Annex

Country Experiences with Private Capital Flows

1 Australia

Private capital flows have been a very important
factor in the development of the Australian
economy and a major influence on the evolu-
tion of the financial system and monetary policy
making.

Main Trends

Australia has long been a heavy net capital
importer, mirroring a substantial current account
deficit. Gross inflows have averaged about 3.5
per cent of GDP since the fifties. They surged
from the late seventies to reach a peak of 10 per
cent of GDP in the late eighties, followed by
some contraction in the nineties to an average of
6 per cent of GDP. Year to year movements have
probably been more volatile in recent decades
than in the sixties and seventies.

The composition of capital flows has changed
substantially since 1980:

% equity investment has accounted for most of
direct foreign investment in Australia;

K/

% during the eighties, there was a heavy inflow of
debt or foreign borrowings which to some
extent funded net equity outflows, but these
trends have been unwound in the nineties; and

% Australian capital inflows have always come
from a wide range of countries but there have
been substantial swings at times in the rela-
tive importance of these various investment
sources. For example, capital flows from the
EU and Japan waned sharply in the late
eighties/early nineties but the US stepped up
its investment in Australia during this period.

These trends clearly illustrate that the size
and structure of the Australian capital account
has changed considerably, often quickly.

Reasons for Trends

There are perhaps three general forces behind
these trends.

First, private capital flows have been driven by
the structure of the Australian economy - a
resource rich, geographically large country with
a small savings base relative to its investment
needs.

Second, a generally favourable investment
environment, characterised by political and
general financial stability, well-functioning
markets and infrastructure and strong legal, pro-
fessional and education systems, has underpinned
Australia’s ability to attract foreign investment
on a sustained basis. On the other hand,
Australia has not relied on specific inducements
or incentives to foreign investors to invest in
particular sectors.

Third, the major influence on the timing
and form of private capital flows has been the
process of financial reform over recent decades
that has produced a fully deregulated financial
system, including a liberalised capital account. In
particular:

< until the 1970s, all international transactions
were subject to exchange control. Investment
flows most encouraged were those that
helped development, encouraged new tech-
nology, established new products and process-
es or included some form of domestic
participation. Australian investment abroad
was virtually prohibited. Specific capital con-
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trols were used at various times throughout
the 1970s. The financial system generally was
subject to heavy interest rate controls and
restrictions on lending by banks and markets
in bonds were cleared at non-market prices;

during the 1970s and 1980s, the domestic
financial system and capital account were
more or less liberalised simultaneously. The
key changes were: progressive freeing of
bank’s interest rates and lending; introduc-
tion of market-based tender arrangements for
treasury bills; floating of the exchange rate
and abolition of exchange controls in 1983;
and greater freedom of entry for foreign banks
from 1985. Today, Australia has no substan-
tial capital account restrictions; and

% throughout the 1980s and 1990s, the
Australian government undertook a series of
significant liberalisations of its foreign invest-
ment policy. While screening of proposed
foreign investment over certain thresholds
continues by the Foreign Investment Review
Board (FIRB), the basis of the FIRB’s deliber-
ations is that all foreign investment will be
approved unless considered contrary to the
national interest. Foreign investment in resi-
dential real estate, civil aviation, banking,
media, telecommunications and shipping is
subject to special restrictions, including
foreign ownership limits.

)
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Some Issues and Lessons
Benefits of Capital Inflows

Australian experience suggests that private
capital flows have promoted Australia’s econom-
ic growth and development over a long period.
Given the country’s investment-savings imbal-
ance, capital inflow has been a very necessary
supplement to domestic savings. Much of the
benefit has come from international financial
integration and the liberalisation of domestic
financial arrangements associated with that;
namely, increased operating efficiency in banks
and businesses and better allocative efficiency

arising from the removal of distortions in funding
costs and portfolio diversification.

However, Australia has been mindful that a
capital importing country must be able to service
its debt over time to maintain credibility in the
international financial markets. While the use of
foreign capital for productive investment pur-
poses rather than mainly current consumption
undoubtedly helped, credibility also required
maintenance of a sound macroeconomic envi-
ronment including sustained implementation of
appropriate monetary, fiscal and other policies.

While concern has been expressed from time
to time about the consequences of capital mobil-
ity, this not been such as to cast serious doubt
about the net benefits of foreign investment and
an open capital account. Such concerns are an
inevitable consequence of international inter-
dependence and the best general response to
such concerns has been to maintain sensible eco-
nomic policies. Indeed, there has been a
widespread agreement in Australia that the dis-
ciplines imposed by international markets have
been a key factor aiding the development of good
policy making and that this is one of the impor-
tant benefits generated by private capital
mobility.

Problems of Openness

Like other countries, Australia has experienced
difficulties from time to time in dealing with
volatile capital flows. The main concerns have
been with ensuring that the intended effects of
monetary policy on money supply/interest rates
are not undone by capital “surges” and main-
taining financial market stability in the face of
volatility and particular external shocks. In broad
terms, problems have over the years been dealt
with in three ways, namely:

% selective use of specific capital controls in the

1970s such as an embargo on short-term
capital flows and a variable deposit require-
ment whereby funds borrowed abroad were
lodged in $A non-interest accounts at the

46

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



Reserve Bank of Australia until the borrow-
ing was repaid;

% sterilisation of capital inflows by adjustments
to domestic policy instruments; and

% reliance on a floating exchange rate with
intervention in the forex market to maintain
orderly market conditions.

The first two approaches were used in combi-
nation prior to the move to a floating exchange
rate regime and deregulated capital account in
December 1983. In essence, these major policy
shifts were made because resort to capital controls
and sterilisation proved to be generally ineffec-
tive under a basically fixed exchange rate.

A major lesson from Australian experience,
therefore, is that it is not possible for a small
open economy relying heavily on foreign capital
flows to set its exchange rate and domestic inter-
est rates simultaneously and to sustain these
settings if international financial markets judge
them to be inappropriate. Sterilisation of
unwanted capital flows can get policy into a
vicious circle in which capital inflows generated
by efforts to tighten domestic monetary
conditions with the exchange rate fixed can
quickly lead to further inflows, sterilisation and
further inflow as the appropriateness of the
exchange rate comes increasingly under ques-
tion and speculative capital flows are sparked.
Capital controls can at best give temporary
respite and cannot for long prevent the need for
more fundamental adjustments to macroeco-
nomic policies.

Some other more specific problems from
Australian experience with capital controls are
that:

% it can be very difficult to identify short term
or “hot” capital flows. Long-term portfolio
investment is not necessarily more stable
than investment in shares or short term
money market securities;

2
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exchange controls are costly and can reduce
economic efficiency; and

% reliance on controls can undermine confi-
dence in general economic management.

The move to a floating exchange rate allowed
Australia to deal more effectively with volatile
capital flows and to strengthen domestic mone-
tary policy making. External pressures are taken
on the exchange rate rather than on domestic
interest rates and monetary aggregates.

While it has been judged necessary from time
to time to intervene in the forex market in the
face of volatile conditions, this has not been to
avoid adjustment to macro policies at a more
measured pace. Such intervention can be a useful
signal that policy makers consider the markets to
be moving inappropriately relative to funda-
mentals but can only be effective if domestic
economic policies have credibility, i.e. the
markets believe that those policies will in fact be
adjusted in time and as necessary if the inter-
vention is not sufficient.

Lessons from the reform process

Some broader lessons from Australia’s experi-
ence with the process of financial reform,
including liberalisation of the capital account,
include:

% financial reform in Australia has been gradual
rather than a sharp response to major crisis.
However, there did seem to be major points
in the process at which the need to liberalise
markets became irresistible;

% there was no detailed long term plan; instead
reform has been the result largely of pragmat-
ic responses to developments against the
background of a strengthening intellectual
commitment by policy makers to market-ori-
ented solutions;

4

% reform in some parts of the financial system
reinforced pressures for reform in other areas;

% it is difficult, and probably not a good thing,
to separate deregulation of the domestic
financial system from liberalisation of capital
flows;
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% deregulation can have a number of transi-
tional problems as markets and financial
institutions adapt to the new, freer, environ-
ment. For example, the Australian banks
experienced a rapid expansion in credit
growth and deterioration in asset quality in
the late 1980s and early 1990s as they exer-
cised new-found freedom to expand their
activities and compete for market share.
Amongst other things, this experience
demonstrated the need for banks to have
high quality risk management systems and for
sound arrangements for prudential supervi-
sion to be in place which set down a range of
minimum prudential standards, consistent
with international best practice;

% financial reform and reliance on markets is
not a panacea for all ills. Markets impose sub-
stantial discipline on domestic economic
policies and achieving and maintaining cred-
ibility in this area is crucial; and

% wider microeconomic reform, such as lower-
ing tariff barriers and promoting competition
in the domestic economy, is important in cre-
ating a favorable environment for productive
investment, which allows the economy to
make the best use of the capital inflows it is
able to attract.

2 Botswana
Background

In Botswana, the private capital inflows have
been of a comparatively small magnitude,
highly volatile and mainly associated with the
development of infrastructure involving major
mining projects, although in recent years, they
have also been significant in the manufacturing
sector. Since 1983 Botswana has had a current
account surplus, so that, unlike most other
developing countries, net capital inflows into
Botswana have not been aimed at financing
current account deficits. They have instead,
been guided more by direct considerations of

investment in projects in the public as well as
private sectors. Net private capital inflows have
amounted to an average of 1.4 per cent of GDP
over the years 1982-1995. Most of these inflows
have been in the form of foreign direct invest-
ment. Portfolio investment began to show a
significant increase during the 1990s with the
establishment of the Botswana Stock
Exchange.

During 1982, Botswana was not able to sell
all her diamonds because of the world econom-
ic recession and as a result, a current account
deficit of US$44.2 mn was recorded.
Government then instituted a number of mea-
sures to deal with the situation which included
a 10 per cent devaluation of the Pula, tighter
monetary policy, and a public sector wage freeze
during the year. As a result, the current account
improved to a surplus of US$1.8 mn in 1983.
The net private capital inflows to Botswana
increased steadily from 1983 to 1987, when a
net outflow of US$83.7 mn was recorded, which
was mainly on account of outward investment
by Government into the De Beers Consolidated
Mines and the purchase of the railway assets of
National Railways of Zimbabwe which were
within Botswana. Large amounts of private
capital inflows were recorded between 1988 and
1992 due to investment in the development of
the Soda Ash mine in the country. In 1993 net
private capital outflow of US$156.4 mn was
registered, which was due to Government’s pur-
chase of the shares of a foreign company,
AMAX, in the Botswana Roan Selection Trust
(BRST).

Apart from the major mining projects, the
continued inflow of private capital flows during
the 1990s was due to the relatively higher expect-
ed rates of return of investment in the
manufacturing and services sectors. This was
made possible by the relatively stable macroeco-
nomic environment involving a more liberal
exchange control regime and a special invest-
ment incentive programme, the Financial
Assistance Policy (FAP). Both local and foreign
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investors are equally eligible for assistance under
FAP, although its coverage is limited to manu-
facturing and some service sectors of the
economy.

Investment Climate and Private Capital Flows

Botswana’s success in attracting private capital
flows has been due to a number of factors which
complemented each other:

% Botswana has enjoyed relative political sta-
bility for many years compared to most
African countries, including her neighbours.

% From being of the poorest countries in the

world in terms of per capita GDP at indepen-
dence in 1966, Botswana has been able to
maintain a steady economic growth. During
the 1980s, growth in real GDP averaged
about 10 per cent per annum and despite the
economic recession that engulfed the world
in the early 1990s, Botswana continued to
record positive growth rates except for

1992/93.

2
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Immediately following independence,
Botswana concentrated its efforts towards the
development of infrastructure such as roads,
health facilities, utilities and other social ser-
vices to improve the efficiency in the provi-
sion of services and reduce basic costs faced
by investors.

% Botswana has been able to provide a sound
macroeconomic environment with a stable
exchange rate, stable interest rates, a relative-
ly low inflation rate and budgetary surpluses.
Through the central bank, measures were
introduced to absorb domestic excess liquidi-
ty and ensure that the balance of payments
surpluses did not lead to excessive monetary
expansion.

% The country has a healthy stock of foreign
exchange reserves and a very low external
debt to GDP ratio. Restrictions on foreign
currency transfers, which are considered a
serious constraint facing investors in most of

Africa, are very minimal. During the 1990s,
Botswana commenced a policy of a gradual
and progressive liberalisation of exchange
controls and in 1995, the country was admit-
ted into the IMF’s Article VIII status under
which members are obliged to remove all
controls on the current account. Foreign
Currency Accounts are now allowed on-
shore, subject to limit of P10 mn for resident
companies and P1 mn for individuals. This
will not only facilitate the payments for
imports of goods and services but also protect
residents of Botswana against adverse
exchange rate fluctuations.

Botswana Stock Exchange and Foreign
Portfolio Investment

The stock market, which was opened in 1989
and formulated in 1995 as the Botswana Stock
Exchange, plays an important role in the mobil-
isation of savings, and channelling these
resources into long-term development activities.
By October 1996, the cumulative foreign
investor’s stock market activity recorded by the
Botswana Stock Exchange stood at P156 mn out
of a total capitalisation of P1,187 mn.

Foreign portfolio investors cannot collective-
ly hold more than 49 per cent of a listed company’s
shares excluding “direct investor” held shares.
Foreign investors holding more than 5 per cent of
the issued capital of a company are categorised as
direct investors. Dual listing of companies between
the Botswana Stock Exchange and other stock
exchanges was allowed beginning in 1996 to
further improve the flow of portfolio investment
across countries. This is however, subject to there
being no exchange controls in the other country
which may prohibit or hinder the free movement
of funds to Botswana. It is expected that this dis-
pensation will be utilised in the near future. The
restriction of 5 per cent for foreign investors share-
holding in a listed company and the aggregate of
49 per cent holding do not apply to a foreign and
dual listed company.
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Qutward Investment

At present, institutional investors such as life
assurance companies and pension funds are
allowed outward portfolio investment of up to 70
per cent of their total assets per annum. The
limit for outward direct investment is set at P10
million per annum for resident companies and
P100 000 per annum for individuals. However,
there are no limits with respect to remittances of

dividends.

Other Relevant Factors

Another attractiveness of Botswana as a destina-
tion for private capital is the wider market offered
by Botswana’s membership of the Southern
African Customs Union (SACU) and the
Southern African Development Community
(SADC). Botswana’s accession to the World
Trade Organisation (WTO) in 1994 and the
Lomé status also provide the investor with a stable
trading environment. The establishment of the
Trade and Investment Promotion Agency (TIPA)
in 1984, a one stop service agency for investment
and trade promotion, is one of the vehicles for
facilitating foreign private investment. A number
of special incentives are also offered such as finan-
cial grants through the FAP, relatively low and
stable tax structure, provision of serviced com-
mercial and industrial plots including factory
shells as well as a welcoming and supportive
Government machinery. Currently, corporate
taxes in Botswana are among the lowest in the
Southem African region at 25 per cent in general
and 15 per cent for manufacturing companies.
The top marginal rate of personal income tax at
30 per cent, will be further lowered to 25 per cent
with effect from st July, 1997, thus equalising it
with the corporate tax rate.

Although Botswana has not been involved
in any major nationalisation of private compa-
nies, there is a sizeable state enterprises sector and
therefore, there is scope for partial or full
privatisation of some of them to enhance
efficiency. Joint ventures with the involvement
of foreign and citizen investors are encouraged,

but there is no legal requirement enforcing
citizen participation.

Despite having attracted substantial amounts
of private flows, Botswana suffers from a number
of disadvantages and constraints in attracting
foreign investment. Firstly, there is the
negative perception by investors of the
African continent as a whole. Also, despite
Government’s efforts to develop its human
resources, Botswana still faces a shortage in the
area of skilled and productive manpower to
quickly absorb and diffuse new technology that
comes with foreign direct investment. The
Revised National Policy on Education (1994),
which is currently being aggressively imple-
mented, is intended to improve the country’s
human resources with a view to enhancing pro-
ductivity and competitiveness in a changing
global environment. Another inhibiting factor to
attracting investments in Botswana especially in
the agricultural sector, is natural calamities such
as the recurrence of drought.

Conclusion

Botswana has benefited from substantial flows of
EDI in the past, most of which were directed to
the mining sector. It is looking for sustainable
diversification of the economy in other sectors
like manufacturing, tourism and services.
Although there have been some flows in these
sectors in recent years, the scale has to be much
larger if the economic growth targets adopted for
the period of the Eighth National Development
Plan are to be realised. Much policy reform has
already been put in place to make the country
attractive and friendly for prospective foreign
investors. In the coming years, Botswana is
expected to further liberalise and eventually
eliminate exchange controls, simplify licensing
and other regulatory controls on investment,
invest in the development of both infrastructure
and human resources and undertake efforts at
achieving regional co-operation and integration
of markets.
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3 (Canada

Trends

Canada has traditionally been a net capital
importer. Reflecting its relatively large endow-
ment of natural resources in relation to its
population, investment opportunities have
tended to outpace domestic savings and foreign
capital has been imported to develop Canada’s
natural resources and manufacturing sectors. As
a result, for much of its history, Canada has run
current account deficits.

There was, however, a marked deterioration
in the current account deficit (measured as a
share of GDP) from 1984 to 1989, before it sta-
bilised at about 4 per cent of GDP in the early
1990s. One of the primary factors behind this
deterioration was a rise in the government deficit
(as recently as 1993, the total government deficit
on a national accounts basis was 7 per cent of
GDP), which lowered domestic savings. As a
result, foreign savings were required to bridge
the gap between domestic savings and invest-
ment, and the current account deficit widened.

Recently, the situation has been reversed. A
current account surplus was posted in 1996. The
reduction in Government borrowing (the total
government deficit on a national accounts basis
is expected by the OECD to fall to 0.2 per cent
of GDP in 1997) has been a significant factor
behind the reduction in foreign borrowing and
the dramatic improvement in the current
account balance. As a result, Canada was a net
capital exporter in 1996.

Nonetheless, as a very open economy, capital
inflows still play an important role in the
Canadian economy, and Canada’s recent experi-
ences may provide some valuable insights on
attracting and coping with private capital flows.
In financing its external imbalances over the
years, Canada has experienced significant
changes in the composition of its capital inflows.
While the volatility of capital flows data make
cross-year comparisons difficult, some basic
trends emerge:

% Reflecting the impact of rising government
deficits, capital inflows in the late 1980s and
early 1990s were dominated by fixed income
securities, particularly claims on the public
sector. Over the same period, Canada’s sus-
ceptibility to volatile capital flows was exac-
erbated by a shift towards debt obligations
with shorter maturities, making debt financ-
ing more sensitive to fluctuations in short-
term interest rates.

R
o

Canada’s reliance on new foreign borrowing
has recently ended due to the success of the
federal and provincial governments in putting
Canada’s fiscal house in order. Its exposure to
fluctuations in short-term interest rates on
existing debts has also improved, as steps have
been taken to lengthen the duration of its debt
obligations. In fact, foreign purchases of gov-
emment bonds have diminished as a propor-
tion of capital inflows and there has been a
significant foreign disinvestment out of short-
term government paper.

% Since 1993, foreign direct investment (FDI)
has generally increased in value terms and as
a proportion of total capital inflows. The
increased importance of FDI reflects the more
accommodative policy stance towards foreign
investment that has been adopted in Canada
over the past decade. In Canada, FDI has his-
torically been much less volatile than portfo-
lio investment (although the volatility of
each has increased over time). The recent
shift in the composition of its inflows in
favour of FDI thus bodes well for Canada.

Coping with Private Capital Flows

An important factor in how Canada has coped
with capital flows from a macroeconomic per-
spective is that it has long maintained a flexible
exchange rate regime. This has allowed it to
pursue an independent monetary policy, aimed at
domestic price stability, and maintain its ability
to adjust to trade shocks and capital flows.
Canada has a formal inflation target, which is
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to maintain the core CPl inflation rate (which
excludes food, energy and indirect taxes) within
a band of 1 to 3 per cent. The Bank of Canada
has developed a monetary conditions index
which is used to summarise the overall stance of
monetary policy The index is defined as a weight-
ed combination of the changes in short-term
interest rates and the trade-weighted exchange
rate measured from an arbitrary base year. The
Bank of Canada selects a target or desired track
for monetary conditions that will result in pro-
jected inflation staying within the target band six
to eight quarters ahead. Subsequently, if there is
a divergence between actual and desired mone-
tary conditions, policy adjustments are made.

Debt management techniques can also be used
to reduce the proportion of short-term public debt
and to limit foreign exchange exposure. As a rule,
the federal government does not borrow in foreign
currencies (other than occasionally in U.S. dollars
to replenish official reserves), and it sees consid-
erable merit in the so-called “Dooley rule”, under
which countries borrow long and in domestic cur-
rencies to reduce capital risk.

In the long term, a country’s reliance on capital
flows and its vulnerability to reversals of such
flows, can be reduced by encouraging domestic
savings. This can be achieved by reducing gov-
ernment deficits and maintaining low and stable
inflation.

Finally, financial sector stability has also been
of critical importance. The depth and breadth of
Canada’s financial markets has allowed it to weather
periods of significant market turbulence. As a
result, Canada would encourage other countries to
put considerable emphasis on strengthening the reg-
ulatory framework in the financial sector.

4 Ghana

Background

The period before 1983 witnessed a considerable
decline in Ghana’s economy: it registered nega-
tive growth rates; its industrial infrastructure was
heavily run down; and there was scarcity of

foreign exchange needed to import necessary
equipment, plant and machinery and industrial
inputs, and low capacity utilisation of most indus-
tries.

All this culminated in the launching of
Ghana'’s Economic Recovery Programme (ERP)
in 1983, which sought, among other things, to
reverse the negative growth of the economy and
to correct the imbalances and the rigidities which
contributed to the poor performance of the
economy during that period. Sixteen years after
the ERP, Ghana has witnessed an overhauled
and a stable macro-economic environment, an
improved monetary and fiscal regime, a reason-
able investment climate and an infusion of
discipline into the national economy.

Ghana has made significant progress since
1983 in pursuing sound macro-economic poli-
cies. Through a structural adjustment programme,
it has altered relative prices to favour efficient
production, liberalised the market, and focused
public investment on improving physical, eco-
nomic and social infrastructure. The economy
has grown at an average rate of 5 per cent per
annum during the last nine years.

However, the improvement so far registered
has been largely due to an increase in public
sector investment. Private investment has risen
only modestly, except in the mining sector where
between 1985 and 1996 the country attracted a
total capital of about US$1.8 billion.

Measures to Encourage Investment

To encourage the inflow of investment capital
into the other sectors of the economy, in the
early 1990s the Government undertook a
number of bold measures. Among these measures
was the setting up in 1991 of the Private Sector
Advisory Group (PSAG) to review all laws as
well as institutional and administrative proce-
dures which affected business and capital inflow
into the country.

PSAG made far-reaching recommendations
which were accepted by the Government. These
included the repeal of a number of Price
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Control Laws, the Wealth Tax Law, and the
Manufacturing Industries Act, 1971, which has
made it obligatory for industrial concerns to
obtain industrial licences before commencing
manufacturing. The recommendations of the
PSAG sought to ensure that laws and adminis-
trative procedures were more supportive of the
private sector and business activity as well as
making them consistent with the liberalising and
deregulating thrust of Government economic
policy reform.

The PSAG also recommended the repeal of
the Ghana Investment Law, 1985, PNDC Law
116 and worked towards the promulgation of the
Ghana Investment Promotion Centre Act, 1994,
Act 478. The Act introduced a fundamental
change in the administration of investments in
Ghana. Act 478, unlike PNDC Law 116, was
promotional, rather than regulation oriented.
Approvals of investments (except in mining and
petroleum) are no longer required. Instead
investments are registered and a Certificate of
Registration issued which gives official recogni-
tion to such investments. The Act makes the
grant of incentives and other benefits automatic
and transparent and reduces the waiting period
for which an investor could get a certificate from
several months to, at most, five working days.
Act 478 also provides equal treatment to both
foreign and domestic investors.

The new Code provided the legal basis for
the restructuring of the regulation-oriented
investment authority (The Ghana Investment
Centre) into a promotional-oriented Investment
Centre (Ghana Investment Promotional Centre
(GIPC)). This has enabled the GIPC to under-
take more investment promotional missions both
within the country and abroad, which, in some
instances, were led by the President and the Vice-
President.

The promulgation of Act 478 and the invest-
ment promotional missions have resulted not
only in increased foreign investor interest in the
country but also in a considerable increase in
the inflow of foreign direct investment into the

country. For example, the Ghana Investment
Promotion Centre recorded 56 projects in the
first quarter of 1997 as compared with 27 and 36
in the same period of 1995 and 1996 respective-
ly. Estimated total investments in the first quarter
of 1997 was US$286.25mn compared with cor-
responding investments of US$32.76mn and
US$29.7mn in the first quarters of 1995 and 1996
respectively.

The significant increase in registered projects
during the first quarter of 1997 is an indication of
the positive impact of investment promotion
activities being undertaken by the GIPC. The
promotional activities have also been helped by
generous investment incentives, which include
automatic exemption on customs duties on all
plant, equipment and machinery imported for
investment activities, automatic immigrant quota
in proportion to value of investments and com-
petitive tax holidays. Other measures that have
helped include mere registration as opposed to
approval of investments, reduced entry and estab-
lishment requirements, an improved investor
friendly service, increased guarantee of safety of
investments by the 1992 Constitution and Act
478, the continuing improvement of the indus-
trial infrastructure and the political stability
currently enjoyed by the country.

Ghana Stock Exchange and Portfolio
Investment

Before 1991 when the Ghana Stock Exchange
(GSE) was established, inflows of portfolio
investment into the country were almost non-
existent. However, since 1991 and especially
1993 (when the Bank of Ghana permitted
foreign portfolio investors to acquire shares of
domestic companies traded on the GSE without
prior approval by the Central Bank), there has
been a dramatic increase in the volume of port-
folio investment by foreign investors. Individual
foreign portfolio investors are individually per-
mitted to own not more than 10 per cent in any
single company and cumulatively not more than
74 per cent of the total shareholding of any single
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local company. There has been a demand for leg-
islative changes to enable foreign portfolio
investors to own as much as 100 per cent of the
shareholdings of any Ghanaian company listed
on the Stock Exchange. However, in view of the
impact of possible massive capital surges by port-
folio investors on the economy, the review of
this issue is proceeding with caution.

To help sustain the inflow of portfolio invest-
ments into the country, the Government in 1991
exempted investors from paying capital gains tax
on all securities traded on the GSE for a period
of five years. This exemption was renewed for
another 5 years after its expiry in 1996. In addi-
tion, withholding tax on dividends on shares
traded on the exchange was recently reduced to
10 per cent. Furthermore, the management and
administration of the Ghana Stock Exchange
has been improved, and a Securities Commission
is being established to help perform the delicate
balancing function of developing the young secu-
rities industry and regulating it in order to protect
the interest of investors and thus maintain public
confidence in the industry.

Other Factors

Privatisation of State-Owned Enterprises (SOEs)
has also been a source of foreign capital inflow
into the country. After the initial difficulties,
improved and considerably transparent manage-
ment of the Divestiture Programme has resulted
in increased attraction of both foreign and
domestic capital to the SOEs. Capital receipts
from this source are transient and will end with
the completion of the sale of earmarked SOEs.
Financial sector reforms have also been
undertaken under the Financial Sector
Adjustment Programme. Under the
Programme, foreign exchange transactions have
been liberalised, credit allocation and interest
rate determination processes have been fully
deregulated and the quality of financial services
and their delivery improved. Seven banks were
restructured with some non-performing assets
transferred to a newly created government

policy agency, the Non Performing Assets
Recovery Trust. The legal and regulatory frame-
work within the financial sector has been
improved and a number of private banks, dis-
count houses, leasing companies and brokerage
firms have also been established. Two major
state-owned banks have been privatised which
attracted both domestic and foreign capital.

The Government has also concluded Double
Taxation Treaties and Investment Promotion
and Protection Agreements with a number of
capital exporting countries, which for investors
from these countries, provide additional pro-
tection. Ghana has also acceded to the
Convention establishing the Multilateral
Investment Guarantee Agency which provides
insurance against breach of contract, political
risk and non-repatriation of capital.

To sustain and increase the level of capital
inflow, Ghana has persisted to achieve a stable
macroeconomic environment. This has includ-
ed a relentless war against inflation. The annual
inflation rate which was about 200 per cent
in 1983, when the ERP was commenced, was
steadily brought down over the years to 18.0
per cent in 1991 and 10.0 per cent in 1992.
Unfortunately, the slippages of late 1992 led to
a surge in inflation rising to an end of year rate
of 70.8 per cent in 1993. This was again brought
down to 32.7 per cent at the end of 1996, and is
projected to be reduced further to 20 per cent by
the end of 1997.

Ghana has also liberalised its foreign
exchange regime. This liberalisation has been
anchored in Act 478 which guarantees the
unconditional and free transferability of invisi-
ble capital, profit and dividends of investors.
Similarly, the liberalisation of the exchange rate
determination which ended the over valuation
of the local currency resulted in increased
private transfers from abroad to Ghana.
Between 1992 and 1995 private unrequited
transfer by non-resident Ghanaians and others
constituted the third highest foreign exchange
earnings after gold and cocoa. A liberalised
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exchange rate policy is being pursued with the
Central Bank intervening only when necessary.

Another problem which Government has
had to deal with is the country’s debt burden.
During the mid 1980s almost a total of about
US$600 million representing short term com-
mercial loans was paid off, and Government
has since then been very consistent with its
debt repayment obligations and has succeeded
in reducing its debt service ratio from between
47.8 and 64.0 per cent between 1968 and 1989
to 26.7 per cent in 1996.

The Government has also declared the
country as a free zone area and is establishing
export processing zones in Tema and Takoradi
for a start.

In addition, the Government has developed
the Ghana Trade and Investment Gateway
Programme. This Programme seeks to make
Ghana the gateway for trade and investment
to West Africa. In furtherance of this, the
country’s two ports have been declared as free
ports and the international airport has declared
a liberalised open sky policy. All these policies
are anchored in a much bigger programme
dubbed Vision 2020 which seeks to transform
Ghana into a middle-income country by the
year 2020.

Conclusion

The current considerable inflow of capital into
Ghana has been made possible by investor
friendly laws, policies and attitudes, promotion-
al and protective laws, stable macroeconomic
environment, liberalised foreign exchange and
political stability.

5 India
Background

India entered the nineties with large internal
and external financial imbalances which were
exacerbated by the Gulf crisis of August 1990.
Given the large current account deficit and the
consequent need to finance it through large scale

external borrowing, it was imperative to restore
international confidence. The balance of pay-
ments crisis was thus the main trigger for
economic reforms in India, which was long
overdue. A national consensus emerged around
the need for economic reforms, recognising
within it the importance of external private
capital inflows.

The broad approach to reform in the external
sector was laid out in the Report of the High
Level Committee on Balance of Payments
(Chairman, Dr. C. Ranagarajan). It recom-
mended, inter alia, liberalisation of current
account transactions leading to current account
convertibility, compositional shift in capital flows
away from debt to non-debt creating flows and
away from short term debt; regulation of external
commercial borrowings, gradual liberalisation of
outflows and disintermediation of Government
in the flow of external assistance. The
Committee also recommended the introduction
of a market-determined exchange rate regime
and discontinuance of the practice of extending
exchange guarantee by the Reserve Bank of India
and Government.

Emerging Importance of Private Capital Flows

The stance of policy is reflected in the predomi-
nant role assumed by foreign investment in
India’s external financing requirement during the
nineties, with its share rising from barely 1 per
cent in 1990-91 to a little over 50 per cent in
1995-96. Foreign direct investment (FDI) has
emerged as the most significant vehicle of private
capital, rising from US$ 150 million in 1991-92
to US$ 2.1 billion in 1995-96. Data for 1996-97
indicate that FDI flows at US$ 2.7 billion could
well exceed the level recorded in the preceding
years. Since 1992-93, most of the direct invest-
ment has come from USA followed by UK, Japan
and Germany. Direct utilities and investment
has mainly been garnered by engineering
industries, financial services sector, electron-
icsfelectrical equipment, chemical/allied
products, and food and dairy products. The pro-
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portion of direct foreign investment into India,
however, is small at around 3 per cent of the
overall FDI flows to developing countries during
1996.

Portfolio investment has registered a
quantum jump in recent years. Indian corpo-
rates have been permitted to raise funds abroad
through Global Depository Receipts (GDRs)
and convertible bonds/floating rate notes.
Offshore funds have been launched and made
open-ended. Foreign institutional investors
(FIIs) have been allowed to participate actively
in the Indian stock markets. The inflows into
India arising from GDRs were of the order of
US$ 1,602 million and US$ 1,839 million
during 1993-94 and 1994-95 respectively. While
GDR inflows at US$ 149 million were some-
what subdued in 1995-96, they have picked up
again during 1996-97 to US$ 920 million up to
December 1996. Portfolio investment flows on
account of Flls has averaged around US$1.7
billion during 1993-94 to 1995-96. The total
FII inflows during 1996-97 were US$ 1.9 billion.
The dimension of these flows should be assessed
in the light of the overall slump in global port-
folio flows to developing countries witnessed
during 1994-1995.

In the aftermath of the payments crisis of
1990, the approach to external commercial bor-
rowings has been one of prudence, with
self-imposed ceilings on commitments and a
careful monitoring of the cost of raising funds as
well as the end use thereof. In the recent period,
in response to the augmented needs for external
finance of the industrial sector, a sequential
deregulation in recourse to commercial credits,
both short-term and long-term, is underway.
Accordingly, disbursements of commercial bor-
rowings which had declined to US $ 1.1 billion
in 1992-93 rose to nearly US$ 4 billion in 1995-
96 and are expected to maintain the same level
in the current year. Further, while before reforms,
most of external commercial borrowings, includ-
ing short-term, were on account of public sector,
there is a significant shift in favour of the private

sector in the nineties.

With a view to creating a congenial environ-
ment for private capital flows, sweeping
liberalisation has been effected since 1991 in the
areas of trade, industry and foreign investment.
The guiding principles underlying the policy
approach is the progressive removal of quantita-
tive restrictions, greater space for foreign
enterprise with a level playing field and the pro-
vision of incentives to channel capital flows into
productive sectors. Under trade policy, there has
been a virtual elimination of licensing, a pro-
gressive shift of restricted items of imports to
Open General Licence (OGL) and lowering of
tariff barriers. Industrial policy has been charac-
terised by delicensing, removal of monopoly
clauses defining large industrial houses and
removal of reservations for public sector enter-
prises. Rapid transformation of the economy in
terms of growing integration with the global
economy needs a sound financial sector. The
reforms in this area are guided by three specific
objectives - competitive efficiency, functional
autonomy and accountability. Alongside the
deregulation of the banking industry including
free entry for private sector banks, the thrust of
monetary policy has been towards the reduction
of reserve requirements, deregulation of interest
rates and widening and deepening of financial
markets. Simultaneously, measures have been
undertaken to strengthen the institutional frame-
work in banking, non-banking financial
companies, financial institutions and stock
markets through prudential norms, capital ade-
quacy stipulations, improvements in payments
and settlement mechanisms, strengthening of
the supervisory framework, and institutional
measures including recapitalisation.

The stance of exchange rate policy is to
ensure that exchange rate movements are in
alignment with macroeconomic fundamentals.
External payment restrictions have been liber-
alised with convertibility on the current account
under the obligations of Article VIII of the IMF’s
Articles of Agreement. Convertibility has been
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extended to several items of the capital account
such as foreign investment, non-resident deposits
and commercial borrowings. In pursuance of the
commitment made by the Union Finance
Minister in his Union Budget speech for 1997-
98, the Reserve Bank of India appointed a
Committee on Capital Account Convertibility
(CAC). The Committee, which submitted its
Report in May 1997, has made sweeping recom-
mendations regarding the preparation of the
economy for CAC. It has recommended a three
year time frame for institution of CAC with the
strength of present macro conditions warranting
implementation of measures of the first phase,
i.e., in 1997-98. Drawing from international
experience and assessment of the country specif-
ic situation, the Committee has recommended
important pre-conditions to CAC and set out a
road map sequencing the move to CAC. With a
view to modernising the regulations governing
foreign exchange transactions to reflect the inte-
gration of the Indian economy globally, efforts are
on to replace the existing Foreign Exchange
Regulation Act by a more flexible Foreign
Exchange Management Act.

The broad approach to targeting of foreign
direct investment is through a dual route and
through varying percentages of foreign ownership
in different sectors. Activities and extent of own-
ership in different sectors are listed where the
approval is automatic while in regard to the rest,
a case by case approval by a high powered Board
is adopted. Portfolio investments are restricted to
select players viz. Foreign Institutional Investors
(FIIs), non-resident Indians/overseas corporate
bodies (OCBs). They could, subject to some
restrictions, operate in equity or debt markets.
Flls are permitted to invest in equity subject to
ceilings of 10 per cent for individual FlIs in a
single company and 30 per cent collective invest-
ment ceiling in a single company Flls are also
allowed to invest in dated government securi-
ties.. Indian corporates are permitted, again
through a process of approval of individual cases
satisfying general guidelines, to access funds

through Global Depository Receipts and
Euroconvertibles. External commercial borrow-
ings are also subject to a ‘dual route’ viz.,
automatic and case by case approval, based on
the size and sector. An overall ceiling is kept for
such flows - both for short term and medium to
long term. The overall ceiling, however, does
not, apply to borrowings with maturities above 10
years. In respect of NRI deposits, control over
inflows is exercised through specification of inter-
est rates for deposits in schemes. Different reserve
requirements are also stipulated for encouraging
or discouraging such flows. A ‘dual route’ is fol-
lowed in respect of private capital outflows.

The general approach has been to have a
‘mix” of what could be considered volatile and
those that are less volatile, a mix of automatici-
ty and selectivity through ‘dual route’, and a
process of gradual, virtually year-to-year liberal-
isation within this approach, responding to
experience gained and the capital flows relative
to current account deficits.

Managing Capital Flows

Since 1993, India has had to contend with surges
in capital flows. In general the short-term
response has taken the following forms:

% raising of reserve requirements;

% reviewing the pace of removal of restrictions

on capital inflows, or relaxation of end-use
specifications;

% liberalisation of capital outflows;

% partial sterilisation through open market
operations;

% deepening the foreign exchange market; by
routing an increased volume of transactions
through the market, and
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providing momentum to liberalisation of
imports and shifting of policy emphasis to
enhancement of absorptive capacity.
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In 1995-96, over-valuation of the Rupee and
subsequent correction through a phase of volatil-
ity and misalignment exposed the Indian
economy to the dangers of exchange market tur-
bulence and the bandwagon effects of speculative
activity. These developments have served to
underscore the crucial importance of sound and
credible macroeconomic policies.

6 Jamaica

Introduction

The structure of capital flows to the Jamaican
economy has undergone major changes over the
past 20 years. It can be divided into two broad
periods. First, the economic adjustment period
where official capital flows dominated and
second, the adjustment and post-adjustment
periods where private capital flows began to dom-
inate capital inflows. These changes have
brought both benefits and challenges to the man-
agement of the economy.

Economic Adjustment Period

Beginning in 1974, the Jamaican economy entered
a period of decline following the first oil price
shock. For an open dependent economy with mer-
chandise imports equivalent to some 60 per cent of
GDP and exports of goods and tourism at some 55
per cent of GDP, the oil price effect was severe. The
change in the external circumstances occurred
against the background of an intensification of
inward-looking import-substitution policies, and
an increase in government regulations and the
ownership of production and commercial activities.
By the late 1970s, there were clear signs of dise-
quilibrium in the economy, with the major
economic indicators deteriorating.

Against this background, the authorities
embarked on programmes of structural adjust-
ment in co-operation with the multilateral
institutions beginning 1977 which continued
throughout the 1980s and the last Extended Fund
Agreement with the International Monetary Fund
ended in 1996. During the early years of the

adjustment programme, the economy mainly ben-
efited from official capital inflows from multilateral
and bilateral sources. The Adjustment Loans
involved reforms in several areas including inter
alia: trade and exchange regime (including the
abolition of exchange controls in 1991) and mon-
etary and public sector reform including an
aggressive privatisation programme.

Summary Out-turn of Economic Adjustment
Programme

After a less than spectacular out-turn for several
years, the adjustment programme is now reaping
success with the major economic indicators point-
ing in the correct direction as is evident from the
following:

2

% the net international reserves of the Bank of
Jamaica have improved steadily moving from a
negative US$ 375.0 mn in March 1988, to
around $700mn at the end of January 1997,
exceeding the targeted 16 weeks of imports;

% the external current account has improved
steadily - from a negative 11.2 per cent of
GDP in 1985 to a positive 1.4 per cent in
1993 and balance in 1994; there was a small
deficit in 1995;

% the external debt of the public sector, which
grew steadily from US$ 1.7 bn in 1980 to
US$4.0 bn in 1989, has fallen to US$3.5 bn
at the end of 1995;

% the debt service ratio has improved continual-
ly since 1985 from 39.7 per cent to 19.4 per
cent at the end of 1995;

% the unemployment rate has declined from
25.0 per cent in 1985 to 16.8 per cent;

% inflation, which averaged 16.3 per cent in the
period 1985-90, peaked in 1991 at 80.2 per cent
but decelerated steadily and for the current
fiscal year, is projected at 10.0 per cent; and

% the overall public sector deficit which aver-
aged 17 per cent of GDP for the period 1980-
84 (including the operations of the Central
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Bank) improved steadily to a positive 2.2 per
cent in 1992, 1.5 per cent in 1993, 4.8 per
cent in 1994, and 3.0 per cent in 1995.

While in general the indicators have been posi-
tive, growth has been weak, averaging less than
2.0 per cent over the period 1989-95.
Contributing to this relatively low growth has
been a very high interest rate regime which has
been used as a principal tool, along with the fiscal
discipline and a flexible exchange rate regime, to
bring the necessary adjustment to the economy.

Capital Flows Out-turn

The combination of the abolition of exchange
controls, the high interest rate regime and the
favourable economic indicators have contributed
to the change in the composition of capital
inflows. Starting in 1990, private capital inflows
have surpassed official capital flows. Whereas in
the period 1986 to 1989, official capital inflows
averaged US$570.5 mn. annually, and had an
average contribution of 69.0 per cent annually to
total capital inflows, from 1990 to 1995 private
capital flows have averaged US$719.8 mn annu-
ally with an annual average contribution to
capital flows of some 67.9 per cent. In the last
year for which data (1995) are available, private
capital flows reached US$1.1 bn or 82.9 per cent
of total capital inflows. As for composition of
flows, during 1990 - 95, short term flows have
dominated, averaging US$406.6 mn or 55.9 per
cent of the total.

Benefits from Private Capital Flows

Jamaica has derived several benefits from the
private capital inflows. Apart from supplement-
ing domestic savings, the strong improvement
in the reserves has facilitated a “graduation” from
the IMF type adjustment lending; strengthened
the hands of the authorities in negotiating loans
with the multilateral financial institutions; and
increased the ability of the authorities to inter-
vene in the foreign exchange market to offset
speculative tendencies and to smooth exchange
rate movements.

Incentives

The Government has largely maintained the
various incentives offered to many sectors (e.g.
manufacturing, agriculture, mining, motion
picture, tourism) during the adjustment period.
The incentives are by way of exemption from
income tax and import duties and, in some cases,
capital allowances. While there has been some
capital inflow based on the incentives offered,
especially in the garments sector, it is difficult to
estimate the amounts, as, with the removal of
exchange controls, there is not yet in place an
adequate reporting system for disaggregating
these flows.

Industrial Policy

The Government in 1996 put together an appro-
priate framework to enhance economic
development within the context of a National
Industrial Policy. The policy is designed to deal
systematically with the challenges of the present,
and the 21st Century, especially to compete
internationally in all areas including attracting
capital.

Central to the industrial policy, has been the
identification of five major clusters or sector
groups which offer great potential for significant
long-term expansion: services -tourism, enter-
tainment and sports; services and technology -
shipping and berthing, telecommunications,
information technology; agriculture and manu-
facturing agro-processing, fresh fibres,
horticulture and marine products; manufacture -
apparel, other light manufacturing; and minerals
- caustic soda, chemicals and ceramics.

The industrial policy framework therefore
provides a clear signal to the priority growth areas
for both local and international investors. So as
to provide fast track implementation and remove
bureaucratic delays, a Development Council
headed by the Prime Minister and all the key
sector Ministers has been established so that crit-
ical decisions can be made quickly. Because this
is a new policy thrust established only in the past
year, it is too early to measure the impact.
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The Government intends to expand the incen-
tives in areas consistent with the industrial policy
objectives.

Lessons from the Recent Jamaican Experience

Perhaps the most important lesson learnt since
the 1970s has been the need for macro-eco-
nomic stability, which should include exchange
market stability, adequate international
reserves, low inflation, competitive interest
rates and transparent and predictable policies,
to promote confidence and create an environ-
ment conducive to enhance private flows.
These objectives cannot be achieved without
the proper mix of policies especially in the mon-
etary, fiscal and exchange rate areas.

Jamaica has been fortunate to date that the
private capital flows have not proven to be as
volatile as that experienced by other countries.
At all times, the Central Bank has enquired of
financial institutions the sources of foreign
exchange, and to a great extent the short-term
flows, though significant, have not been volatile.
The Jamaican Government has had to actively
use a combination of monetary and fiscal policies
not to permit a significant appreciation of the
exchange rate which would erode the competi-
tiveness of its exports, as Jamaica’s inflation is still
higher than that of its trading partners.

The cost of sterilisation has been a con-
straint on the fiscal budget and more specifically
the non-availability of resources to finance gov-
ernment’s capital projects which are essential to
foster private sector led growth. The monetary
and fiscal policies and the related interest rate
cost have contributed to a significant increase
in the domestic debt. It has increased from ]$6.8
bn at the end of 1981/82 fiscal year to ]$7.6 bn
at the end of the 1995/96 fiscal year, with most
of the increase taking place in the 1991/92 to
1995/96 period.

The management of capital inflows is critical
to earning the confidence of international
investors in the medium- to long-term prospects
of the economy. A key challenge is to encourage
and entice savings into longer term domestic

debt instruments and into domestic equity instru-
ments that would allow the economy to utilise it
in its medium-term planning.

Jamaica, following graduation from the IME, is
about to access funds from the international
capital markets, which will provide the govern-
ment with greater flexibility in carrying out its
economic reforms and programme. There are two
critical factors working in Jamaica’s favour.

% First, Jamaica is now reaping the fruit of a
complementary fiscal and monetary policy,
with inflation at its lowest point since the
last quarter of 1989, and interest rates are
now firmly following a credible downward
path. The attaining of the inflation objective
should strengthen the case for a Social
Partnership which will serve to promote
industrial peace. Many projects, in addition,
will now become more attractive given the
reduction in the cost of capital.

% Second, the general slow-down in economic
activity and the corresponding decline in
inflation and market rates in industrial
economies should make portfolio invest-
ments in developing countries like Jamaica,
more attractive. It is expected that increas-
ingly private sector firms, especially those in
the export sector, will be approaching the
international capital market. One firm has
recently obtained US$75.0 mn by way of a
bond issue and more firms are expected to
follow. This will, also require the attention of
the authorities to minimise any possible
harmful effects to its economic policies via
exchange rate appreciation.

The Challenges Ahead
The challenges Jamaica face are multifaceted:

% make the transition to higher growth levels in
the context of low inflation;
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continue to implement improvements in the
monitoring and the regulation of the financial
system which would serve to improve finan-
cial intermediation;
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< mobilisation of domestic savings, including

most importantly, reform of pension system;

% the management of capital inflows in a
manner that will reduce the heavy cost on
the fiscal budget by way of sterilisation;

% improve the data on capital inflows which
would also assist in developing policies; and

O
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develop a simple investment code.

7 Malaysia

Background

Being an open economy with relatively liberal
exchange control regime, Malaysia has been
exposed to the phenomenon of international
capital flows since its formation. However, the
pattern and the magnitude of these flows have
changed significantly in recent years and so are
the benefits and risks. Prior to 1987, official
long-term capital inflows in the form of borrow-
ing was dominant as a source of financing capital
formation particularly for infrastructure devel-
opment. However, recourse to official long-term
borrowing had exposed the nation to substantial
debt-servicing problems and risks associated with
fluctuations in exchange rate and interest rates.
Consequently, voluntary structural adjustment
measures were taken by the Government in the
mid-1980s to reduce the exposure of the
economy to external debt as well as to address the
twin deficits of the current account of the
balance of payments and Government’s financial
position. These adjustment measures, among
others, entailed in the reduction of the role of
Government and the provision of a more liberal
environment for the private sector to assume
the role as the engine of growth for the economy.
Prudent fiscal management through stringent
control on public consumption expenditure has
generated substantial savings in Government
operation in recent years that has allowed
Malaysia to reduce its dependence on external
borrowing with its accompanying pressures on
the balance of payments.

Foreign Direct Investment

Since the mid-1980s, Malaysia has been able to
attract substantial foreign direct investment
(FDI). Gross FDI increased by 18 times from RM
1 billion in 1987 to an estimated RM 18 billion
in 1996. Factors that have contributed to this
increase include:

K

% astrong, stable, well focused and purposeful
political leadership, that has successfully
managed broad based growth and the transi-
tion from an agriculture based economy to an
industrial country;

% arelatively non-interventionist policy of eco-

nomic management that is supportive of
private sector initiatives, which include the
concept of Malaysia Incorporated and pri-
vatisation programme;

+¢ an open and market oriented economy;

% well educated, disciplined and trainable
labour force;

% good infrastructure;

% liberal foreign exchange policy, which allows
free repatriation of profits and dividends;

< attractive investment incentives such as rein-
vestment allowance and granting of pioneer
status or investment tax allowance;

% investment guarantees to protect foreign
investors against non-commercial risks such
as nationalisation; and

% transparent public policies.

As a result of the substantial inflow of FDI
particularly in the manufacturing sector, the
productive base and the volume of internation-
al trade of the economy have expanded rapidly
and this has enabled Malaysia to sustain high
growth since 1988. FDI currently forms a third of
Malaysia’s private sector capital formation.
While Malaysia continues to welcome foreign
investment, it is also aware that over- depen-
dence on FDI has also its downside effects on
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the balance of payments, particularly in the form
of substantial repatriation of profits and divi-
dends. These investments also lead to significant
increase in the imports of capital and intermedi-
ate goods by multinational companies from their
country of origin, given their lack of linkages
with domestic industries. In the light of this,
Malaysia has introduced policy initiatives to
encourage investment from domestic investors
and, at the same time, persuade multinational
companies to enhance their linkages with local
small and medium-scale industries to bring about
increased multiplier effects of their investments
on the economy.

Short term Speculative Flows

A major concern of macroeconomic manage-
ment recently was the substantial inflows of
short-term speculative funds into Malaysia in
late 1993 and early 1994. The sharp inflows were
induced by interest rate differentials between
Malaysia and foreign rates, market perception
that Ringgit was undervalued as well as the
buoyant stock market. As a result of these
inflows, growth in money supply accelerated from
20 per cent to a peak of 48 per cent in February
1994. During this period, broader M3 increased
by close to 30 per cent. Such monetary growth
was considered undesirable as it could potential-
ly generate price pressures and contribute to a
deterioration in the current account of the
balance of payments.

Against a background of high monetary
growth and an environment of volatility in the
money and foreign exchange markets, priority
was given in the immediate term to restore finan-
cial stability, with the objective of first, providing
a predictable and stable economic and financial
environment for the private sector to operate
their business and, second, ensuring monetary
policy measures achieved the medium and long-
term objectives that had been set.

In managing the massive inflows of short-
term capital, Malaysia had considered three
options.

% Allow the exchange rate to appreciate. This
would reduce the need for sterilisation opera-
tions to offset the impact of the inflows on
domestic liquidity. This approach seemed
appealing, given that an appreciation in the
exchange rate would require those inefficient
industries that have benefited from underval-
ued exchange rate to improve their produc-
tivity or relocate abroad and thereby help to
ease the tight labour market prevailing in the
economy. However, from a practical point of
view, consideration had to be given to the
length of time needed for the economy to
adjust in order to enhance its international
competitiveness that could be eroded by cur-
rency appreciation and the potential destabil-
ising effect it might have. In considering this
option, it was important to ascertain the
nature of these inflows. In particular, it would
not be desirable to base long-term policy on
trends that were very short-term in nature.

% Maintain relative stability in the exchange
rates and allow international reserves to
increase accordingly. In this situation, high
monetary growth could result with the poten-
tial for increased domestic demand leading to
overheating of the domestic economy. To
contain the monetary growth, sterilisation
operations by open market operations to
absorb excess liquidity would be undertaken.
Other traditional tools for this purpose
include adjusting the statutory reserve
requirement and requiring Government
agencies to place their funds with the Central
Bank as opposed to the banking sector.

0

% Directly contain the short-term capital flows
through administrative measures. These mea-
sures, however, have not generally been well
received by the market as they create uncer-
tainty with respect to the framework in
which the market operates. It was also seen as
a step backward in an environment which
was moving towards greater liberalisation and
deregulation.
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The monetary response Malaysia adopted to
contain the sharp inflows of short-term funds in
1994 was a combination of the three approaches.
As aresult of these measures and assisted by rising
international interest rates, monetary growth was
significantly moderated. Inflation had slowed down
towards the end of 1994 and continued to remain
low since then, at less than 4 per cent per annum.

The lesson to be learnt from Malaysia’s expe-
rience is that policies based on domestic
considerations alone, such as maintaining rela-
tively higher interest rates to contain inflation,
cannot be sustained for any long period of time.
Eventually, the market would make the adjust-
ment, the consequence of which is usually
increased volatility. In the case of using adminis-
trative measures to contain short-term capital
inflows, they should be considered only for extreme
situations and as a temporary intervention, given
that these measures create distortions and uncer-
tainties. The Malaysian experience also
demonstrates the need to maintain strong eco-
nomic fundamentals and sound macroeconomic
policies backed by a strong reserve position, in
order to reduce the vulnerability of countries to
destabilising international developments, includ-
ing capital flows.

8 Mauritius

Over the last few decades the economy of
Mauritius has passed through several distinct
stages. From being a monocrop economy, based
on sugar, which accounted for over 75 per cent of
its export earnings and for the bulk of its employ-
ment, the economy is now well diversified with
the sugar sector falling in second place in terms
of export earnings and employment. The country
has now a strong export manufacturing sector,
predominantly based on textiles and clothing,
and a flourishing tourism sector. The financial
services sector is fast becoming an important
pillar of the economy.

Mauritius has an extremely open economy
and private capital inflows have played a signifi-

cant role in its economic development. During
the 1970’ and 1980’s such inflows were in the
form of direct investment in manufacturing and
hotel industries. The package of incentives
offered to investors under the Export Processing
Zone (EPZ) scheme, included import of duty free
raw material and capital goods, tax-free divi-
dends and a ten-year tax holiday. Additional
attractions were availability of cheap labour in
Mauritius and duty free access to the EU. The
EPZ sector attracted foreign investors from
France, Netherlands, Germany, Singapore, Hong
Kong and India. The growth in the EPZ was
largely drive by the creation of joint venture
companies. However, with the internationalisa-
tion of the Stock Exchange, portfolio investment
has also started assuming importance. In 1996/97,
it accounted for about 59 per cent of total private
capital inflows as compared to 19 per cent in
1994/95.

In recent years the country has been con-
fronted with a number of challenges. Domestic
labour costs have been rising. The economy,
moreover, has been confronted with an increas-
ingly competitive international environment
with real dangers of dilution of access to prefer-
ential markets. In view of these challenges, the
policy emphasis has been to diversify into higher
value-added activities, move up-market and
modernise the economy. Efforts are also being
pursued to improve productivity and the com-
petitiveness of the economy. These require
massive investments in modern technology as
well as skills development programmes. However,
domestic savings alone are not enough to finance
the large investment requirements. Thus con-
tinued inflow of foreign capital assumes critical
importance in sustaining the growth process.

Strategy to Attract Private Capital Flows

A multi-pronged strategy is being pursued with a
view to attracting larger inflows of private capital.
The various components of the approach are
designed to maintain an investor and business-
friendly environment and provide profitable
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investment and business opportunities. As part of
this strategy we are also undertaking a wide-
ranging reform of the financial sector. These are
outlined in the following sections.

(a) Investment and Business-friendly

Environment
Effective policies are being pursued to ensure sus-
tained macroeconomic stability. Under the medium-
term economic policy of Government, budget deficit
is targeted to be reduced to 2 per cent of GDP and
the annual rate of inflation to fall below 5 per cent.

Processing of investment proposals is being
expedited in a transparent manner by minimising
bureaucratic red-tape and delays.

Infrastructure is being expanded and mod-
ernised so that state-of-the-art infrastructure services
in sectors such as telecommunications and trans-
port are provided at competitive rates to the
investors.

The grant of work and residence permits to
foreign businesspersons/investors/and workers are
being further streamlined to reduce administra-
tive bottlenecks and delays. Government has agreed
to introduce a Permanent Residence Scheme to
attract investors.

The Double Taxation Avoidance Treaty (DTA)
network is being expanded so as to tap business
opportunities in the region especially within the
Indian Ocean Rim - Association for Regional Co-
operation countries. As to date, some 18 such
treaties have been ratified. Mauritius is also signa-
tory to Investment Promotion and Protection
Agreements with China, Germany, Indonesia,
Mozambique, Pakistan and UK with a view to
enhance investor’s confidence.

To facilitate trade, the processing of customs

trade documents using EDI has been introduced
and will be further enhanced with the full imple-
mentation of the Tradenet - a nation-wide EDI
trade application. This will significantly reduce
the administrative bottlenecks to trade.
The laws on copyright, trademark and patents are
being amended to bring them in conformity with
the international obligations on intellectual
property rights.

(b) New Investment and Business Opportunities
Policy initiatives have been taken to further
create profitable investment and business oppor-
tunities.

To meet the constantly rising infrastructure
needs, recourse is being made available through
private financing and direct involvement of the
private sector in this area. Legislation for the
implementation of Concession Projects has
recently been enacted. This provides the legal
framework for the execution of Build-Operate-
Transfer (BOT) type projects. Major projects in
inland transport, energy generation and con-
struction through BOT schemes are planned for
the next few years. Infrastructure development in
the Freeport is already being implemented on
this basis.

A comprehensive policy regarding privati-

sation of state-owned enterprises is being
formulated. A White Paper on Privatisation
and Workers’ Participation has been released
recently.
The increasing business and investment oppor-
tunities in the region, arising from membership
of Mauritius in various regional organisations,
the renewed international interest in the region
and the promising prospects for the long awaited
economic take-off of many African countries,
are being actively pursued. A Special Economic
Zone in Mozambique covering 100,000 hectares
has been put at the disposal of Mauritius for
investment and development purposes. Similar
opportunities exist in Madagascar, Zanzibar and
Zambia. A Regional Economic Zones Fund is
being set-up to help the exploitation of such
potential opportunities.

Freeport

In order to attract foreign enterprises to use
Mauritius as a platform for trading with the
African and Asian countries, a freeport has been
established. This Freeport aims at positioning
Mauritius as the regional warehousing, distribu-
tion and marketing centre as well as the main
transhipment port for the Indian Ocean,
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Southern and Eastern African regions.
Companies registered in this sector are primari-
ly in trading, minor processing and assembling,
and ship repairing and servicing activities.

The Freeport legislation provides for a liberal
and comprehensive incentive package for com-
panies looking for a cost effective storage,
assembly and redistribution location. The
Mauritius Freeport is rapidly gathering momen-
tum. The total trade in value terms reached US$
95 mn last year and is expected to be US$ 200 mn
this year. Additional warehousing space of 40,000
sq. metres, most of which will be put up by private
consortia, will be available by the end of the
current year. An International Exhibition Centre
will also be completed this year. This will enable
Freeport operators to promote their products.

(c) Financial Sector Reforms

Financial sector reforms have also been in
progress with the aim of further integrating
Mauritius in the world financial system. These
reforms are an integral part of the strategy to
diversify and modemise the economy, make it
more market-oriented and create an investment
and business-friendly environment.

Stock Exchange

Mauritius has also given high priority to the
development and modernisation of its Stock
Exchange as part of its efforts to attract private
capital flows from abroad.

The Stock Exchange of Mauritius (SEM) was
established in July 1989 with significant oppor-
tunities for remunerative portfolio investment.
There are currently 49 securities listed on the
Official Market with a market capitalisation of
around US$ 1.7 bn and price-earnings ratios
which are attractive compared to the mature as
well as many emerging markets. The Stock
Exchange is being fast modernised, with the
recent setting up of a computerised Central
Depository System. Such a depository system is
one of the first of its kind in the region. Mauritius
is also in the process of modemnising the legisla-
tion related to the securities market to revamp

the regulatory and institutional framework gov-
erning the financial services sector.

There are no restrictions on foreign invest-
ment in Mauritius. Interest, dividends and
capital gains on listed securities can be repatri-
ated tax free from Mauritius. Since 1994,
foreigners have been allowed to invest and trade
freely in securities listed on the official market.
This has resulted in increasing inflows of foreign
capital.

In recent years, Government has opened to
the public its shareholding in major state-owned
enterprises such as Air Mauritius the national
airline, and the State Bank of Mauritius, the
second largest commercial bank, both of which
are listed on the Stock Exchange. Part divestiture
in other state-owned enterprises like the Cargo
Handing Corporation and SICOM, the state-
owned insurance company, is being undertaken
in the context of the Port Louis Fund.

To encourage secondary listings on the stock
exchange, it is envisaged that foreign companies,
including offshore funds will pay only 50 per cent
of the current listing fees. Furthermore, offshore
companies will be allowed to invest in listed secu-
rities as well as in non-listed debentures.

Monetary Sector

The monetary sector has also undergone major
reforms. The Bank of Mauritius has over a
number of years removed quantitative control
on bank credit to the private sector as well as
selective credit control and interest rates. It has
gradually shifted to a monetary policy that relies
on market-based instruments. Interest rates have
thus been fully liberalised.

Open-market operations began in November
1991 with the first issue of Treasury Bills. Since
July 1994, the determination of the Bank Rate is
linked to the Treasury Bill auction rate. The
Bank of Mauritius now focuses on the control of
bank liquidity through a reserve money pro-
gramme. The overall stance of monetary policies
is determined by a High-Level Monetary Policy
Committee, comprising of very senior officers of
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the Ministry of Finance and the Bank of
Mauritius.

Foreign Exchange and Payments System

Foreign exchange control has also been removed.
This has been done in stages. In 1993, all current
account transactions were fully liberalised. In
the following year restrictions on capital account
transactions, in respect of both inward and
outward investment, were completely lifted.

Efforts are also actively being pursued by the
central bank to modernise the payments and
clearing systems. An electronic payments system
with real time gross settlement for larger value
transactions is currently under implementation.

Since July 1994, a foreign exchange market in
US dollars has been established and the Bank of
Mauritius intervenes in foreign exchange market
by buying and selling US dollars. As regards man-
agement of foreign exchange, the policy of the
Bank of Mauritius is to ensure that the value of
rupee vis-a-vis major currencies reflects the
macroeconomic fundamentals of the country.

In order to promote greater competition in
the foreign exchange market, foreign exchange
dealing licenses are also issued under the Foreign
Exchange Dealers Act.

Offshore Sector

With a view to further increasing the number of
foreign companies incorporated locally for car-
rying out financial activities in the region, regular
promotional campaigns are carried out. Activities
that can be conducted in the offshore sector
include banking, insurance, funds management,
international trading, international consultancy
and financial services. Since the enactment of
the Mauritius Offshore Business Activities Act
five years ago, Mauritius has attracted a growing
number of offshore entities. From only 813 in
June 1994, the number of offshore businesses reg-
istered has soared to over 5,580 by the end of July
1997. There are currently some 120 investment
funds promoted by leading international fund
managers, with an asset base of about US$ 3.1 bn.

Conclusion

From our own experience in tapping foreign
capital flows, the following lessons can be drawn:

(i) Both a sound macroeconomic environment
and political stability are essential for
attracting capital flows.

(ii) Consistency in economic policies is neces-
sary for maintaining the credibility of the
Government, thereby inspiring confidence
among the investors.

(iii) For a small developing country, it may be
more prudent to liberalise the economy
gradually with proper sequencing and co-
ordination among the different components
of the reform programme.

(iv) Proper investment in human resource
development is essential especially when a
country is moving to a higher stage of eco-
nomic development.

9 Pakistan

Pakistan was among the first South Asian coun-
tries to develop an open-door policy for foreign
investment in the early sixties. Even in the early
seventies, when banks and some key industries
were nationalised, the units with foreign invest-
ments were not affected by the nationalisation
policy. During the late seventies and eighties, a
de-nationalisation policy was initiated and
domestic foreign private sector was encouraged to
invest in industry and infrastructure. In the late
eighties, the ambitious Hubco Power Project,
was conceived as the first and largest private
sector power project in Asia. It opened the door
to large scale investments from abroad.

In early 1991 Pakistan launched a programme
of economic reforms. The thrust of the pro-
gramme was on deregulation and liberalisation of
the economy, privatisation of public enterprises,
tariff and tax reforms and the development of
infrastructure. It also focused on ambitious
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banking and financial sector reform. It envisaged
the opening up of areas so far reserved for the
public sector to the private sector. Under this
programme, over 85 industrial units and two
banks were privatised and a number of commer-
cial and investment banks were set up in the
private sector. Foreign exchange regulations were
liberalised, and fiscal and other incentives
extended to facilitate foreign direct and portfo-
lio investment in the country. On the basis of
these reforms, the capital account was virtually
opened up and liberalised.

The present government assumed office in
February 1997 and immediately launched a pro-
gramme of economic revival aimed at restoring
stability, accelerating economic growth and
enhancing human development. This pro-
gramme built on the reforms introduced in 1991.

On the fiscal front, the government has taken
a number of steps to remove fiscal distortions,
rationalise tariffs, reduce tax rates and broaden
the tax base. Simultaneously, it has drastically
contained government expenditures with a view
to bringing down the budgetary deficit. These
measures have been backed up by deeper banking
and financial reforms which inter-alia provide
laws for the quicker recovery of bank loans,
improvement in public sector bank management
and greater autonomy for the State Bank in con-
ducting monetary policy and supervising the
banking sector. They also envisage the privatisa-
tion of public sector banks and financial
institutions. The capital market has been
strengthened with the setting up of an
Securities and Exchange
Commission and the provision of an even playing
field for public and private mutual funds. The
Central Depository System has been put in place
to facilitate portfolio investment.

autonomous

The process of privatisation is being speeded
up and public sector institutions in banking,
finance, energy and transport and communica-
tions sectors have been offered for disinvestment.
The Pakistan Telecommunications Corporation
has been partly privatised and its management

given in to the professional hands. The regulatory
mechanism in key sectors, such as energy and
communications is being strengthened by estab-
lishing regulatory authorities to protect the
interests of consumers and small investors. The
proceeds from privatisation have been earmarked
for the retirement of debt.

In the last four years, Pakistan has attracted
foreign investment worth $4 billion. The United
States and the UK are the largest investors in
Pakistan closely followed by Korea, Japan and
Hong Kong. Investments have been flowing in
the energy, oil, gas and communications sectors.

Pakistan has had difficulties in common with
other developing countries relating to the volatil-
ity of portfolio investment. However, the
situation has proved to be less volatile than was
feared at one time. The privatisation process,
now being geared up will help to bring in indus-
try-related investments on a large scale. The
implementation of the far reaching banking and
financial reforms and steps taken for the devel-
opment of capital market have helped in the
stabilisation process, especially at a time of insta-
bility in the Far Eastern Financial Markets.

In the past four years economic growth in
Pakistan slowed down to about 4 per cent per
annum, compared with around 5.5 per cent in
the last three decades. The reasons for the slow-
down are being analysed: a preliminary view is
that this is due to weak and inconsistent macro-
economic policies. The present policy thrust on
the fiscal, financial and sectoral fronts is expect-
ed to revive GDP growth to the levels of previous
decades and to promote export growth.
Simultaneously, the environment for investment,
domestic as well as foreign, is being improved.

10 South Africa

Before 1990 private capital flows to South Africa
had been following developments in the political
arena. The massive outflows prior to the political
transition reflected partly the success of the pres-
sure of sanctions against the country. This paper
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analyses private capital flows during the period
1990-1996. It examines the scale and composi-
tion of private capital flows; the cause of these
flows; their sustainability; their macroeconomic
impact; and the measures taken to cope with
them.

Scale and Composition of Private Capital Flows

During the period 1990-93, South Africa expe-
rienced net capital outflows of some Rand 23-29
billion. Both long-term and short-term capital
movements were negative. The biggest contrib-
utor to the outflows was chiefly the volatile
structure of the capital flows. The capital outflows
were financed mainly by running a current
account surplus. However, from 1994 until the
third quarter of 1996, South Africa experienced
net capital inflows of Rand 26.2 billion, which
was termed ‘post apartheid dividends’ (see Graph
1). During the first quarter of 1996, at the height
of the inflow, the Rand appreciated against the
basket of major currencies. In the first ten months

Graph 1 Current Account and Net Capital Flow
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of 1996, there was a net equity inflow of Rand 4.4
billion, with foreign purchases in the stock
market of Rand 33.7 billion and net inflows of
around Rand 2 billion in the bond market.

Causes of the Flows

No attempt has been made, econometrically, to
pin down the cause of the inflows that South
Africa experienced. The following, however,
have been generally accepted as strong possible
causes:

% Political reform: In the period 1990-93
South Africa was undergoing delicate politi-
cal negotiations which led to uncertainty
about the future of the country and investors
were adopting a wait-and-see attitude. Once
the transition to democracy was on course in
1994, massive capital inflows were experi-
enced. These inflows were termed a “post
apartheid dividend”, as many investors who
were initially wary started to invest in the
country.
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% “Liberalisation” of the foreign exchange
market: The abolition of the dual currency
system in 1995 added to already positive
investor sentiment about the country and
capital inflows. A unified currency enabled
foreign investors to invest freely in the bond
and equity markets without the discrimina-
tion of a dual currency system. However, the
benefits of a single currency brought with it
new challenges, since the South African cur-
rency was exposed to volatile international
capital flows.

% New borrowing opportunities for South
African corporations: With a stable and even
appreciating local currency and the re-entry
of South Africa into the international arena,
South African corporations and monetary
institutions started borrowing off-shore, ini-
tially for short-term trade finance and money
market lines and, subsequently, to raise
capital through international equity place-
ments.

Graph 2 Balance of Payments: Capital Movements
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% High positive real interest rates: The real
interest rate differential between South
Africa and its major trading partners attracted
yield-hungry portfolio investors to the South
African bond markets. South Africa even
experienced a rise in non-resident bond
deposits with domestic financial institutions.

Sustainability of the Flows

Graph 2 on capital movements indicates that
whereas short-term capital flows were erratic and
sometimes even negative, long-term capital flows
remained positive between 1994 and the second
quarter of 1996. This was because the
Government continued to implement its
macro-economic strategy, thereby creating an
environment conducive to continued capital
inflows in general, and foreign direct investment
in particular. The sustainability of these flows is
further demonstrated by the fact that even at
the time of the Mexican crisis in 1994 and the
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sharp decline of net capital flow in February
1996, the long-term capital flows remained
positive.

Macroeconomic Impact

The inflows that South Africa experienced,
though sustainable, brought with them new
macroeconomic challenges. Given the existence
of capital controls on residents, the capital
inflows could not be countered by residents’
outward investment. The inflows were bound to
reflect themselves somewhere and this was in
the effective exchange rate of the currency.
Graph 3 shows that while the effective exchange
rate was relatively stable for the best part of
1991-1995, it appreciated quite significantly in
real terms upto the first month of 1996. This
contributed to the deteriorating current account
deficit. It was clear that a correction was bound
to take place given the inflation differentials with
South Africa’s major trading partners. The cor-
rection took place on 14 February 1996 and

Graph 3 Effective Exchange Rate of the Rand
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unfortunately created a lot of uncertainty, con-
tributing to negative investor sentiment and,
ultimately, led to volatility in the foreign
exchange market.

The positive impact of the capital inflows was
that it enabled the South Africa Reserve Bank
(SARB) to build-up its reserve level and reduce
its net oversold position. Unfortunately, these
valuable reserves were lost during the currency
crisis as the short-term flows were being reversed.
In the process of building-up the SARB’s
reserves, money supply and domestic credit
expansion accelerated leading to inflationary
fears, and thus necessitated counter-inflationary
measures. Despite the depreciation of the
nominal exchange rate, inflation is still low, due
mainly to tariff reform.

Policy Measures and Lessons

The impact of the capital flows on key macro-
economic indicators necessitated the adoption of
various policy measures to cope with the flows
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and influence their composition:

% Sterilised interventions: In the process of
attempting to reduce the currency’s apprecia-
tion, liquidity was created in the domestic
money markets and, thus, the SARB had to
undertake open market operations to sterilise
the inflows.

< Capital account liberalisation: South African
corporations were given permission to invest
in SADC and other African countries. This
contributed, to some extent, as an instru-
ment to cope with the flows and influence
their composition. Previous measures to
extend the maturity of the flows by providing
cheap forward cover, proved to be too costly
to the Treasury and this is a route that other
countries should not follow. The Growth
Employment and Redistribution strategy
(GEAR) intends to increase and extend the
maturity of these flows by providing tax holi-
days to new and expanding investors, and
through the restructuring of state owned
enterprises. This strategy also creates an
environment conducive to long-term invest-
ment by putting in place prudent fiscal and
monetary policies.

Conclusion

From 1994 onwards, South Africa experienced
massive capital inflows, composed mainly of
short-term flows. Although short-term flows were
reversed, long-term capital flows remained posi-
tive. The possible causes of these flows were:
political transformation, abolishment of the dual
currency system; re-entry of South Africa into
the international arena; and positive real inter-
est rates.

The capital inflows were sustainable and had
an impact on key macroeconomic variables such
as the current account deficit, reserves, money
supply and the real effective exchange rate. The
measures adopted to cope with the flows includ-
ed sterilised intervention and relaxation of
capital account controls; measures to attract flows

included investment promotion measures and
restructuring of state owned enterprises.

11 Uganda

Overview

In Uganda unrequited private transfers are the
driving force behind recorded inflows. If private
transfers are excluded from the picture, capital
inflows are actually negative as of 1990, owing in
part to IMF ESAF repayments. Most analysts in
Uganda conjecture that private transfers translate
relatively quickly into real investment, though
the data constraints prevent precise quantifica-
tion. Foreign Direct Investment inflows have
been feeble, at about 0.1 per cent of GDP, while
inflows of portfolio equity have been virtually
non existent. On the other hand, private trans-
fers have surged. Total private transfers for
1995/96 alone were nearly 90 per cent of the
total recorded for the years 1990-93. Even though
official FDI has been small, it is believed that a
significant chunk of the large and increasing
private transfers includes large amounts of FDI.

A number of related explanations can be
posited for the rising level of inflows into
Uganda.

% First, the performance of the Uganda
economy over the last 9 years has undoubted-
ly increased investor confidence and thus
acted as a major pull factor. The control and
reduction of inflation has been a crucial
achievement, made possible by the prudent
monetary and fiscal policies Uganda has fol-
lowed. Since 1987, the annual rate of growth
of real GDP has been 6.5 per cent, it was 5.2
per cent per annum between 1987-1992, but
since 1992, when macroeconomic stability
took hold, growth has increased to 8.1 per
cent per annum and in 1994/95 the rate was
10.7 per cent per annum. Also, before 1992
domestic financing of the budget was equiva-
lent to an average of 1.2 per cent of GDP.
Since then Government has generated fiscal
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savings of the order of 1.5 per cent of GDP
per annum which had led to a massive build
up of Government deposits in the Central
Bank. This has built up public confidence in
macroeconomic management and economic
policy generally.

Following dramatic deregulation of coffee
marketing and the scrapping of surrender
requirements for export earnings, there was
not only a surge in coffee exports but foreign
pre-financing of coffee procurement became
significant. Inflows associated with financing
coffee procurement were magnified by the
boom in coffee prices on the world market in

1994/95.

There have also been reductions of the debt
stock as a proportion of GDP and an
improvement in reserve cover in terms of
months of imports. The country risk rating
for Uganda has improved, though the contri-
bution of reserve cover to this development
cannot be quantified.

Contrary to expectations of massive capital
outflows, the policy of financial deregulation
(especially the liberalisation of the exchange
rate, the establishment in 1993 of the foreign
exchange interbank market and Uganda’s
acceptance in 1994 of the obligations of
Article VIII of the IMF Articles of
Agreement, expressing its commitment to an
open and free payments and exchange
systemn) in fact led to a massive return of
flight capital. The new Investment Code
contains highly liberal provisions on repatri-
ation of capital and dividends. Whilst
Uganda has not yet formally implemented
capital account liberalisation, one might
speak of “de facto” liberalisation as many
capital account transactions can be conduct-
ed through exchange bureaux. Capital
account has been liberalised completely since
Ist July 1997.

% High real interest rates which have pre-
vailed over the last three years may also
have contributed to increased inflows. Real
interest rates swung spectacularly from
minus 20 per cent in 1992 to plus 13 per
cent in 1993, and have since averaged 13.5
per cent over the last two fiscal years, with
peaks at 17 per cent. These high rates are a
consequence of a reduction in inflation, but
also persistent inefficiencies in what is still
an underdeveloped banking sector. It is
unclear as to the extent to which interest
rate differentials are liable to attract capital
into sub-Saharan Africa in general, given
the risk premia attached by investors to the
area as a whole.

Consequences, Problems and Policy Response

The sustainability of capital inflows has become
an issue of concern over the last two years, par-
ticularly due to the transient nature and
reversibility of non-FDI capital inflows and the
drastic effect a reversal could have on domestic
absorption and income. Data scarcity make the
assessment of sustainability a difficult proposi-
tion. One crude indicator! policy makers in
Uganda have suggested pursuing is to measure
net liabilities (here defined as the current
account deficit excluding private transfers) as a
percentage of exports, with a benchmark of 200
per cent.

Due to the dearth of money market instru-
ments, it has been problematic in Uganda to use
sterlisation to deal with the monetary conse-
quences of large capital inflows. As such, fiscal
policy has had to bear the burden of adjustments
required to maintain monetary stability, through
reductions in planned or budgeted expenditure.
This in turn has lead to lumpiness in the imple-
mentation of planned fiscal programmes, with
real sector effects. Also the main instrument at
the disposal of the Central Bank of Uganda is the
government treasury bill, though this is now

1 It is crude primarily because it does not make fine-grained distinctions between different types of inflows.
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complemented by the new Bank of Uganda Bill.
The issuance of Treasury Bills for sterilisation
purposes incurs a cost to government which
could otherwise be avoided, given that the gov-
ernment is currently a net depositor with the
banking system and has no real need to issue
bills in order to meet its financing requirements.
There is also the added danger that by increasing
the yield on domestic paper, sterilisation poli-
cies might have the perverse effect of attracting
further capital inflows.

Capital inflows are typically associated with
an appreciating real exchange rate, though this is
perhaps less of a problem where the nominal rate
is freely floating. In the Ugandan case, the
increase in inflows from abroad coincided with
increased earnings from coffee exports following
the 1994-95 boom in world market prices for
coffee. The consequences for real exchange rate
appreciation have been all the more pronounced,
an appreciation of roughly 20 per cent being
recorded over the fiscal year 1993/94. The overall
appreciation to date from January 1992 is the
order of 30 per cent.

The mechanics of Dutch Disease associated
with increased inflows of foreign exchange were
evidenced in a boom in the construction sector,
which grew at 28.6 per cent in 1994/95 and
1995/96 respectively, compared to 12.4 per cent
in 1993/94. However, it is not possible to state
how much of this resulted from increased inflows
and how much from the coffee boom.

One peculiar consequence of foreign inflows
and their associated positive impact on reserves
and the overall current account is that donors are
led to question the rationale behind fast-dis-
bursing balance of payments support and are thus
motivated to switch funds to slower disbursing
project support. This is liable to be problematic
were inflows to be reversed, and would precipitate
a swift drop in reserves and a foreign exchange
crisis. This scenario has led some? to coin the
word “Uganda Disease”, to denote the possibly

perverse effects of large capital inflows. Policy
makers and donors should therefore avoid suc-
cumbing to misplaced feelings of euphoria,
policy-makers remembering that there is no sub-
stitute to getting the fundamentals right, and
donors remembering the fragile state of many
economies such as that of Uganda, and avoiding
jumping to hasty and over-optimistic conclu-
sions.

The level of Foreign Direct Investment
undertaken in Uganda is relatively feeble. This is
attributed to the unfavourable political and
incentive regimes that have prevailed in the past,
the poor state of vertical and horizontal linkages
and persistent inadequacies in infrastructure.
Furthermore, while achieving macroeconomic
stability is a necessary condition for attracting
FDJ, it is not in itself sufficient in influencing the
locational decisions of investors. Overall country
risk rating, as measured by Institutional Investor
International, improved by 60 per cent over two
years between 1994 to 1996, but remains very
low by international standards. Efforts to attract
FDI are undertaken by the Uganda Investment
Authority, which is setting up offices in embassies
in South Africa, USA and the UK. It has eight
primary target sectors, though no individual firms
have been targeted. The UIA was voted best
Investment Agency in Africa in 1995 by the
periodical Corporate Location Magazine. A further
boost to FDI might come from the implementa-
tion of the Cross Border Initiative, which seeks
to eliminate tariffs between Kenya, Tanzania and
Uganda, and to rationalise external tariffs to
within a 20-30 per cent band, and emphasises the
importance of regional integration as well as
reducing the anti export bias of trade tariffs.

12 United Kingdom

The UK has probably had more experience than
most of uncomfortably large capital inflows and
outflows, both in recent years and during the

2 L. Kasekende, D. Kitabire and M. Martin, amongst others
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forty year period from 1939 to 1979 when formal

exchange controls were in place:

% In 1976, for example, investors’ concerns
about the sustainability of domestic econom-
ic policies led to massive outflows of capital,
and led to the UK’s IMF programme.

)
L4

In 1977, with confidence in sterling restored,
large reflows of funds into the UK generated
upward pressure on the exchange rate, and
pressure for weaker monetary policy.

More recently in 1987 and 1988, large
inflows again complicated macroeconomic
management. Monetary policy was loosened
by more than would have been warranted by
developments in the domestic economy
alone. But neither this, nor heavy interven-
tion in the foreign exchange markets failed to
prevent a sharp rise in sterling.

0,
0.0

Exchange controls

At various points in recent years, the UK author-
ities have thought about countering inflows by
re-introducing controls of various kinds. On each
occasion, the authorities concluded that con-
trols simply would not work. Capital controls
were introduced in the UK over fifty years ago.
The original unifying rationale behind them was
to conserve foreign exchange and to assist the
balance of payments. By 1979, exchange con-
trols had only limited effectiveness. Investors
could find ways around the controls. It was not
possible to open up an interest rate differential
between onshore and offshore sterling rates of
any more than about 1.5 percentage points, on
average.

The UK removed controls in 1979, over a
very short period of time. Controls were relaxed
in June and July 1979, and then abolished in
October of that year. The decision was not taken
with a view to influencing the exchange rate,
but to remove some of the restrictions that had

remained on investment decisions by UK resi-
dents, and so improve the functioning of the
capital markets. As such, capital account liber-
alisation was only one element in a series of
major structural economic reforms introduced at
around the same time.

Exchange controls were removed at the outset
of a very turbulent period for the UK economy.
It is very difficult, therefore, to disentangle the
precise effects of abolishing controls from other
changes that were taking place:

% Nominal interest rates rose sharply to 18 per
cent, fiscal policy was tightened, and a new
framework for monetary policy was estab-

lished.

% The real exchange rate appreciated by almost
50 per cent in three years.

< The second oil price shock in 1979 coincided
with the transition of the UK from net
importer to net exporter of oil.

Although the exchange rate was very strong
at the time, the effect of removing exchange con-
trols in the short run was probably to push
sterling lower than it would otherwise have been.

K

% Pension funds and other financial institutions
invested more abroad: portfolio outflows rose
from around £1 billion in 1978 to £4.5 billion
in 1981 and over £7 billion in 1983.

0,
L 4

Direct investment was not affected, but its
financing was.

9
0.0

Foreign currency deposits held by residents
rose from £5 billion at the end of September
1979 to £10 billion at the end of June 1981°.

%,

% Sterling lending abroad by UK banks rose
from around £6 million a month in 1979 to
around £300 million per month (following

the end of the supplementary special deposits
scheme) in 1981.

3 Source: Bank of England Quarterly Bulletin, September 1981

74

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



UK Portfolio Investment
% of GDP

UK Direct Investment
% of GDP

OQutward
e Inward

12

1

Outward

'3llIlIIlllIlllllllllllllJll!llll

1963 1967 1971 1975 1989 1983 1987 1991 1995

Source: ONS

% There was an increase in inward investment,
but net identified capital outflows (including
net errors and omissions) moved from broad
balance in 1979 to a net outflow of around
£7 billion in 1981.

In the longer term, the impact will have been to
strengthen the performance of the UK economy,
and will have contributed to making the UK a
more attractive place to invest. The removal of
controls also led, inexorably, to the abolition of
quantitative banking controls.

Eventually (in the late 1980s and 1990s), the
UK experienced a huge increase in inward
investment compared with the 1970s. The UK
economy is exceptional, in comparison to other
major economies, in the degree of both inward
and outward investment that takes place. In rela-
tion to the size of the economy, the UK is, by
some way, the largest overseas direct investor in
the world - and second only to the US in absolute
terms:

% The UK’s direct and portfolio assets com-
bined to almost £700 billion in 1995 -
equivalent to nearly 100 per cent of GDP,
more than any other G7 country.

% The stock of inward direct investment in
the UK was around £150 billion in 1995 -
by far the largest as a percentage of GDP
than any other G7 country.

A v s gt
1963 1967 1971 1975 1989 1983 1987 199 1995
Source: ONS

% Earnings (net of losses) on UK direct
investments in 1995 were more than twice
as great (£24 billion) as UK oil exports.

% Total earnings (net of losses) on direct and
portfolio investment (£42 billion) were
equivalent to more than 6 per cent of GDP
in 1995. Allowing for revaluation effects,
this rises to more than 12 per cent of GDP.
To put this figure into context, earnings on
visible exports were equivalent to about 22
per cent of GDP in 1995.

% Inward and outward flows of direct invest-
ment, as a percentage of GDP, are greater for
the UK than for any other major economy.

The UK has benefited greatly from this
inward and outward investment. Inward invest-
ment has led to domestic productivity
improvements. Overseas companies have intro-
duced new management and technological
methods to UK firms. Greater competition has
also prompted UK firms to respond in order to
compete more successfully in both domestic
and overseas markets. The clear benefits of the
UK’s involvement in international investment
activity have created a relaxed attitude to
foreign ownership within the UK. Recent esti-
mates suggest that at least 35 per cent of total
UK manufacturing exports are produced by
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foreign owned companies. In manufacturing,
nearly one job in five is in a foreign-owned
company and foreign firms account for nearly
one third of all manufacturing investment.

Outward investment has enabled UK firms
to expand and develop their markets overseas.
Overseas investment has also produced better
returns and reduced risks for UK savers. UK
pension fund investments, for example, are
considerably more internationally diversified
than in most other countries.

13 Vanuatu
Background

The Republic of Vanuatu is a very small country
located in the centre of the Pacific ocean,
distant from its main markets. In 1994, the pop-
ulation of Vanuatu was about 165,000. Total
GDP was of the order of US$ 189 million
resulting in a GNP per capita of US$ 1,145.
Vanuatu is one of the five least developed coun-
tries in the Pacific region. About 80 per cent of
its population depends upon the subsistence
sector for its livelihood. The services sector
includes tourism and a thriving offshore
banking sector. The public sector contributes

H covities
I:I Fixed Income

1988 1990 1992 1994

more than 66 per cent of the total GDP.
Tourism, beef, copra, coffee, kava, squash and
other agricultural items are Vanuatu’s main
sources of foreign exchange receipts. Its indus-
trial sector is relatively small, producing simple
manufactures, and accounting for less than 10
per cent of total GDP. Given appropriate sup-
portive policies, this sector will increase in
importance during the coming years.

Vanuatu is exposed to external and domestic
economic shocks over which it has no control.
Hurricanes affect the country frequently during
the months of November to April each year.
The negative impacts of external economic
shocks are regularly transmitted to Vanuatu’s
economy through the goods and capital
markets.

Vanuatu enjoyed economic growth in excess
of 4.5 per cent per year from 1989 to 1991. But
growth has decelerated to about 1 per cent per
year since then. Inflation rates are generally
low, hovering around 5 per cent during the last
six years. The balance of payments position has
been relatively stable and foreign exchange
reserves are traditionally high. Including grants,
Vanuatu has experienced surpluses in the
current account of the balance of payments in 5
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of the last six years. Holdings of external
reserves by the Reserve Bank vary from 6 to 8
months of imports. As there are no exchange
controls, the bulk of the country’s external
reserves, equivalent to a further 10 to 12
months of imports, are held by the banking
system. Vanuatu’s external debt to GDP ratio
has increased from 15 per cent in 1989 to about
23 per cent at present. The country’s external
debt service ratio, which is currently 1 per cent,
is low. Traditionally, Vanuatu has adopted a
conservative approach to fiscal policy. The
Government attempts, not always with success,
to maintain balance in its operating budgets.
The bulk of development expenditure is
financed through aid or borrowings with soft
terms and conditions from multilateral financial
institutions.

Vanuatu’s domestic tax base is somewhat
narrow. It relies heavily upon indirect taxes,
such as customs duties, which yield some 80
per cent of total revenue. There are no person-
al income and company taxes. But there is a
system of business licences which has helped
to maintain the total yield of government
revenue. Vanuatu is keenly aware of the need to
ensure that the elasticity of its tax system is
maintained or enhanced. Its proposed commit-
ment to WTO membership will clearly have a
direct impact upon the yield of indirect taxes.
In this context, it is having to examine the
structure of the tax system not only to ensure
that the revenue needs of the Government are
protected, but also to promote economic effi-
ciency, domestic savings, risk taking and
investment activities.

Industrial countries, private investors, and
multilateral financial institutions are increas-
ingly focusing upon Eastern Europe and the
former Republics of the USSR as well as other
strategically and economically important devel-
oping countries. Hence, future aid and private
capital flows to small countries in the South
Pacific are coming under some strain.

Attraction of Private Capital Flows

Given Vanuatu'’s status as a reputable offshore
finance centre, the Government has embarked
on a much broader policy of attracting private
capital flows through a systematic process of
foreign direct investment (FDI). New foreign
investments are to be encouraged through a
Vanuatu foreign investment code. Within the
framework of the code, it is envisaged that the
investment environment could become more
transparent and more conducive to economic
growth, particularly in sectors having the great-
est potential for enhancing joint-venture capital
finance between potential investors and locals.
The putting in place of sound and appropriate
policies for investment will act as a catalyst in
attracting private capital flows into the economy.

Investment Incentives

While Vanuatu is free of corporate and personal
income taxes (which can be considered to be
non-distortionary systems of direct taxation),
and this is a significant investment incentive,
other government revenue raising measures, e.g.
the business licence fee, impose significant costs
on investors and can induce distortions or disin-
centives for some industries. The Government is
giving particular consideration to the impact on
investment of the various current forms
of indirect taxation, and to possible changes
in them under the comprehensive reform
programme being undertaken.

Investment Promotion

In order to encourage private sector investment
and private capital flows, the Government is
giving consideration to the establishment of an
investment promotion agency. Such an agency
would have the following primary functions:

(a) To initiate investment policy dialogue and
propose investment policy changes;

(b)to build the international image of Vanuatu
as an investment location;
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(c) to undertake investment generation and pro-
motion activities; and

(d)to provide investment facilitation services

Broad Investment Policy

Vanuatu has relied heavily upon its tax haven
status to attract foreign capital and private flows
as part of its long term investment programme. It
believes that tax incentives can influence the
level and pattern of investment but, more impor-
tant, are the overall business climate, the ease of
entry and exit, and the freedom to repatriate
profits. A major difficulty with tax incentives is
that any tax advantages in Vanuatu are often
off-set by taxation on repatriated earnings.
Present global trends in capital flows and invest-
ment have a direct bearing on Vanuatu’s existing
legislation and policies. The Government is
committed to ensure that fundamental reforms
are put in place to respond to these trends.

People, firms and investment are becoming
increasingly mobile. This development has
intensified the search for the best environment
for making sustained profits. Enhanced mobility
has been facilitated by rapid improvements in
transport and communications. This mobility is
especially evident in the services sector where
firms and corporations can be more easily spread
over several countries. The offshore finance
centre in Vanuatu is an example of the effects of
the increased mobility of firms, people and
investment capital.

De-regulation

As part of the concerted effort to mobilise finan-
cial resources and technology, it has become
imperative for the Government to take stock of
existing policies and requirements. Vanuatu
believes that with the integration of the world
economy and with the rapid evolution of the
monetised sector, fundamental changes are
crucial to the continuous development and pro-
motion of its foreign direct investment regime.
The Government is fully committed to under-

take a comprehensive reform programme, both
for the economy and public enterprises, with a
view to increasing economic efficiency and
attracting greater foreign capital flows into
Vanuatu’s economy.

Membership of WTO

The Government is committed to accede to
membership of WTQO, as part of its efforts to
streamline existing policies and become part of
the global liberalisation process. Membership of
WTO will require Vanuatu to introduce/re-define
laws and policies to be consistent with the
Agreement on trade-related-investment mea-

sures (TRIMS) and other WTQO rules.

14 Zimbabwe
Background

Zimbabwe attained independence in 1980.
Because of the political system that was in place,
the new Government inherited a system which
was full of inequities in the areas of health, edu-
cation, infrastructure provision and opportunities
for participation in economic activity.
Government sought to redress this situation
through massive programme in social spending in
these areas. Phenomenal progress was achieved in
the areas of health, education, small holder agri-
culture and provision of infrastructure in the
rural areas where approximately 70 per cent of
the population reside.

The success was however achieved at the
expense of the productive sector. Investment in
this sector was largely ignored during the period
from 1980 to 1990. Gross fixed capital formation
declined to 15 per cent of GDP in the mid
1980s. Private investment fell from 12 per cent
of GDP in 1985 to less than 8 per cent in 1987.
Coupled with this, Government adopted a
number of protectionist and inward looking poli-
cies which saw the introduction of extensive
price controls, labour controls, foreign currency
allocations, import licensing, stringent exchange
controls on both the capital and current
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accounts and there were long delays in process-
ing of import and investment applications. The
net effect was to create a very unconducive
investment environment. On the macro-eco-
nomic side, Government chalked up a high
budget deficit as a result of the large social
expenditure which was financed primarily by
domestic borrowing. This was translated into
high interest rates on the money market, high
inflation and decline of investment in the
economy.

Against this background, in 1991, the country
embarked on structural adjustment programme
whose essence was to re-launch the country on a
road to economic recovery through the stimula-
tion of investment and removing impediments to
growth. The main areas of reform were:

% reduction in fiscal deficit (which in 1991 was

10 per cent of GDP) through introduction of
cost recovery for services provided
Government; elimination of subsidies to
public enterprises and privatisation of these
enterprises; civil service rationalisation, and
increased efficiency in revenue collection;

% deregulation through the removal of controls
to increase domestic competition and provide
entrepreneurs with the freedom to respond to
emerging market opportunities and pressure;
and

% trade liberalisation through the movement

away from the foreign exchange allocation
system to a market based system.

In recognition of the role that foreign invest-
ment was to play in economic development,
the country established through an Act of
Parliament, the Zimbabwe Investment Centre
in 1993 as a “one stop shop” for investment
promotion and facilitation. Since its inception,
the Centre and Government have actively
sought to promote investment into the country
and this has borne some fruit. The following
table gives a breakdown of the investment

approved to date by value, jobs created, and
exports to be generated.

Of this, the total foreign investment amount-
ed to Z$13,83 billion or approximately US$ 1.38

billion.

Lessons from Experience

In Zimbabwe’s experience, the enabling envi-
ronment plays a crucial role in the promotion of
capital flows, as it is the barometer used by
investors in assessing a country’s potential for
business. The decline in investment that
occurred in Zimbabwe during the period 1985 to
about 1991 was due to the risks associated with
unsustainable fiscal deficits, uncertainties and
high cost associated with the forex allocation
system affecting access to investment and inter-
mediate goods and spares, and the relatively high
cost of doing business in Zimbabwe's highly reg-
ulated business environment as a result of price
controls, labour market restrictions and invest-
ment control procedures.

Zimbabwe’s experience shows that special
incentives only work in attracting investment in
an environment that is already conducive to
investment. Sound infrastructure in the form of
roads, telecommunications, reliable power sup-
plies and sound banking and financial
infrastructure are also essential. Special incen-
tives can play an important role in reducing the
cost of the initial capital outlay to the investor
as well as removing impediments, and demon-
strate the host country’s commitment to
promote investment thereby giving the investor
added confidence and security. In Zimbabwe
the incentives that are available are: reduced
corporate tax rates for companies engaging in
infrastructure projects and for investments in
growth points; free importation of capital goods;
low rates on imported raw materials etc., depre-
ciation allowances, and special initial
allowances for establishment expenses.
Zimbabwe has recently established Export
Processing Zones and these have their own
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No. of Projects Value

Jobs Created Exports

Z$1,5 billion

Z$9,6 billion

2$2,26 billion

incentive regime which is similar to what most
countries provided.

Zimbabwe has tended to hold general pro-
motions of the country as a viable investment
location and develop contacts from such pro-
motions. It has tended to rely primarily on
Britain as the prime source of investment due to
former colonial links and British companies
have been targeted for increased investment.
The established companies have been used at
promotional conferences to speak about the
changes that have taken place in the country
and their experiences, as it was felt that such
presentations would carry more weight in the
eyes of potential new investors than presenta-
tions by politicians. Investment conferences
have also been held in other countries which
have investments in Zimbabwe as well those
with which Zimbabwe has good political rela-
tions (e.g. Germany, Malaysia, China,
Singapore, and Australia while plans are afoot to
visit the USA and Japan). Inward missions have
also been held but this has also followed the
same trend i.e. missions from the same
category of countries. Zimbabwe has not devel-
oped strategies for targeting particular types of
investment. This is due to the lack of informa-
tion on the sectors in which it has comparative
strengths and the opportunities that are avail-
able within these sectors. The Zimbabwe
Investment Centre has commissioned work on
Sectoral Studies which are expected to provide
the requisite information to undertake targeted
promotion.

In Zimbabwe the Constitution guarantees
security of individual property. In addition it
has signed bilateral investment protection agree-

ments with the UK, Germany, Netherlands,
Switzerland, Denmark, Malaysia, Portugal,
China, Yugoslavia, Mozambique; those with
France, Sweden and Italy will be signed shortly.
To enforce these agreements Zimbabwe acceded
to, and ratified the 1958 New York Convention
on the Recognition and Enforcement of Foreign
Arbitral Awards and the 1965 Washington
Convention establishing the International
Centre for the Settlement of Investment
Disputes. Zimbabwe is also signatory to the
Multilateral Investment Guarantee Agency
(MIGA) which covers commercial risk on the
part of investors.

Zimbabwe has not yet been adversely affect-
ed by surges in large capital inflows as these have
been restricted. Capital inflows on the money
market remain prohibited while foreign inflows
on the Stock Exchange only started in 1993.
Temporary capital inflow surges have been
experienced especially following receipt of
tobacco proceeds and foreign loan inflows. The
intervention by the monetary authorities has
however been determined by Zimbabwe’s
exchange rate policy which has been to maintain
an exchange rate that promotes exports and
competitiveness with trading partners. When
there have been capital inflow surges, the Central
Bank has intervened to keep exchange rate at a
desired level. To counter the negative impact,
the monetary tools the Central Bank has
employed include: increase in the reserve ratio to
mop up excessive liquidity; increase in the
discount rate at which the Reserve Bank lends
to the commercial banks; and open market
operations.
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