Enhancing and Sustaining Private Capital Flows

29 In this chapter, we discuss the role of national

1

policies in attracting and sustaining private
capital flows, and in ensuring that those flows
are put to best use within the host economy.
While these policies may vary according to
individual country circumstances, they will
include sound macroeconomic fundamentals
and the implementation of good microeco-
nomic policies both on the human and on the
institutional side. In this respect, foreign
investors will look for many of the same factors
that influence domestic private investors.

Commitment, credibility and
sustainability of economic reforms

30 Sound macroeconomic policies along with a

stable institutional and legal framework are
essential for attracting and sustaining private
capital flows. By reducing uncertainty, macro-
economic stability in combination with
stable political and institutional framework
allows investment and savings decisions to be
made in a manner consistent with underlying
economic fundamentals, thereby promoting
the efficient allocation of resources.
Conversely, countries without a stable policy
and institutional framework present risks of
instability and, importantly for foreign
investors, balance of payments restrictions.

31 The experience of some economies suggests

that, where there is the right institutional
and political environment, markets can
recognise and reward improvements in
macroeconomic policies and hence credit-
worthiness. Strong economic growth follow-
ing the implementation of economic reforms

has led to a steady increase in capital inflows,
for example, in China since mid 1980s and in
India since the early 1990s.

32 Other countries, however, have found access-

ing the international capital markets to be a
more drawn out process. Uganda and Ghana,
for example, have relatively long track
records of pursuing sound economic policies
and structural reforms. Fiscal consolidation in
the 1990s helped to promote macroeconomic
stability and improve economic growth. But
Uganda and Ghana have only recently
attracted increasing flows of private capital.
At the same time, other countries, especially
some small states, have found it harder to
establish credibility in world financial
markets even after a long track record of rela-
tively good policy performance.

2 Open markets

33 Within a stable macroeconomic environ-

ment, outward oriented trade policies provide
the best environment for foreign investors
particularly in the context of FDI. While
import-substitution (and resource extraction)
provided the main impetus to foreign direct
investment in the early days of developing
country industrial development in the 1970s
and early 1980s, the most sustained growth of
such investments in recent years has been
into economies that are export-orientated.

34 Trade liberalisation tends to raise the rate of

return on investment in countries which
then become more attractive places in which
to invest. There may be adjustment problems
in the short run, but over time a move to
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more open trade policies allows a country to
exploit its comparative advantage in produc-

tion, and promote the importation of lowest-

cost products, often with embedded advanced
technology. Trade also allows a country to use
a larger variety of intermediate goods and
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35 The relaxation of foreign exchange controls
themselves can also help to attract capital
inflows. Private investors will want ready
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access to foreign currency to import goods,
and the freedom to remit dividends and
profits and to repatriate capital. Relaxing
controls on capital outflows can, therefore,
encourage capital inflows (and the return of
flight capital) because investors have the
assurance that they can disinvest if they want
to do so. In practice, the impact of foreign
exchange controls (and their removal) on
capital movements is difficult to observe
directly. Country experience has been mixed.
But experience in recent years has been that
removing exchange controls has tended to
coincide with an increase rather than a
decline in net capital inflows.

improvements in physical infrastructure.
There have been a number of efforts at such
integration, but without much success.
Regional trade remains very limited and the
lack of appropriate infrastructure remains a
major barrier to the success of any further
efforts.

39 Such regional arrangements need also to be

open to trade with the rest of the world. The
creation of regional blocs with significant
external tariffs can have negative conse-
quences for the countries that are excluded
from them. This is a risk facing some
Caribbean countries as NAFTA threatens to
divert foreign investment away from them
and towards, principally, Mexico.

3 Regional integration

36 Access to large markets remains importantin 4 Stability and transparency

attracting foreign investments that are geared 40 As noted in para 29, appropriate macroeco-

mainly to those local markets. Some of the
largest recipients of foreign direct investment
have very large market themselves or, as in
the case of India, the potential to develop
such markets.

37 Greater regional integration is often proposed

as a means of, among other things, attracting
foreign investment - especially for those
countries that do not have large domestic
markets themselves. Where domestic markets
are small and fragmented by distance and
poor infrastructure, regional integration may
be the only way to provide the economies of
scale necessary to attract domestic market-
orientated investments.

38 Sub-Saharan Africa including South Africa,

has a sizeable market in terms of purchasing
power and population. But this is spread over
enormous distances with poor interconnec-
tions in terms of transport, communication
and other market links. Effective integration
could greatly improve the chances of sub-
Saharan African countries to attract foreign
investment, if this were supported by

nomic policies and an open foreign exchange
regime alone may not be sufficient for devel-
oping countries to sustain large private
capital inflows. Stability and transparency
need to be established in a number of key
environments in which investors must
operate. Private capital flows are more likely
to be deterred in the absence of:

# a stable institutional framework for man-
aging political change

% good governance: particularly transparen-
cy and accountability in public policy
making

% well-defined property rights, which are
enforced through sound legal and
accounting frameworks (the Group noted
the good track record of Commonwealth
countries); and

% clear and transparent tax codes. Relatively
low and stable corporate tax rates tend to
be more important than a tax regime with
many special or discretionary concessions
offered to particular investors.
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5 Attitude to foreign ownership

41 Foreign ownership remains a sensitive issue

for many countries. (see box on foreign direct
versus portfolio investment). Most govern-
ments, for example, place restrictions on
foreign ownership where there are strategic
concerns or involve public monopolies. Some
have also sought to protect infant industries
through such restrictions. But even propo-
nents of this kind of interventionist industrial
policy agree that promotion of infant indus-
tries should be targeted to those activities
which would not, because of the costs and
risks involved, receive sufficient investment
under free market conditions; and that pro-
tective barriers should be small, selective, and
limited in duration.

42 Restrictions are also motivated by concerns

that foreign investment is more volatile than
domestic investment. Some have argued that
volatility has increased as markets have
opened up in recent years (as in cases of
major crises such as Mexico in 1994/95 and
episodes of surges in Argentina and
Thailand). Others believe that the increasing
importance of institutional investors in inter-
national capital markets has contributed in
reducing volatility. Evidence on either side is
however, mixed. In any case, domestic
investors can also be volatile and outflows of
domestic capital have been among the major
factors behind a number of recent episodes.

43 There are also practical difficulties in placing

restrictions on foreign ownership. Foreign
investors are often able to circumvent restric-
tions by channelling their investments

through domestic companies, just as domestic
investors can invest through, say, foreign
mutual funds.

44 There is a general trend to reduce restrictions

on foreign ownership, linked in part to the
shift of enterprises of the public sector. This
trend is becoming more common as countries
come to recognise and reap the benefits of
foreign investment in terms of jobs, technol-
ogy and other spillover effects.

6 Privatisation

45 Privatisation can and does generate signifi-

cant interest, both among foreign direct and
portfolio investors and among financial insti-
tutions as sources of advice on the privatisa-
tion process itself.

46 Between 1988 and 1992, foreign sources pro-

vided about 30 per cent of total privatisation
financing for developing countries.
Privatisation has been particularly important
for some countries in Latin America and the
Caribbean and, more recently, in eastern
Europe where the public sector has tradition-
ally played a greater role in the economy. In
Jamaica, for example, the privatisation pro-
gramme accounted for about 40 per cent of
foreign direct investment flows between 1987
and 1990. While foreign investment in priva-
tised infrastructure will not have as direct an
impact on export earnings as investment in
exporting activities, the improvement in
infrastructure may nevertheless be crucial for
success in exporting.
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Box 1 Composition of foreign investment: FDI versus
portfolio flows

Most countries have, to varying degrees, sought to influence the composition of capital inflows, typ-
ically favouring foreign direct over portfolio investment. Ownership restrictions may also vary by
sector, with lower limits frequently imposed in banking and financial sectors. This is motivated by
a number of factors:

< general political economy concerns about foreign investors owning domestic companies which
can in turn be magnified by a lack of transparency in the mergers and acquisitions process;

+ fears that portfolio investors lead to volatility in asset markets insofar as they cause prices to move
more sharply than would be justified by ‘fundamental’ factors. Portfolio investors, the argument
goes, are interested in short run capital gains and dividends rather than in contributing to the
fong run health of domestic companies {and hence the domestic economy as a whole). Foreign
direct investors, by contrast, are presumed to base their decisions on longer term economic and
political fundamentals, and are therefore less volatile in their short term behaviour;

O,

+» fears that, because of their wealth, foreign investors will be able to buy large shares in domes-
tic firms and capture the majority of capital gains and dividends that flow from rapid economic
growth.

The effects of foreign equity investment on domestic corporate performance are debatable. On the
one hand, some investors tend to follow an index-based approach and have little interest in under-
lying performance of the companies in which they invest. Others may simply be unable to play an
effective role in domestic corporate governance because they do not have enough information to
do so. Ownership restrictions, however, by confining foreign investors to small equity stakes, can rein-
force such ineffectiveness.

On the other hand, foreign equity investment can lead to improvements in company performance,
through demonstration effects as domestic companies seek to attract foreign investment, and also
foreign practices are adopted by domestic shareholders In India, for example, foreign portfolio invest-
ment in domestic financial institutions has led to better corporate governance, both directly in the
institutions involved, and indirectly on a wider scale by setting a new benchmarks in standards.

A preferable way to provide a counter-balance to foreign involvement in domestic equity markets
would be to build up domestic institutional funds (pensions and mutuals). A stronger domestic insti-
tutional base would provide additional depth and liquidity to domestic capital markets. Domestic
institutional investors could help to stabilise those markets by stepping in if, for example, many
foreign investors were selling at the same time for reasons not related to domestic factors or to the
domestic capital markets. This may in turn require further reforms of the domestic legal and regu-
latory framework for investment, particularly in the area of investor protection.
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7

Infrastructure

47 The importance of good physical infrastruc-

8

ture in attracting foreign investment is also
largely self evident. For example, Hong Kong
and Singapore, have remained attractive to
foreign investors because of good infrastruc-
ture, despite being high wage economies.

Human capital

48 While cost of labour does remain a factor,

9

upgrading of skills is increasingly important
in attracting inward investment. A host
country with a larger supply of trained and
trainable labour is likely to attract more
foreign investment than others. This invest-
ment is also more likely to be of higher
quality and in linkage intensive-activities
such as engineering, that require a strong
local supplier base with a diverse range of
technical skills, but also allow the host
economy to capture the beneficial spillover
effects of foreign investment more readily. So
national policies to improve levels of human
capital are of great importance.

Investment promotion, targeting
and special incentives

49 Promotion and targeting strategies can also

be successful in attracting inward investment.
Success is dependent on the development of
clear long term strategies. The most success-
ful investment promotion agencies tend to
have, for example, a comparatively narrow
focus — concentrating on identifying specific
opportunities and targeting them very closely
both in terms of sectors and specific markets
that they regard as being particularly effective
for them. Uganda, for example, is looking
towards Malaysia as a more likely source of
investment than Singapore. Other agencies
are also starting to target individual compa-
nies.

50 Perceptions among potential investors can be

particularly important. African countries, for
example, suffer from a blanket image insofar
as they tend to be regarded as a single entity
—and one that is failing. South East Asia by
contrast now has an exceptionally powerful
image as a stable and strong economic base.
Investors, therefore, accept lower rates of
return in Asia than they do in Africa.
Perceptions can, however, change rapidly as
the recent currency crises in a number of
South East Asian economics have demon-
strated.

51 Follow up and use of networks to support

existing investors are also of fundamental
importance, in two ways:

% by generating reinvestment which is a
common feature among the biggest recipi-
ents of foreign investment

% by maximising the value of the investment
to the domestic economy and helping to
embed those investments into the
economy. Companies which are tied into
the local economy, use local suppliers,
have local markets, and are involved in
local joint ventures, are less likely to move
than simple assembly or ‘screw-driver’
operations that import most of their inputs
and export most of their outputs. This in
turn places a premium on investment in
education and human capital to raise the
skill levels of local labour forces.

10 The role of financial markets

52 The strength of domestic financial markets

and the banking sector in particular is a key
factor in enabling a country both to avoid the
pitfalls and exploit the benefits of integration
with the international capital markets.

53 Private capital flows carry dangers for vulner-

able financial systems, as discussed below. But
they can also enhance the role of domestic
capital markets in increasing domestic invest-

PROMOTING PRIVATE CAPITAL FLOWS AND HANDLING VOLATILITY: ROLE OF NATIONAL AND INTERNATIONAL POLICIES

23



ment and better allocating capital among
potential investments. They provide access to
larger supplies of investment resources for
domestic capital markets generally, and to
larger amounts of loanable funds for the
banking system. They also allow more effi-
cient diversification of risk through the avail-
ability of new financial instruments. And
they generate increased financial market
competition.

54 Increases in private capital flows have been a
key factor behind improving the depth and
liquidity of domestic capital markets in many
countries. Trading activity has expanded in
parallel with the growth in market size. But
within this global trend toward larger capital
markets, the largest increases in market size
have been in developing countries. Equity
market capitalisation in the major emerging
markets, for example, has risen from 7.2 per
cent of GDP in 1985 to 42.9 per cent in 1994
(Table 1). The African experience is illustrat-
ed in Box 2.

Table 1 Stock market growth (market
capitalisation, per cent GDP)

1985 1994

Emerging markets 7.2 429
o/w India 6.9 44,0
Malaysia 52.0 281.6
Pakistan 44 21.6

Sri Lanka 6.2 24.6
Major markets 54.6 68.2
o/w UK 70.8 118.2
memo: South Africa n/a 185.2

Sources: IFC Emerging Markets Fact Book, and Emerging Markets Investor Fact
Book

55 But most emerging markets still have some

way to go to match the depth and liquidity of
capital markets in most advanced economies.
And a great many more markets are still at
the pre-emerging stage. In Malaysia, which is
arguably one of the world’s more advanced
emerging financial market, one fifth of all
securities trades do not settle on the contrac-
tual settlement date. This is four times more
than in the US. Bid/ask spreads (and there-
fore the cost of equity capital) in emerging
markets tend to be significantly higher than
in advanced economies.

56 In order to compete for new issues and

investors, not only with advanced markets
but also with a growing number of emerging
markets, developing countries will need to
develop their capital markets. Better capital
market infrastructure, protection of property
rights, and a well conceived and properly
enforced regulatory framework can all facili-
tate market development by promoting
investor interest and liquidity, and reducing
systemic risks and volatility. The experience
of some East Asian countries, such as
Singapore and Malaysia, suggests that this
development can take place in a very short
space of time.

57 However, open capital markets also increase

the risks of potential financial instability
which can then undermine the benefits of
private capital flows and magnify the impact
of macroeconomic and financial problems.
International financial flows have exposed
the underlying vulnerability of weak financial
systems in several emerging market countries.
The early establishment of a robust financial
system is therefore an essential element in
avoiding or coping with such problems. The
viability of domestic financial systems has
important implications for handling volatility
in capital flows and for the liberalisation
process itself. These are discussed further in
section 4.
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Box 2 The Emergence of Stock Markets: Africa

The evolution of capital markets in Africa in recent years has been rather dramatic. To date, Africa
has 16 stock exchanges. Most are less than 10 years old. A statistical comparison of some African Stock
Exchanges is attempted in the table below.

In recent years, activity in African capital markets has been boosted by a number of positive devel-
opments. Political changes have enabled political pluralism to emerge in many countries. Greater
accountability and transparency of government actions is another development. Economic reforms
have given rise to liberalisation and led to freeing up of exchange controls and exchange rates. At the
same time privatisation of state-owned enterprises, lifting of price controls and reducing the monop-
oly of marketing and distribution of products; and deregulation of trade flows has created an
environment for the private sector to function. Consequently, African markets have made significant
progress. Activity in a number of capital markets that have been dormant for years picked-up signif-
icantly and a number of new markets have emerged in the last decade. Furthermore, countries such
as Uganda and Tanzania are taking steps to launch their own stock exchanges. in a number of estab-
lished stock exchanges, activity has been boosted by increased listings of companies, partly made
possible by privatisation of state-owned enterprises.

African markets are however, relatively small, illiquid, indeed at a rudimentary stage of development.
The total number of listings is less than 2,000 (Egypt, Nigeria and South Africa account for almost 75
per cent of all listings). This compares to a country such as India which has around 6,000 listed com-
panies.

The continuing success of stock exchange development in Africa is likely to depend on the speed and
effectiveness of creating the right environment. The evolution of viable and efficient financial markets
with diversified banking and non-bank financial sectors and an appropriate legal and regulatory and
supervisory system. Financial market development tends to be sensitive not only to the legal, regu-
latory and tax frameworks existing in a country, but also to country, country, country, the nature of
macroeconomic and sector policies being pursued.

Country GDPcurrent Population Year Number of Market Average dividend
prices ($US {Million) 1995  established Listed capitalisation  yield of companies
Millions)1995 Companies (Us$ Millions)  quoted (%) mid
mid 1995 mid 1995 mid 1995

Botswana . 11

Mauritius 3,919 1.1 1989 24 1,580 n.a.

Source: IFC, Euromoney/World Bank
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11 Conclusions

58 This sections brings together the Group’s

conclusions on the role of national policies in
attracting and sustaining private capital
flows, and in ensuring that those flows are put
to best use within the host economy.

i sustained implementation of sound macro-
economic and structural policies is as
important for attracting and sustaining
private capital flows as it is for promoting
healthy domestic economic development

ii investors are attracted by stability in the
political process, and by reliable and trans-
parent legal, accounting, regulatory and
tax systems

iii early establishment of robust and well reg-
ulated financial and banking systems is
important, and essential to safeguard
against financial stress in the event of a
reversal of capital inflows

iv open trade and investment policies, par-
ticularly in well-integrated and rapidly
growing regional markets, provide the best
environment for foreign investors to
operate in. The relaxation of foreign
exchange restrictions can in itself help to
attract private capital flows

v regional integration can be helpful in
attracting private capital flows. This may
in turn require improvements in transport,
communication and other market links
within the region. It would, however, be
counter productive for countries to pursue
regional integration at the expense of
wider multilateral trade and investment
liberalisation

vi where it is prudent to do so, institutional
investors should be allowed to take advan-
tage of increasing opportunities for
portfolio diversification through the relax-
ation of restrictions on the share of their
assets that can be held in foreign markets

viigovernments should be careful about
imposing restrictions on foreign ownership
and consider whether existing restrictions
are necessary or useful

viiicountries should take advantage of pri-
vatisation programmes, and private
involvement in domestic infrastructure
projects as a way of attracting foreign
investors, and improving the quality of
infrastructure

ix investment in a well functioning physical
infrastructure, can also in itself help to
attract private capital flows.

x askilled and trainable work force is
another key factor in attracting invest-
ment. National programmes to invest in
human capital are critically important to
enhance competitiveness and attract
investments in high value added activities.

59 The Group recognised that even after the

implementation of many of these measures, it
can take a number of years to establish credi-
bility among the international investment
community - especially for those countries
which are new to international capital
markets. Good marketing in the form of
investment promotion and targeting strate-
gies can help to overcome barriers and estab-

lish credibility.

PROMOTING PRIVATE CAPITAL FLOWS AND HANDLING VOLATILITY: ROLE OF NATIONAL AND INTERNATIONAL POLICIES



	3. Enhancing and Sustaining Private Capital Flows

	1. Commitment, credibility and sustainability of economic reforms

	2. Open markets

	3. Regional integration
	4. Stability and transparency
	5. Attitude to foreign ownership
	6. Privatisation
	7. Infrastructure
	8. Human capital
	9. Investment promotion, targeting and special incentives
	10. The role of financial markets
	11. Conclusions




