n a l s a v i n g s (capital f l o w s 
m i n u s t h e i n c r e a s e in r e s e r v e s ) h a v e r i s e n b y about t h r e e 
p e r c e n t a g e p o i n t s of GDP, w h i l e t h e i n v e s t m e n t r a t i o i n c r e a s e d o n l y 
b y o n e p o i n t . T h e r e m a i n d e r has g o n e to c o n s u m p t i o n o r to 
c o m p e n s a t e w o r s e n i n g t e r m s o f t r a d e . 

T o g e t h e r w i t h e c o n o m i c r e c o v e r y , t h e s p e e d w i t h w h i c h c a p i t a l 
i n f l o w s h a v e c l o s e d the e x t e r n a l g a p a n d g e n e r a t e d a s u r p l u s of 
f o r e i g n f u n d s has b e e n r e f l e c t e d in a t e n d e n c y t o w a r d s e x c h a n g e 
r a t e a p p r e c i a t i o n , a r a p i d r e d u c t i o n in t r a d e s u r p l u s e s a n d a n 
i n c r e a s e in the current a c c o u n t d e f i c i t (see E C L A C , 1994). T h e s e 
t r e n d s r e f l e c t e d , i n i t i a l l y , t h e r e c o v e r y of " n o r m a l " l e v e l s of 
a g g r e g a t e d e m a n d , i m p o r t s a n d t h e real e x c h a n g e r a t e , all of w h i c h 
w e r e c o n d i t i o n e d b y e x t e r n a l c o n s t r a i n t s d u r i n g t h e p e r i o d 1 9 8 3 - 8 9 . 
H o w e v e r , t h e c o n t i n u i n g a b u n d a n c e of c a p i t a l is t e n d i n g to m a i n t a i n 
t h e s e t r e n d s o v e r time, and h a s c o n f r o n t e d t h e e c o n o m i c a u t h o r i t i e s 
w i t h a d i l e m m a c r u c i a l to f u t u r e s t a b i l i t y , in t h a t , if c a p i t a l 
i n f l o w s fall, the l e v e l s of a g g r e g a t e d e m a n d a n d i m p o r t s a n d t h e 
e x c h a n g e r a t e m a y not b e s u s t a i n a b l e in t h e m e d i u m t e r m . In t h e i r 
e q u i l i b r i u m v a l u e s , t h e s e v a r i a b l e s s h o u l d r e f l e c t t h e c o n d i t i o n s 
of the d o m e s t i c g o o d s a n d m o n e y m a r k e t s , a s w e l l a s t h e 
a v a i l a b i l i t y of e x t e r n a l s a v i n g s , w h i c h d e p e n d s o n t h e p e r m a n e n t or 
t r a n s i t o r y n a t u r e of c a p i t a l flows. 

D u r i n g 1 9 9 1 - 9 3 : i) a l a r g e r p r o p o r t i o n of c a p i t a l i n f l o w s w a s 
d e v o t e d to t h e a c c u m u l a t i o n of r e s e r v e s t h a n in t h e 1970s, t h e r e b y 
m o d e r a t i n g t h e impact of t h e s e r e s o u r c e s o n the r e g i o n ' s e c o n o m i e s ; 
ii) d o m e s t i c e x p e n d i t u r e r o s e f a s t e r t h a n d o m e s t i c o u t p u t and 
n a t i o n a l i n c o m e , w i t h the s u r p l u s in t h e n o n - f i n a n c i a l c u r r e n t 
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a c c o u n t at c o n s t a n t p r i c e s b e i n g r e d u c e d and a deficit at c u r r e n t 
p r i c e s a p p e a r i n g , f o r t h e first time s i n c e 1981, b y 1992; a n d iii) 
n a t i o n a l s a v i n g s w e r e (moderately) c r o w d e d - o u t b y e x t e r n a l s a v i n g s , 
a s r e f l e c t e d in t h e fact that the i n c r e a s e in t o t a l i n v e s t m e n t w a s 
l o w e r t h a n t h a t in e x t e r n a l s a v i n g s (see t a b l e 4). 

T h e e f f e c t s of t h e n e w i n f l o w s of c a p i t a l h a v e not b e e n t h e 
s a m e in e v e r y countiry- T h i s is a s s o c i a t e d to the a c c e s s to s u c h 
r e s o u r c e s , b u t p a r t i c u l a r l y to the u s e w h i c h t h e r e g i o n ' s e c o n o m i e s 
h a v e m a d e of i n t e r n a t i o n a l f i n a n c i n g . T h e c a p a c i t y to a b s o r b t h e s e 
flows, a n d t h e p o l i c i e s p u r s u e d b y c o u n t r i e s , h a v e b e e n a f f e c t e d b y 
t h e p o i n t r e a c h e d b y e a c h c o u n t r y in the p r o c e s s of e c o n o m i c 
a d j u s t m e n t . Indeed, t h e r e n e w e d links w i t h i n t e r n a t i o n a l f i n a n c i a l 
m a r k e t s c a u g h t c o u n t r i e s at d i f f e r e n t s t a g e s of t h e i r a d j u s t m e n t 
p r o g r a m m e s . 

2. P o l i c y a p p r o a c h e s 

W h e n t h e a u t h o r i t i e s are faced w i t h a n u n e x p e c t e d a b u n d a n c e of 
e x t e r n a l f i n a n c i n g , w h i c h t h e y c o n s i d e r to b e p a r t l y t r a n s i t o r y o r 
as f l o w i n g t o o fast f o r the e c o n o m y to a b s o r b it e f f i c i e n t l y , t h e y 
c a n i n t e r v e n e at t h r e e l e v e l s . At t h e first level, t h e y c a n act to 
m o d e r a t e t h e i m p a c t o n t h e e x c h a n g e r a t e t h r o u g h p u r c h a s i n g f o r e i g n 
c u r r e n c y (i.e., a c c u m u l a t i n g r e s e r v e s ) b y t h e C e n t r a l B a n k . A t a 
s e c o n d , d e e p e r level, t h e y can adopt s t e r i l i z a t i o n p o l i c i e s (e.g., 
o p e n d o m e s t i c m a r k e t o p e r a t i o n s ) to m i t i g a t e t h e m o n e t a r y i m p a c t of 
t h e a c c u m u l a t i o n of r e s e r v e s at the first l e v e l of i n t e r v e n t i o n . At 
t h e t h i r d l e v e l , t h e y c a n adopt p o l i c i e s o n i n c e n t i v e s , s u r c h a r g e s 
o r q u a n t i t a t i v e c o n t r o l s to r e g u l a t e c a p i t a l inflows, t h e r e b y 
i n f l u e n c i n g t h e l a t t e r ' s c o m p o s i t i o n a n d v o l u m e . T h e a i m is to 
e n c o u r a g e f l o w s w h o s e v o l u m e is c o n s i s t e n t w i t h the e c o n o m y ' s 
d o m e s t i c a b s o r p t i v e c a p a c i t y , c h a n n e l l i n g t h e m into p r o d u c t i v e 
i n v e s t m e n t p r o j e c t s , and, c o n v e r s e l y , to d i s c o u r a g e the e n t r y of 
s h o r t - t e r m c a p i t a l . 
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In g e n e r a l , w i t h i n a context of f i n a n c i a l l i b e r a l i z a t i o n , t h e 
i n s t r u m e n t s a d o p t e d h a v e b e e n d i r e c t e d p r i m a r i l y at t h e s o - c a l l e d 
first a n d s e c o n d l e v e l s of i n t e r v e n t i o n . D e p e n d i n g o n t h e 
i m p o r t a n c e a t t a c h e d to m i t i g a t i n g t r e n d s t o w a r d s a p p r e c i a t i o n , t h e 
a u t h o r i t i e s of s e v e r a l L A C s h a v e c a r r i e d o u t d i f f e r e n t 
i n t e r v e n t i o n s in t h e f o r e i g n e x c h a n g e m a r k e t ; m o r e o v e r , a c c o r d i n g 
to w h e t h e r t h e y h a v e c h o s e n to p u r s u e a n a c t i v e o r a p a s s i v e 
m o n e t a r y p o l i c y , t h e y h a v e i n t r o d u c e d d i f f e r e n t d e g r e e s of 
i n t e r v e n t i o n to r e g u l a t e a g g r e g a t e d e m a n d . S o m e c o u n t r i e s have a l s o 
d i r e c t l y r e g u l a t e d c a p i t a l flows in o r d e r t o i n f l u e n c e t h e i r 
c o m p o s i t i o n and b r i n g them m o r e i n t o line w i t h t h e i r d e v e l o p m e n t 
o b j e c t i v e s . 

T h e p o s s i b l e c o m b i n a t i o n s b e t w e e n the f i r s t and s e c o n d l e v e l s 
y i e l d d i f f e r e n t m i x e s of e x c h a n g e r a t e and m o n e t a r y p o l i c i e s , w h i c h 
lead to d i s t i n g u i s h t w o m a j o r i n t e r v e n t i o n a l t e r n a t i v e s . 

i) N o n - s t e r i l i z e d i n t e r v e n t i o n . T h e first level of 
i n t e r v e n t i o n , h a s b e e n f r e q u e n t l y a d o p t e d b y c o u n t r i e s w h i c h 
e s p e c i a l l y target p r i c e s t a b i l i t y a s the m a i n o b j e c t i v e , a n c h o r i n g 
it to a f i x e d n o m i n a l e x c h a n g e - r a t e , a n d a r e w i l l i n g t o a c c e p t a 
p a s s i v e m o n e t a r y p o l i c y . In fact, t h e c e n t r a l b a n k m u s t a c c u m u l a t e 
s u b s t a n t i a l i n t e r n a t i o n a l r e s e r v e s a s it b u y s f o r e i g n c u r r e n c y 
b r o u g h t in b y the c a p i t a l inflows, w i t h o u t s t e r i l i z i n g t h e m o n e t a r y 
effect of t h e s e o p e r a t i o n s . T h e bet is that n a t i o n a l i n t e r e s t r a t e s 
a n d i n f l a t i o n r a t e s w i l l c o n v e r g e r a p i d l y w i t h i n t e r n a t i o n a l r a t e s . 

A n i m p o r t a n t p a r t of the s u c c e s s of t h i s s t r a t e g y w i l l 
u l t i m a t e l y d e p e n d o n the c o n f i d e n c e of e c o n o m i c a g e n t s in t h e 
c a p a c i t y of m o n e t a r y a u t h o r i t i e s to m a i n t a i n t h e n o m i n a l e x c h a n g e 
rate. S u c c e s s a l s o d e p e n d s o n the r e l a t i o n s h i p b e t w e e n t h e n o m i n a l 
e x c h a n g e r a t e a n d i n f l a t i o n . In t h e face of i n e r t i a l c o m p o n e n t s of 
i n f l a t i o n a n d / o r lags in a d j u s t m e n t of i m p o r t s - w h i c h c a n c a u s e t h e 
m o n e t a r y b a s e to e x p a n d b e y o n d d e s i r a b l e l e v e l s o r p r i c e s of 
i m p o r t a b l e s to r e m a i n h i g h - the u s e of t h e e x c h a n g e rate a s a n 
a n c h o r to s t a b i l i z e p r i c e s can c a u s e m a r k e d r e a l e x c h a n g e r a t e 
a p p r e c i a t i o n , a g r o w i n g e x c e s s of a g g r e g a t e e x p e n d i t u r e a n d a 
c h a n g e in the c o m p o s i t i o n of o u t p u t b i a s e d a g a i n s t t r a d a b l e s . A n 
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e x t r e m e r e l i a n c e o n t h i s a p p r o a c h to a t t a c k i n f l a t i o n is c l e a r l y a 
h i g h r i s k s t r a t e g y ; s h o u l d i m p o r t a n t d i s e q u i l i b r i a emerge, t h e 
p o l i c y o p t i o n s o f t e n n a r r o w d o w n to a s e v e r e r e c e s s i o n or a b r u p t 
a n d d e s t a b i l i z i n g c o r r e c t i v e m e a s u r e s . I n d e e d , some w o u l d c o u n s e l 
t h e a l t e r n a t i v e of d i r e c t a c t i o n o n i n f l a t i o n t h r o u g h a c t i v e 
fiscal, i n c o m e a n d m o n e t a r y p o l i c i e s : a s P r o f e s s o r P e t e r 
K e n e n ( 1 9 9 3 ) h a s c o m m e n t e d : " n o s e n s i b l e s a i l o r t h r o w s out the a n c h o r 
b e f o r e t h e b o a t s t o p s m o v i n g " . 

W h i l e in p r a c t i c e the c o u n t r i e s of t h e r e g i o n have u s e d 
d i f f e r e n t p o l i c y m i x e s , o n e can s i n g l e out C h i l e in 1 9 7 9 - 8 2 a n d 
A r g e n t i n a in t h e 1990s, a m o n g the c o u n t r i e s w h i c h h a v e c o m e t h e 
c l o s e s t to t h e p u r e form of this a l t e r n a t i v e . T h e t r a d e - o f f s in 
A r g e n t i n a r e c e n t l y , at least for t h e m e d i u m term, have b e e n 
r e l a t i v e l y l a r g e (Fanelli and M a c h i n e a , 1994) . I n f l a t i o n has c o m e 
d o w n s h a r p l y a n d t h e e c o n o m y has e x p e r i e n c e d a s i z e a b l e r e c o v e r y in 
i n v e s t m e n t a n d e c o n o m i c a c t i v i t y . H o w e v e r , e x c h a n g e r a t e 
a p p r e c i a t i o n , c o u p l e d w i t h import l i b e r a l i z a t i o n , h a s c o n t r i b u t e d 
to a m a r k e d d e t e r i o r a t i o n of the t r a d e b a l a n c e a n d t h e c u r r e n t 
a c c o u n t d e f i c i t h a s b e e n e x p a n d i n g , w h i l e d o m e s t i c a n d n a t i o n a l 
s a v i n g s h a v e s h o w n a d o w n w a r d trend. S i n c e d o m e s t i c a c t i v i t y is 
b e i n g f u e l e d d i s p r o p o r t i o n a t e l y b y e x t e r n a l s a v i n g s , t h e t r a j e c t o r y 
of t h e e c o n o m y is h e a v i l y reliant o n s u s t a i n a b i l i t y of c a p i t a l 
flows. 
ii) S t e r i l i z e d i n t e r v e n t i o n . T h i s a p p r o a c h i n v o l v e s a 
s t e r i l i z a t i o n of t h e m o n e t a r y e f f e c t s of a c c u m u l a t i n g r e s e r v e s 
d u r i n g s u r g e s of c a p i t a l inflows. T h e p u r p o s e is t o i s o l a t e t h e 
m o n e y s t o c k f r o m l a r g e f l u c t u a t i o n s s t e m m i n g from t h e m o b i l i t y of 
f o r e i g n c a p i t a l . T h i s t y p e of s t e r i l i z a t i o n , if e f f e c t i v e , p r e v e n t s 
d o m e s t i c r e a l i n t e r e s t r a t e s from f a l l i n g a n d l i m i t s t h e e x p a n s i o n 
of a g g r e g a t e d e m a n d . T h i s second l e v e l of i n t e r v e n t i o n h a s b e e n 
p r e f e r r e d b y c o u n t r i e s w h i c h h a v e left b e h i n d a r e c e s s i v e 
c o n j u n c t u r e , m a i n t a i n a n a c t i v e m o n e t a r y p o l i c y and, at the s a m e 
time, a m o r e c a u t i o u s p o s i t i o n a s r e g a r d s c a p i t a l i n f l o w s . It 
r e f l e c t s a c o n c e r n for t h e s u s t a i n e d d e v e l o p m e n t of t h e t r a d a b l e s 
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sector, a n d t h e c h a n n e l l i n g of f o r e i g n capital t o w a r d s s a v i n g s a n d 
i n v e s t m e n t ( p r e f e r a b l y in that s e c t o r ) . 

In e c o n o m i e s that a r e m a k i n g full use of t h e i r p r o d u c t i v e 
capacity, s t e r i l i z a t i o n h a s the a d v a n t a g e of h e l p i n g c o n t r o l 
a g g r e g a t e s p e n d i n g a n d p r e v e n t i n g f u r t h e r a p p r e c i a t i o n of the r e a l 
e x c h a n g e r a t e . H o w e v e r , if i n t e r e s t rate d i f f e r e n t i a l s p e r s i s t , 
c a p i t a l i n f l o w s c o n t i n u e to b e s t i m u l a t e d , g e n e r a t i n g f u r t h e r n e e d s 
for s t e r i l i z a t i o n ; at the s a m e time, the i n t e r v e n t i o n m a y b e a 
s o u r c e of q u a s i - f i s c a l d e f i c i t s , s i n c e the C e n t r a l B a n k is p l a c i n g 
c o m m e r c i a l p a p e r in t h e d o m e s t i c m a r k e t at h i g h e r i n t e r e s t r a t e s 
t h a n t h o s e it o b t a i n s o n its i n t e r n a t i o n a l r e s e r v e s . 

Thus, s t e r i l i z e d i n t e r v e n t i o n is not p r o b l e m - f r e e . C o n f l i c t s 
a r i s e m o r e s t r o n g l y w h e n t h e r e is t o o little f l e x i b i l i t y in t h e t a x 
s y s t e m for n a t i o n a l e c o n o m i c a u t h o r i t i e s to b e a b l e t o u s e t h i s 
p o l i c y to o f f s e t d o m e s t i c o r e x t e r n a l shocks. W h a t h a p p e n s in t h e s e 
c a s e s is that t h e o t h e r p o l i c y i n s t r u m e n t s a r e o v e r c o m m i t t e d ; i n 
effect, a u t h o r i t i e s m u s t r e l y s o l e l y o n m o n e t a r y a n d e x c h a n g e r a t e 
i n s t r u m e n t s to m o d e r a t e a g g r e g a t e s p e n d i n g o r to s t i m u l a t e t h e 
e c o n o m y . A m o r e f l e x i b l e t a x s y s t e m w o u l d p e r m i t a b e t t e r p o l i c y 
m i x a n d m o r e s t a b l e i n t e r e s t a n d e x c h a n g e r a t e s , 

In the a b s e n c e of a f l e x i b l e fiscal p o l i c y , t h e p r o b l e m s o f 
s t e r i l i z e d i n t e r v e n t i o n a r e h e i g h t e n e d , e n h a n c i n g t h e d i l e m m a 
c o n f r o n t i n g t h e e c o n o m i c a u t h o r i t i e s w h e n t h e y t r y to c o n t r o l , 
s i m u l t a n e o u s l y , t h e r e a l i n t e r e s t r a t e (as a m o n e t a r y i n s t r u m e n t 
for i m p l e m e n t i n g s t a b i l i z a t i o n p o l i c i e s ) and t h e r e a l e x c h a n g e r a t e 
(as a n i n s t r u m e n t of t r a d e p o l i c y for p r o m o t i n g t h e g r o w t h o f 
t r a d a b l e - p r o d u c t i o n ) . If a n i n t e r e s t rate c o n s i s t e n t w i t h t h e 
o b j e c t i v e of c u r b i n g i n f l a t i o n (by s t e r i l i z i n g t h e m o n e t a r y e f f e c t s 
of a c c u m u l a t i n g r e s e r v e s ) is h i g h e r t h a n the i n t e r n a t i o n a l r a t e 
a d j u s t e d f o r e x p e c t a t i o n s of d e v a l u a t i o n , c a p i t a l i n f l o w s w i l l 
c o n t i n u e to e x e r t p r e s s u r e t o w a r d s r e a l e x c h a n g e r a t e a p p r e c i a t i o n , 
t h e r e b y j e o p a r d i z i n g t h e o b j e c t i v e of c o m p e t i t i v i t y of t h e 
t r a d a b l e s s e c t o r . C o n v e r s e l y , if t h e d o m e s t i c i n t e r e s t r a t e is 
a l l o w e d to fall, b o t h o b j e c t i v e s a r e thwarted, s i n c e t h e h i g h e r 
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e x p e n d i t u r e i n d u c e d b y l o w e r interest r a t e s w i l l p u t p r e s s u r e o n 
p r i c e s a n d w i l l a l s o l e a d to a real a p p r e c i a t i o n (Zahler, 1 9 9 2 ) . 

It is f o r t h i s r e a s o n that, in p r a c t i c e , the a l t e r n a t i v e o f 
s t e r i l i z e d i n t e r v e n t i o n h a s b e e n c o m b i n e d w i t h o t h e r p o l i c y 
m e a s u r e s : i) a d d i t i o n a l p o l i c i e s at t h e first level of 
i n t e r v e n t i o n , t o i n f l u e n c e the f o r e i g n e x c h a n g e m a r k e t ; ii) at t h e 
s e c o n d level, to r e g u l a t e a g g r e g a t e d e m a n d t h r o u g h m e c h a n i s m s o t h e r 
t h a n the i n t e r e s t r a t e ; a n d iii) at the t h i r d level, to m o d i f y t h e 
v o l u m e a n d c o m p o s i t i o n of c a p i t a l flows, e i t h e r d i r e c t l y , t h r o u g h 
r e s t r i c t i o n s a n d c h a r g e s a i m e d p a r t i c u l a r l y at s h o r t - t e r m c a p i t a l , 
o r i n d i r e c t l y , b y g e n e r a t i n g e x c h a n g e r a t e u n c e r t a i n t y f o r 
s h o r t - r u n d e a l e r s (see F f r e n c h - D a v i s , A g o s i n and U t h o f f , 1994) . 
A m o n g t h e p o s s i b l e m e a s u r e s , the f o l l o w i n g a r e n o t e w o r t h y : 

At t h e f i r s t l e v e l of i n t e r v e n t i o n , d e s i g n e d to i n f l u e n c e t h e 
e f f e c t s o n t h e f o r e i g n e x c h a n g e m a r k e t : i) i n c r e a s e t h e d e m a n d f o r 
f o r e i g n e x c h a n g e t h r o u g h i n c e n t i v e s for t h e o u t f l o w of c a p i t a l 
d u r i n g p e r i o d s of s u r p l u s ; this can b e d o n e b y r e l a x i n g the r u l e s 
g o v e r n i n g i n v e s t m e n t b y n a t i o n a l s a b r o a d a n d the r e p a t r i a t i o n o f 
FDI, a n d b y a u t h o r i z i n g v a r i o u s d e b t o r s to m a k e a d v a n c e p a y m e n t s ; 
ii) e n c o u r a g e i n c r e a s e d i n v e s t m e n t i n t e n s i v e in i m p o r t e d c a p i t a l 
g o o d s a n d i n p u t s ; iii) f o s t e r i n g m e c h a n i s m s w h i c h e n c o u r a g e 
p r o d u c t i v i t y i n c r e a s e s in k e e p i n g w i t h e x c h a n g e rate a p p r e c i a t i o n . 

A t t h e s e c o n d l e v e l o f intervention, t h e p u r p o s e of w h i c h is 
t o c o n t r o l t h e i m p a c t o n a g g r e g a t e d e m a n d : i) i n t r o d u c e m e c h a n i s m s 
r e g u l a t i n g f i n a n c i a l s y s t e m s in o r d e r to a v o i d d i s t o r t i o n s a n d 
m a r k e t i n c o m p l e t e n e s s in t h e sector, and r e m o v e w e a k n e s s e s in t h e 
p r u d e n t i a l r e g u l a t i o n of t h e f i n a n c i a l s y s t e m (see E C L A C , 1994, 
c h s . V I I a n d X I I ) ; ii) i m p o s e fiscal d i s c i p l i n e a v o i d i n g e x c e s s i v e 
p r e s s u r e s o n d e m a n d ; iii) supplement e x c h a n g e r a t e p o l i c y w i t h 
s o c i a l c o n t r a c t s r e l a t e d t o p r i c e s and w a g e s (as in M e x i c o ) . 

At t h e t h i r d l e v e l of intervention, d e s i g n e d to a l t e r t h e 
c o m p o s i t i o n of c a p i t a l f l o w s : i) a p p l y i n d i r e c t e x c h a n g e r a t e 
m e a s u r e s a i m e d at r e d u c i n g the e n t r y (and f o s t e r i n g o u t f l o w s ) o f 
s h o r t - t e r m c a p i t a l b y i n t r o d u c i n g u n c e r t a i n t y as to t h e s h o r t - r u n 
e v o l u t i o n of t h e e x c h a n g e rate, t h r o u g h i n t e r v e n t i o n b y t h e 
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r e s p e c t i v e C e n t r a l B a n k in the d e t e r m i n a t i o n of t h i s rate; ii) 
adopt direct m e a s u r e s i m p o s i n g r e s t r i c t i o n s o n c a p i t a l i n f l o w s , 
w h i c h can t a k e the f o r m of r e s e r v e r e q u i r e m e n t s , w i t h o u t i n t e r e s t , 
o n b a n k d e p o s i t s o r o t h e r c r e d i t s from a b r o a d , a n d v a r i o u s k i n d s of 
q u a n t i t a t i v e c o n t r o l s ( r e q u i r e m e n t s as to m i n i m u m m a t u r i t y p e r i o d s , 
m i n i m u m v o l u m e s f o r b o n d issues, a n d r e g u l a t i o n s o n t h e 
p a r t i c i p a t i o n of f o r e i g n c a p i t a l in t h e s t o c k m a r k e t ) . 

A m o n g the c o u n t r i e s w h i c h h a v e o p t e d f o r a c t i v e i n t e r v e n t i o n , 
Chile has d o n e so m o s t p e r s i s t e n t l y , but o t h e r s , s u c h a s C o l o m b i a , 
C o s t a R i c a a n d M e x i c o , a l s o d e s e r v e m e n t i o n (see E C L A C , 1994, t a b l e 
XI.4). 

C h i l e is i l l u s t r a t i v e of a c o u n t r y d e p l o y i n g a b a t t e r y of 
p o l i c i e s at the t h r e e levels, so far w i t h e x c e l l e n t r e s u l t s 
r e g a r d i n g g r o w t h , i n c r e a s e d d o m e s t i c s a v i n g s a n d i n v e s t m e n t 
(Ffrench-Davis, A g o s i n a n d U t h o f f , 1994). T h e C h i l e a n a u t h o r i t i e s 
o p t e d for i n t e r v e n t i o n b e c a u s e t h e y w a n t e d to r e g u l a t e d o m e s t i c 
a c t i v i t y v i a a n a c t i v e m o n e t a r y p o l i c y , a n d a l s o to s u p p o r t t h e 
c o u n t r y ' s h a r d w o n e x p o r t d r i v e b y i n f l u e n c i n g the d e t e r m i n a t i o n of 
the real e x c h a n g e r a t e in t h e s h o r t term, o n t h e b a s i s of t w o 
a s s u m p t i o n s : i) the m o n e t a r y a u t h o r i t y has a b e t t e r i d e a of f u t u r e 
m a c r o e c o n o m i c t r e n d s in t h e b a l a n c e of p a y m e n t s a n d t h e i r l o n g - t e r m 
e f f e c t s o n the e c o n o m y ; and ii) m o r e f u n d a m e n t a l l y its o b j e c t i v e s 
are l o n g e r - t e r m t h a n t h o s e of a g e n t s o p e r a t i n g in s h o r t - t e r m 
m a r k e t s (Zahler, 1992) . H e n c e , in the f a c e of i n t e n s e c a p i t a l 
inflows, the a u t h o r i t i e s , i n t e r p r e t i n g p a r t of t h i s to h a v e a 
p e r m a n e n t c h a r a c t e r , a l l o w e d for s o m e a p p r e c i a t i o n . H o w e v e r , t h e y 
s i g n i f i c a n t l y m o d e r a t e d the size of t h e c h a n g e , w i t h a n a c t i v e a n d 
r a t h e r c o m p r e h e n s i v e i n t e r v e n t i o n , i n c l u d i n g u s e of a n u m b e r of 
r e g u l a t i o n s o n short t e r m c a p i t a l . N a t u r a l l y , in o r d e r to m o d e r a t e 
a p p r e c i a t i o n of t h e e x c h a n g e rate, the c o u n t r y h a d to b e m o r e 
flexible in its g o a l at a r r i v i n g at o n e d i g i t i n f l a t i o n . But at 1 3 % 
in 1993, i n f l a t i o n is q u i t e m a n a g e a b l e a n d l o w b y h i s t o r i c a l 
s t a n d a r d s . A s a c o n s e q u e n c e , C h i l e a n m a n a g e m e n t of c a p i t a l f l o w s 
seems p a r t i c u l a r l y e f f e c t i v e up t o e a r l y 1 9 9 4 . 
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M e x i c o is an i n t e r m e d i a t e case b e t w e e n C h i l e and A r g e n t i n a . O n 

the one hand, has g i v e n p r i m a r y a t t e n t i o n to c o n v e r g e n c e of 
d o m e s t i c i n f l a t i o n (with that in the USA) . However, it has not g o n e 
to the e x t r e m e of fixing the n o m i n a l e x c h a n g e rate as h a s 
A r g e n t i n a . W h i l e there h a s been c o n s i d e r a b l e real a p p r e c i a t i o n of 
the e x c h a n g e rate, this h a s been m o d e r a t e d b y significant d e g r e e s 
of levels two and three types of i n t e r v e n t i o n (Gurria, 1994) , 
a l t h o u g h less c o m p r e h e n s i v e l y t h a n Chile. T h e result has i n d e e d 
b e e n the achievement of one digit inflation. However, very tight 
m o n e t a r y and fiscal policy, along w i t h p o l i t i c a l p r o b l e m s in 1994, 
h a v e kept g r o w t h down. Indeed, it could b e said that M e x i c o 
i n t r o d u c e d e l e m e n t s of h e t e r o d o x m a n a g e m e n t of f o r e i g n c a p i t a l 
flows (such as a band in the exchange-rate) a bit late.^ 

It is a cause of c o n c e r n that e v e n w i t h an e x t r e m e l y low 
g r o w t h rate (of 0.5% of G D P in 1993), the M e x i c a n current a c c o u n t 
deficit w a s v e r y h i g h that y e a r . T h o u g h t h e a p p r o v a l of N A F T A 
o p e n s n e w p o s s i b i l i t i e s for the M e x i c a n e c o n o m y , the h i g h level of 
the current account d e f i c i t m a k e s the c o u n t r y v e r y dependent on 
foreign c a p i t a l inflows; it is c o n s e q u e n t l y v u l n e r a b l e to any m a j o r 
d e c l i n e in s u c h c a p i t a l inflows. To help'avoid such a decline, t h e 
e c o n o m i c a u t h o r i t i e s n e e d to u s e h i g h interest rates, w h i c h h a v e 
n e g a t i v e e f f e c t s on the d o m e s t i c economy. 

3. A p o l i c y p r e s c r i p t i o n for s t a b i l i t y and sustained g r o w t h 

From a p u b l i c p o l i c y standpoint, the ideal w a y to e v a l u a t e a 
r e s p o n s e to a surge of capital inflows w o u l d be to separate t h e 
p e r m a n e n t c o m p o n e n t s from the t e m p o r a r y ones. If there is a 
p e r m a n e n t a d d i t i o n a l flow, such r e l a t e d p h e n o m e n a as real e x c h a n g e 
rate appreciation, g r o w t h of the current account deficit a n d 
increased c o n s u m p t i o n could b e i n t e r p r e t e d as s t a b i l i z i n g 

5 Nevertheless, the band, together with the exchange stabilization fund, 
resulted to be extremely effective in the emergency faced by Mexico in early 
1994. 
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a d j u s t m e n t s a n d , t h e r e f o r e , e c o n o m i c a l l y h e a l t h y . If c a p i t a l f l o w s 
a r e t e m p o r a r y , t h e a f o r e s a i d m o v e m e n t s in k e y v a r i a b l e s w o u l d be 
d i s t o r t i o n a r y , s i n c e t h e y w o u l d c r e a t e e c o n o m i c i m b a l a n c e s a n d the 
l i k e l i h o o d o f d i s r u p t i v e f u t u r e a d j u s t m e n t s w i t h p o t e n t i a l l y h i g h 
costs. T h i s d i s t i n c t i o n is, of course, v e r y d i f f i c u l t to m a k e in 
p r a c t i c e . H o w e v e r , t h e r e a r e e c o n o m i c p o l i c y m e a s u r e s w h i c h can 
h a v e a d i f f e r e n t i a t e d i m p a c t o n short- and l o n g - t e r m f l o w s o r on 
f l o w s of p r o d u c t i v e as o p p o s e d to p u r e l y f i n a n c i a l i n v e s t m e n t (see 
F f r e n c h - D a v i s , A g o s i n a n d U t h o f f , 1994). 

T h e e x t e r n a l i t i e s a n d o t h e r m a j o r i m p e r f e c t i o n s of 
i n t e r n a t i o n a l c a p i t a l m a r k e t s g i v e rise, a m o n g o t h e r t h i n g s , to 
f r e q u e n t c y c l e s of a b u n d a n c e and s c a r c i t y of r e s o u r c e s a n d to 
s y s t e m i c c r i s e s , w i t h t h e result that e v e n p o t e n t i a l l y p e r m a n e n t 
f l o w s c a n d i s a p p e a r o v e r n i g h t (Guttentag a n d H e r r i n g , 1 9 8 4 ) . 
A c c o r d i n g l y , it is a l w a y s a d v i s a b l e for g o v e r n m e n t s to e x e r c i s e a 
d e g r e e of c a u t i o n w h e r e c a p i t a l inflows a r e c o n c e r n e d , in o r d e r to 
p r o m o t e a s i t u a t i o n w h e r e t h e i r a g g r e g a t e a m o u n t a n d m a i n 
c o m p o n e n t s a r e c o n s i s t e n t w i t h m a c r o e c o n o m i c s t a b i l i t y , i n v e s t m e n t , 
and g r o w t h b a s e d o n i n t e r n a t i o n a l c o m p e t i t i v e n e s s . P a r t i c u l a r l y if 
the size a n d c o m p o s i t i o n of c a p i t a l f l o w s a r e i n c o n s i s t e n t w i t h 
t h e s e p a r a m e t e r s , s o o n e r o r l a t e r t h e i r s u s t a i n a b i l i t y c o u l d b e 
t h r e a t e n e d , m a k i n g it n e c e s s a r y to r e s o r t t o s o c i a l l y c o s t l y 
n a t i o n a l a d j u s t m e n t s . T h i s p r o b l e m of the l e v e l a n d q u a l i t y of 
d o m e s t i c a b s o r p t i v e c a p a c i t y is c o m p o u n d e d b y t h e i n h e r e n t r i s k s of 
s h o r t - t e r m e x t e r n a l s h o c k s in i n t e r n a t i o n a l f i n a n c i a l m a r k e t s . 

S i n c e c a p i t a l f l o w s c a n affect, a n d are a f f e c t e d by, n a t i o n a l 
m a c r o e c o n o m i c v a r i a b l e s , g o v e r n m e n t s s h o u l d e x e r c i s e c a u t i o n o n two 
f r o n t s . F i r s t , t h e y s h o u l d a v o i d a s i t u a t i o n w h e r e c a p i t a l i n f l o w s 
c r e a t e a t y p i c a l v a l u e s (outliers) o r m a j o r d i s t o r t i o n s in k e y 
d o m e s t i c m a c r o e c o n o m i c i n d i c a t o r s , s u c h as r e a l i n t e r e s t and 
e x c h a n g e r a t e s , s e c t o r a l a n d n a t i o n a l i n d e b t e d n e s s , i n f l a t i o n 
(including a s s e t p r i c e s ) , c o n s u m p t i o n , i n v e s t m e n t a n d the 
p r o d u c t i o n of t r a d a b l e s . 

S e c o n d , g o v e r n m e n t s s h o u l d g u a r d a g a i n s t u s i n g c a p i t a l i n f l o w s 
as t h e i r m a i n i n s t r u m e n t for a c h i e v i n g a r i g i d o r e x t r e m e t a r g e t 
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f o r a s i n g l e d o m e s t i c e c o n o m i c v a r i a b l e , e s p e c i a l l y o v e r a 
p r o l o n g e d p e r i o d of t i m e . D o i n g so u s u a l l y t h r o w s o t h e r i m p o r t a n t 
v a r i a b l e s out of b a l a n c e , t h e r e b y a f f e c t i n g t h e v e r y i n s t r u m e n t 
t h e y u s e d in t h e first p l a c e , n a m e l y , c a p i t a l i n f l o w s . 

C a p i t a l f l o w s c l e a r l y a r e not a l w a y s c o n s i s t e n t w i t h the 
o b j e c t i v e s of m a c r o e c o n o m i c s t a b i l i t y in its b r o a d sense, s u s t a i n e d 
e c o n o m i c g r o w t h and s o c i a l e q u i t y ; a d e g r e e of d i r e c t or i n d i r e c t 
p u b l i c " m a n a g e m e n t " i n o r d e r to i n f l u e n c e the v o l u m e a n d c o m p o s i t i o n 
of t h e s e f l o w s is t h e r e f o r e j u s t i f i e d . T h e r e h a v e b e e n n u m e r o u s 
p a s t e x p e r i e n c e s , s u c c e s s f u l a n d u n s u c c e s s f u l , in a p p l y i n g t h i s 
a p p r o a c h . W h a t c o n s t i t u t e s an a p p r o p r i a t e d e g r e e of l i b e r a l i z a t i o n 
of t h e c a p i t a l a c c o u n t c o u l d v a r y o v e r time, d e p e n d i n g o n 
s h o r t - t e r m d o m e s t i c a n d i n t e r n a t i o n a l c o n d i t i o n s a n d the l e v e l a n d 
n e e d s of n a t i o n a l d e v e l o p m e n t . 

W i t h r e s p e c t t o t h e s p e e d at w h i c h the c a p i t a l account s h o u l d 
b e l i b e r a l i z e d , the p r o c e s s must b e t a i l o r e d a l s o to the e c o n o m y ' s 
c a p a c i t y t o a b s o r b a n d e f f i c i e n t l y a l l o c a t e e x t e r n a l r e s o u r c e s . F o r 
i n s t a n c e , as d i s c u s s e d in S e c t i o n I, a d i s t i n c t i o n could b e m a d e 
b e t w e e n c a p i t a l i n f l o w s a n d o u t f l o w s and d i f f e r e n t c o m p o n e n t s of 
e a c h (Williamson, 1 9 9 1 ) . 

C a p i t a l - a c c o u n t l i b e r a l i z a t i o n in t h e i n d u s t r i a l i z e d c o u n t r i e s 
h a s b e e n f a i r l y s l o w a n d g r a d u a l , a c c e l e r a t i n g o n l y in the p a s t 10 
y e a r s as c a p i t a l m a r k e t s h a v e b e c o m e g l o b a l i z e d . It is i n t e r e s t i n g 
t o n o t e t h a t Spain, P o r t u g a l and I r e l a n d i n t r o d u c e d c e r t a i n 
r e s t r i c t i o n s o n c a p i t a l m o v e m e n t s in 1992 to c o m b a t e x c h a n g e r a t e 
i n s t a b i l i t y . O n c e t h e o b j e c t i v e s of s t a b i l i t y w e r e a c h i e v e d , t h e 
r e s t r i c t i o n s w e r e l i f t e d . T h i s h i g h l i g h t s the i m p o r t a n c e of 
f l e x i b l e i n s t r u m e n t s that, a c c o r d i n g to c i r c u m s t a n c e s , a l l o w s o m e 
t e m p o r a r y c o n s t r a i n t s t o b e i m p o s e d o n c a p i t a l m o v e m e n t s to s u p p o r t 
e f f o r t s t o w a r d s m a c r o e c o n o m i c s t a b i l i t y . 

In p e r i o d s w h e n r e s o u r c e s are s c a r c e , t h e r e w o u l d be 
j u s t i f i c a t i o n f o r s e e k i n g s p e c i f i c a n d m o r e g e n e r a l w a y s of 
a t t r a c t i n g c a p i t a l i n f l o w s and e r e c t i n g c e r t a i n b a r r i e r s to c a p i t a l 
o u t f l o w s . T h e s i t u a t i o n in the first h a l f of 1994, of d i m i n i s h e d 
f l o w s to m u c h of L a t i n A m e r i c a , i l l u s t r a t e s c l e a r l y how r a p i d l y 
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e x t e r n a l f l o w s c a n d r y u p a n d h o w -in t h e s e c i r c u m s t a n c e s - it is 
i m p o r t a n t f o r g o v e r n m e n t s to m a k e s p e c i a l e f f o r t s to a t t r a c t 
capital i n f l o w s . T h e r e v e r s e w o u l d a p p l y w h e n t h e r e w a s an o b v i o u s 
a b u n d a n c e of c a p i t a l in the m a r k e t s , as in the 1 9 9 0 - 9 3 p e r i o d for 
m a n y L a t i n A m e r i c a n c o u n t r i e s : it s e e m s d e s i r a b l e in s u c h 
c i r c u m s t a n c e s that c e r t a i n k i n d s of i n f l o w s w e r e r e s t r i c t e d a n d 
some c h a n n e l s f o r c a p i t a l o u t f l o w s w e r e p r o m o t e d . 

T h e r e a r e a n u m b e r of w a y s to m a n a g e c a p i t a l f l o w s . T h e m o r e 
p r e s s i n g t h e n e e d f o r m a n a g e m e n t , and the m o r e u n d e r d e v e l o p e d 
fiscal a n d m o n e t a r y p o l i c y is, t h e m o r e l i k e l y it is that t h e u s e 
of direct r e g u l a t i o n s o n c e r t a i n t y p e s of c a p i t a l f l o w s w i l l be 
w a r r a n t e d , e v e n if o n l y t e m p o r a r i l y . Of c o u r s e , c o n t r o l s o f a n y 
type a r e o f t e n c o n s i d e r e d i n e f f i c i e n t and c a p a b l e of b e i n g 
c i r c u m v e n t e d b y e v e r m o r e s o p h i s t i c a t e d c a p i t a l m a r k e t o p e r a t i o n s . 
But as W i l l i a m s o n (1991, p. 139) p o i n t s out, " a s s e r t i o n s a b o u t t h e 
i n e f f e c t i v e n e s s of c a p i t a l c o n t r o l s are v a s t l y e x a g g e r a t e d . " A s 
m e n t i o n e d e a r l i e r , t h e r e a r e o b v i o u s l y c o s t s i n v o l v e d i n the u s e of 
these i n s t r u m e n t s . H o w e v e r , t h e s e m u s t b e m e a s u r e d a g a i n s t the 
global s o c i a l b e n e f i t s in t e r m s of m a c r o e c o n o m i c s t a b i l i t y , 
i n v e s t m e n t a n d g r o w t h a s w e l l a s a g a i n s t the f e a s i b i l i t y and 
r e l i a b i l i t y of p o s s i b l e a l t e r n a t i v e w a y s t o a c h i e v e t h e same g o a l . 
A s Z a h l e r (1992) a r g u e s , t h e p o s s i b l e m i c r o e c o n o m i c c o s t s of 
r e g u l a t i n g c a p i t a l m o v e m e n t s m a y b e m o r e t h a n o f f s e t b y t h e 
b e n e f i t s r e s u l t i n g from g r e a t e r m a c r o e c o n o m i c s t a b i l i t y . N a t u r a l l y , 
the net r e s u l t w i l l d e p e n d o n the n a t u r e of the e c o n o m i c c l i m a t e 
and the q u a l i t y of t h e r e g u l a t i o n p o l i c i e s a p p l i e d . 

M a n a g i n g c a p i t a l f l o w s e n t a i l s some c o s t s . H o w e v e r , e x p e r i e n c e 
has s h o w n that a l w a y s l e a v i n g the m a r k e t to d e t e r m i n e the v o l u m e 
and c o m p o s i t i o n of s u c h f l o w s m a y a l s o e n t a i l c o s t s , a n d t h e s e m a y 
be n o t a b l y l a r g e r . T h e r e is n o i n s t r u m e n t , o r set o f i n s t r u m e n t s , 
w h i c h c a n o p e r a t e w i t h c o m p l e t e e f f i c i e n c y ; in a n i m p e r f e c t w o r l d , 
they m u s t b e j u d g e d b y t h e i r o v e r a l l r e s u l t s . P r a g m a t i c u s e m u s t b e 
m a d e of t h e p o l i c y i n s t r u m e n t s that o f f e r t h e g r e a t e s t net b e n e f i t s 
in t e r m s of m a c r o e c o n o m i c s t a b i l i t y and g r o w t h , w h i l e m i n i m i z i n g 
costs. 
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T h e r e o r g a n i z a t i o n of f i n a n c i a l systems, i n c l u d i n g t h e o p e n i n g 
of t h e c a p i t a l a c c o u n t , should g i v e p r i o r i t y to c h a n n e l l i n g 
r e s o u r c e s i n t o s a v i n g s and i n v e s t m e n t . T h u s t h e r e l a t i o n s h i p 
b e t w e e n t h e f i n a n c i a l s y s t e m and n a t i o n a l s a v i n g s and i n v e s t m e n t 
p r o c e s s e s , a n d b e t w e e n the d o m e s t i c f i n a n c i a l s y s t e m and e x t e r n a l 
m a r k e t s , a l s o m u s t b e c o n s i d e r e d c a r e f u l l y . 

W h e r e t h e r e l a t i o n s h i p b e t w e e n f i n a n c i a l m a r k e t s a n d c a p i t a l 
f o r m a t i o n f o r d e v e l o p m e n t is c o n c e r n e d , a n i n s t i t u t i o n a l f r a m e w o r k 
is n e e d e d t o c o m p l e t e o r p e r f e c t m a r k e t s a c c o r d i n g to two c r i t e r i a . 
T h e first is that a d y n a m i c l o n g - t e r m s e g m e n t of the f i n a n c i a l 
m a r k e t m u s t b e d e v e l o p e d in o r d e r to f i n a n c e p r o d u c t i v e p r o j e c t s . 
T h i s i n v o l v e s d i s c o u r a g i n g s h o r t - t e r m s e g m e n t s a n d c o n c e n t r a t i n g on 
l o n g - t e r m i n t e r n a t i o n a l c a p i t a l a c c o m p a n i e d b y a c c e s s to t e c h n o l o g y 
and to e x p o r t m a r k e t s . T h i s is p a r t i c u l a r l y r e l e v a n t for s m a l l and 
m e d i u m - s i z e d f i r m s d i s c o u r a g e d b y the s e g m e n t a t i o n of t h e c a p i t a l 
m a r k e t . T o t h a t end, c r e d i t i n s t i t u t i o n s and g u a r a n t e e m e c h a n i s m s 
a r e n e e d e d to d o w h a t c a p i t a l m a r k e t s h a v e failed t o do 
s p o n t a n e o u s l y . S e c o n d , it must b e r e c o g n i z e d that, in c o u n t r i e s 
w i t h " e m e r g i n g " s t o c k m a r k e t s , f i n a n c i a l l i b e r a l i z a t i o n o f the 
c a p i t a l a c c o u n t , b y o p e n i n g it to i n t e r n a t i o n a l p o r t f o l i o 
i n v e s t m e n t , r u n s t h e r i s k of c r e a t i n g e x t e r n a l d e b t o v e r h a n g and 
e x c e s s i v e s t o c k m a r k e t a n d e x c h a n g e r a t e f l u c t u a t i o n s . L a r g e - s c a l e 
f o r e i g n c a p i t a l i n f l o w s to d o m e s t i c m a r k e t s can t r i g g e r b o t h " s t o c k 
m a r k e t b u b b l e s " a n d a p p r e c i a t i o n of the local c u r r e n c y at t h e same 
time. T h e s u b s e q u e n t d e c l i n e in stock m a r k e t p r i c e s can, i n turn, 
c a u s e c a p i t a l o u t f l o w s a n d d e p r e c i a t i o n of t h e c u r r e n c y . 

C o n c e r n a b o u t r i s k s a s s o c i a t e d w i t h f i n a n c i a l m a r k e t s s u c h as 
the g e n e r a t i o n of s p e c u l a t i v e "bubbles", i m p l i e s t h e n e e d to 
i n t r o d u c e r e g u l a t o r y a n d s u p e r v i s o r y m e c h a n i s m s to e n s u r e the 
s t a b i l i t y of f i n a n c i a l i n s t i t u t i o n s o p e r a t i n g in c a p i t a l m a r k e t s . 
S u c h m e c h a n i s m s a r e p a r t i c u l a r l y e s s e n t i a l i n open, f r e e - m a r k e t 
e c o n o m i e s . S t r e n g t h e n i n g p r u d e n t i a l r e g u l a t i o n c a n s o f t e n t h e a b o v e 
r i s k s a n d c o n t r i b u t e to a m o r e o r d e r l y , s t a b l e p r o c e s s of 
a t t r a c t i n g p o r t f o l i o i n v e s t m e n t s from a b r o a d . Of c o u r s e , e f f e c t i v e 
r e g u l a t i o n w i l l r e q u i r e c o u n t r i e s to i m p r o v e t h e i r m o n i t o r i n g 
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s y s t e m s for e x t e r n a l c a p i t a l flows. T h i s must b e d o n e not o n l y at 
the m i c r o l e v e l for i n d i v i d u a l f i n a n c i a l i n s t i t u t i o n s , but a l s o at 
t h e m a c r o l e v e l t o e n s u r e that t h e v o l u m e and c o m p o s i t i o n of f l o w s 
a r e c o n s i s t e n t w i t h e c o n o m i c s t a b i l i t y . 
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Table 2. Capital Flows, Western Hemisphere 
(annual averages in % of total)® 

1977-81 1991-92 

Foreign direct investment 10.7 23.7 
Portfolio equity — 9.9 
Bonds 4.5 17.0 
Commercial bank loans 66.7 10.4 
Suppliers and export credits 6.2 7.3 
Official loans 11.1 26.9 
Grants 0.8 4.8 

TOTAL 100.0 100.0 
(US$ billion) (49.7) (56.0) 

Source: Based on IMF, World Economic Outlook. October 1993. 

^ Gross flows (excluding short-term loans). 
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Table 3. Total Assets of Institutional Investors 
(billions of US$) 

1980 1988 1990 1991 1992 

Pension funds 

Canada 43.3 131.3 171.8 188.4 

Germany* 17.2 41.6 55.2 58.6 67. 5 (Sept.92) 

Japan 24.3 134.1 158.8 182.3 191.9 

UK** 151.3 483.9 583.5 642.7 

USA 667.7 1.919.2 2.257.3 3.070.9 3.334.3 

Life Ins. Co. 

Canada*** 36.8 85.5 106.1 118.1 

Germany 88.4 213.6 299.5 325.7 375.3 (Sept.92) 

Japan 124.6 734.7 946.9 1.113.7 1.214.9 

UK** 145.7 358.9 447.9 516.7 

USA 464.2 1.132.7 1.367.4 1.505.3 1.624.5 

Insurance Co. 

Canada*** 46.0 108.2 132.9 141.4 

Germany 125.1 301.1 425.8 453.1 529.3 (Sept.92) 

Japan 159.2 890.7 1.137.2 1.329.2 1.433.3 

UK** 177.0 431.1 533.2 606.3 

USA 646.3 1.586.6 1.896.6 2.096.9 2.253.2 

Sources: Statistics Canada, Quarterly Estimates of Trusteed Pension Fiinds & Financial Statistics: Bank of Canada Review: 
Statistics Canada, Financial Institutions' Financial Statistics: Geschaftsberichs des Bundesaufsichtsemtes: Bank of 
Japan, Economic Statistics Monthly: Board of Governors of the Federal Reserve System, Flow of Funds Accounts: 
Central Statistical Office, Financial Statistics. 

* Pension and burial funds for 1980 and 1988. 
** Figures in the first column are for 1981. 
*** Assets held in Canada. 
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