
Country Policies to 

We hav e discusse d th e macroeconomi c polic y 
responses to capital inflow s i n Chapter 5 . There 
is a second categor y o f policies tha t see k to dea l 
directly with the capital inflows themselves. IMF 
(1995, p . 12 ) summarise s th e policie s o f bot h 
types trie d b y nin e differen t developin g coun -
tries over th e pas t severa l years . In thi s Chapte r 
we deal with th e secon d categor y o f policies. 

6.1 Relativ e Merits of Differen t Types 
of Flows 

Evidently the different form s that capital inflow s 
can take have policy implications, but only some 
are relevant t o our concerns, and even these ar e 
often overemphasized . Foreign direct investmen t 
(FDI) ca n b e a  vehicl e o f technolog y transfe r 
and trainin g of local labour . More importan t fo r 
our purpose s i s the clai m tha t i t i s les s volatil e 
than portfoli o investmen t o r ban k lendin g 
(Agosin an d Ffrench-Davis , 1996 , for example , 
call FDI 'fairly stable ' and portfolio investment s 
'notoriously volatile' , asserting that 'i t is unclear 
that developin g countrie s hav e muc h t o gai n 
from thi s form of internationalisation o f finance' 
- pp . 10, 28). Foreign purchase of domestic equity 
shares may have implication s for corporate gov -
ernance o r foreig n influenc e i n th e domesti c 
economy. More relevan t here ar e the dangers of 
stock pric e boom s an d crashe s resultin g fro m 
capital inflows and their reversal; and of a reduc-
tion in domestic savings (wealth effects). Foreig n 
purchase o f governmen t bond s ma y hel p t o 
finance budge t deficit s -  a t a  cost . 

There is evidence, however, that FDI is just as 
volatile as other capital flows (Claessens, Dooley, 
and Warner , 1995) . Direct investor s can and d o 
hedge politica l ris k b y matchin g asset s tha t 
cannot b e moved agains t domesti c liabilitie s o n 
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which they can default. Policy restrictions aiming 
to pus h foreig n investor s awa y fro m portfoli o 
towards direct investment will, on this argument , 
simply change the accounting (see IMF, 1995, pp. 
96-97). Calv o an d Reinhar t (1995 ) als o obtai n 
results suggestin g tha t FD I flows do no t behav e 
with a  significantl y differen t volatilit y (o r 
reversibility) tha n portfoli o flows.  Moreover , a s 
discussed above, Sachs et al. (1996) find that th e 
share o f short-ru n flow s (portfoli o investmen t 
and bank deposits in total inflows had little or no 
explanatory powe r fo r vulnerabilit y t o crisi s i n 
1995. (Franke l an d Ros e (1996) , however , d o 
find tha t a  highe r FD I shar e i s associate d wit h 
lower vulnerability. ) 

Conversely, there i s also recent evidence tha t 
supports openin g domesti c equit y market s t o 
foreign participatio n (se e th e discussio n i n 
Dimirgüç-Kunt and Levine, 1996) . In a sample of 
14 'emerging market' countries during the 1980s , 
capital marke t liberalizatio n yielde d 'rapi d 
improvements i n th e functionin g o f thei r stoc k 
markets' (includin g greate r liquidit y and , i n th e 
longer term , lowe r volatilit y o f stoc k returns) . 
Moreover, furthe r researc h suggest s tha t 'stoc k 
market development i s positively correlated wit h 
the developmen t o f financia l inter -
mediaries...[and] with long-run economic growth 
(p.233)'. Th e latte r relationshi p appear s t o b e 
remarkably strong : '...i f Brazi l and Mexico...ha d 
had the same level of stock market developmen t 
as Malaysia... , the n Brazi l an d Mexic o woul d 
have enjoye d 1. 6 pe r cen t faste r capit a growt h 
each year. (p. 233)' The arguments in this section 
are prima faci e convincin g agains t policie s tha t 
try t o stee r foreig n investmen t int o FD I rathe r 
than portfoli o equit y investment . Overal l view s 
on th e desirabilit y an d effectivenes s o f control s 
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on inflow s var y significantly , eve n i n th e inter -
national financial  institution s - thu s IMF (1995, 
ppl3-14, 108 ) is continuously positive in a range 
of circumstance s whil e Corb o an d Hermande z 
(1994) ar e rather negative . 

Finally, not e als o tha t thos e wh o though t 
non-FDI flows untrustworthy an d dangerous an d 
had bee n predictin g a  halt o r even a  reversal o f 
Volatile, unsustainable ' capita l flows -  a  'har d 
landing' o r 'crash ' -  wer e wrong . Suc h a  vie w 
was doubtless understandable afte r Mexic o (an d 
shared by the international financial  institution s 
that had favoured encouragin g capital inflows) -
but even then, i t was wrong. It should be recalled 
that historically , financial/deb t crise s (i n th e 
1980s, th e 1930s , an d th e nineteent h century ) 
were no t du e t o th e Volatility ' o f th e origina l 
capital flows. 

6.2 Constrainin g the capital flows 
themselves 

Some countrie s hav e nevertheles s sough t t o 
favour FD I per se. And ther e ar e other measure s 
that hav e bee n take n t o influenc e th e siz e an d 
composition of capital inflows (see the summarie s 
on pp.14-15 of IMF, 1995). Policy-makers may be 
concerned tha t th e curren t accoun t defici t cor -
responding to the capital inflow will be so high as 
to threate n confidence ; o r tha t som e type s o f 
capital flow  ar e to o volatil e (se e Sec . 6.1) ; o r 
that foreig n currenc y borrowing , especiall y b y 
commercial banks, is undesirable (i t may increase 
the likelihoo d o r th e cos t o f a  financial  crisis) . 
There i s a  general , an d w e believ e justifie d 
concern tha t th e pace o f financial  liberalisatio n 
has i n som e case s bee n to o fast , an d tha t espe -
cially with domestic financial  underdevelopmen t 
and fragility , ther e i s considerable dange r i n th e 
large and rapid increases in the volume of finan-
cial intermediation tha t capital inflows can bring. 

(i) Favouring  FDI 
One commonl y discusse d possibilit y i s t o plac e 
restrictions on the foreign issuanc e of securities by 
domestic firms. One rationle for such restriction s 
lies in the view that equit y finance  i s more long -

term than finance  throug h ban k lendin g (whic h 
may need continuing rolling over) or through th e 
issue o f bond s (whic h ma y b e mediu m o r shor t 
term an d therefore , again , nee d rollin g over) . 
Another rationale i s that holders of equities may 
find i t mor e difficul t t o withdraw thei r capita l -
because equitiy markets are volatile (and expect -
ed to be so). As we noted i n Section 6.1 , neither 
of these arguments i s watertight. 

(ii) Capital  Controls 
There i s an extensiv e literatur e o n capita l con -
trols, but a s the surve y o f Dooley (1995 ) shows , 
most o f i t relate s t o restriction s o n outflow s 
rather tha n inflows . Overal l view s on th e desir -
ability an d effectivenes s o f control s o n inflow s 
vary significantly , eve n i n th e internationa l 
financial institution s -  thu s IM F (1995 ) i s cau-
tiously positiv e i n a  rang e o f circumstance s , 
while Corb o an d Hernande z (1994 ) ar e rathe r 
negative. On th e on e hand , Singapor e ha s gen -
erally cope d wel l wit h larg e capita l inflow s 
without controls . O n th e othe r hand , notabl e 
examples o f the us e of controls ove r inflow s ar e 
Chile an d Colombi a i n Lati n Americ a an d 
I n d o n e s i a an d Malays i a i n Eas t As ia . 
(Descriptions an d generall y favourabl e assess -
ments o f th e Chilea n an d Colombia n measure s 
are give n b y Agosi n an d Ffrench-Davis , 1996 , 
and LeFor t an d Budnevic h (1996) ; Corb o an d 
Hernandez compar e fou r Lati n America n an d 
five Eas t Asia n countries. ) I n thes e examples , 
different countrie s hav e use d differen t type s o f 
controls a t differen t times , as follows. 

(a) Direc t control s which involv e scrutiny of 
all transactions. This include s dua l 
exchange-rate systems , which, for example , 
have been use d by Chile. (I n such systems, 
it can b e a  requirement t o bring capital i n 
at a  more appreciate d rat e tha n i s applied 
to capital withdrawals. ) Anothe r exampl e 
is that o f Indonesia, where , since 199 1 ,al l 
state-related offshor e commercia l borrow -
ing has required prio r government approva l 
(with aggregat e annua l ceilings) . 

2 6 COPIN G WIT H INTERNATIONA L CAPITA L FLOW S 



(b) Reserv e requirements . I n Chile , fo r 
example, domestic foreign currenc y bor -
rowing has for some years entailed a  30% 
non-interest bearin g deposi t fo r one year ; 
and recentl y thi s has been extende d t o 
cover non-resident purchase s of domesti c 
securities. This tend s t o discourage short -
run arbitrage , but i t i s not costl y enough t o 
deter a  speculative attac k o n th e currenc y 
when th e market s expect a  significan t 
change i n the parity . Colombia use s a 
similar reserve requirement . A s IMF (1995 ) 
points out , thi s can be justified o n pruden -
tial grounds, as a long-term polic y 
instrument. Indeed , LeFor t an d Budnevic h 
(1996) stres s that a  wide range of interven -
tions to deal with capita l inflow s ar e 
equally helpful i n strengthening prudentia l 
regulation o f financial  institutions . 

(c) Limit s on banks ' foreign currenc y liabili -
ties, that i s on th e amoun t whic h bank s 
can borrow abroad , particularly i n foreig n 
currency. Indonesia an d Thailand hav e 
implemented suc h policies . So has 
Malaysia, i n the form o f a prohibition o n 
sales to foreigners o f short-term mone y 
market instruments . 

(iii) Elimination  of  Subsidies to Inward 
Investment 

Many countries still have the remains of regimes 
which wer e designe d t o attrac t foreig n invest -
ment, especiall y int o inwar d lookin g 
manufacturing activities , harkin g bac k t o th e 
time whe n attractin g investmen t wa s difficul t 
and whe n inwar d lookin g manufacturin g wa s 
desirable. These regime s ar e intrinsicall y unde -
sirable -  a s explaine d a t th e beginnin g o f th e 
paper - an d a  time of buoyant capita l inflo w i s a 
good time t o abolish them . 

6.3 Complementar y policies 
There i s a further se t of policies tha t see k eithe r 
to compensate for capital inflows or to limit the m 

indirectly. (Direc t control s o n th e flows  them -
selves will be discussed i n the nex t Chapter. ) 

(i) Relax  Controls on Capital Outflows 
Several countries have thought tha t eliminatin g 
controls on outflows would reduce the net inflow : 
Chile, Colombia , Mexico , th e Philippines , Sr i 
Lanka an d Thailand ar e among those tha t hav e 
taken this approach. Some have found, however , 
that although the relaxation may be desirable i n 
itself, i t may also raise the confidence o f foreig n 
investors an d thereb y stimulat e eve n greate r 
inflows. 

(ii) Quicken  the Pace of Trade Liberalisation 
This i s clearl y a  wa y o f accommodatin g th e 
capital inflows, in that i t encourages the deman d 
for imports at the expense of demand for domes-
tic goods , an d s o dampen s th e macroeconomi c 
boom. But, of course, if it causes a further increas e 
in the attractiveness of investment in the country 
concerned, the n i t will give no rea l respite . 

(iii) Encourage  Higher Domestic  Savings 
This i s also clearly a  way of accommodating th e 
capital inflows , i n tha t i t dampen s th e macro -
economic boom. To put the matter another way, 
to the extent tha t capital inflows are substituting 
for domestic saving, then an increase in the latte r 
may tend t o reduce the former . 

(iv) Switch  Government-Controlled Deposits 
from Commercial  Banks  to the Central 
Bank. 

Indonesia, Malaysia , an d Taiwa n hav e al l 
adopted suc h measures ; by reducing deposit s i n 
the banking system they reduce the ability of the 
banking syste m to lend . 

(v) External  Debt Management 
There i s much t o b e sai d fo r th e 'Doole y rule' : 
that governments should only borrow long and i n 
domestic currencies , s o as not t o b e expose d t o 
capital risk . Calv o an d Goldstei n (1996 ) argu e 
that th e ke y ratio s t o watc h ar e thos e o f short -
term government deb t t o reserves and money t o 
reserves. 
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6.4 Som e further examples 

Kasekende et al. (1996) argue there is consider-
able reason for concern regarding capital inflows 
to six countries of sub-Saharan Africa tha t they 
studied: the size of the flows is substantial; they 
appear likel y t o be unsustainable , indee d (th e 
authors claim) reversible; they have caused sig-
nificant exchange-rate appreciation and volatility 
in both the exchange rate and interest rates; they 
have been spent mainly on consumption. They 
do not wish to see the flow decline, however - so 
they are concerned mainly with composition and 

macro management . Bu t thei r polic y recom -
mendations are constrained by limitations of the 
data -  indeed , a t th e to p of their lis t i s simply 
'improving recordin g mechanism s withou t 
driving flows back t o paralle l markets' . We are 
also sceptical of their faith in sterilised interven-
tion (whic h may, as noted above , be a cause of 
the high real interest rates on government secu-
rities that they deplore) as well as in fiscal policy. 
Both assum e wha t th e dat a ar e inadequat e t o 
prove: th e short-term , unsustainabl e characte r 
of the capital flows. 
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