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Foreword 

Since the mid-1980s there has been a marked increase in international private capital flows with the 
growth of international trade and the increasing economic integration of business activity. Developing 
countries as a whole have witnessed significant increase s in both portfolio flows and foreign invest -
ment. The bulk of these private flows, however, has been concentrated i n a handful o f developing 
economies, including several Commonwealth members, while the rest have yet to receive significant 
private capital inflows. Other economies have been faced with the problem of volatile movements 
in capital flows which have greatly complicated economic management and eroded some of the ben-
efits of international capital mobility and economic reform. 

There is considerable interest among Commonwealth members in ways to attract private capital 
flows an d to minimise the risk of sudden surges in capital movements and to cope with such surges 
should they arise. The Commonwealth Finance Ministers Meeting in Bermuda in September 199 6 
discussed trends in private capital flows and their implications for economic development. In response 
to a request by Finance Ministers, I constituted a working group of senior finance officials to consider 
the role of national and international policies in encouraging private capital flows for investment. The 
Working Group on Privat e Capita l Flows , under th e Chairmanshi p o f Mr. David Peretz , Deput y 
Director of the British Treasury, met in London this year. The Working Group's Report was endorsed 
by th e Commonwealt h Financ e Minister s Meetin g i n Mauritiu s i n Septembe r 199 7 an d th e 
Commonwealth Heads of Government Meeting in Edinburgh in October 1997. 

The Working Group concluded that, in general, private capital flows can bring notable benefit s 
for economic development by increasing growth and investment. To ensure that the spread of the gains 
from increased private flows are maximised by all developing countries, the Group suggested action 
which shoul d b e take n b y nationa l governments , th e internationa l communit y an d th e 
Commonwealth. The Group stressed that the international community has a major role to play in 
promoting inward investment, particularly in countries that have had difficulty i n attracting foreign 
investment, and in establishing multilateral arrangements to enable countries to cope with capital 
surges. As far as the Commonwealth is concerned, the Group recommended that it should do the fol-
lowing: develop a  Commonwealth Cod e o f Good practic e fo r nationa l policie s tha t attrac t an d 
sustain private flows; help groups of countries to develop regional strategies for investment promo-
tion; assis t countries t o improv e th e regulator y an d supervisor y framework fo r thei r bankin g an d 
securities markets ; prepare a  handbook o f bes t practic e i n investmen t promotion ; exten d th e 
Commonwealth Privat e Investmen t Initiativ e t o new regions; and encourage th e creatio n o f pri-
vatisation trus t fund s an d ne w mechanism s fo r ris k insuranc e an d guarantees.  A  numbe r o f th e 
recommendations in the Working Group's Report are now being carried forward by the Secretariat. 
We are also undertaking a follow-up study of the lessons to be learned from recent developments in 
some currency markets and how countries can be protected against the destabilising effects of capital 
market volatility especially when it arises from speculative activities. 

I warmly commend the Report and hope that it will be helpful to Commonwealth Government s 
in formulating national strategies for attracting foreign investment and minimising the risk of sudden 
surges in capital flows. 

Emeka Anyaoku, Secretary-General 
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Executive Summary 

In response to a request from Commonwealth Financ e Ministers at their last meeting in Bermuda i n 
September 1996 , a  Workin g Grou p o f Senio r Commonwealt h Financ e Ministr y Official s me t i n 
London earlie r thi s year t o conside r th e rol e o f national an d internationa l policie s i n encouragin g 
private capital flows for investment. The Group's views reflect a  wide variety of experience: from indus -
trial countries , fro m emergin g markets , fro m som e o f th e world' s mos t dynami c an d competitiv e 
economies, and from som e poor countries tha t hav e ye t to benefit fro m development s i n the globa l 
economy. But despite these differences, th e Group found tha t the y have a  good deal of shared expe -
rience, and tha t the y have had t o face a  number o f common economi c challenges . 

(ii) Th e Group's overriding conclusion i s that private capital flows - whic h have increased dramati -
cally in recent years - ca n bring substantial benefits t o an economy by promoting growth and 
investment. Some countries, however, have not yet been able to attract private capital flows of 
any significance. And i n others, volatile movements in capital flows - whethe r due to externa l 
developments ,  contagion effects o r to domestic factors, including policy changes - hav e greatly 
complicated economic management an d eroded some of the benefits . 

(iii) Ther e are , however, a number of measures that national governments and the internationa l 
community can take to facilitate an d attract private capital flows; to minimise the risk of sudden 
surges in capital movements; and to cope with such surges should they nonetheless arise . In con-
sidering the role of national policies to attract private capital, the Group drew the followin g 
conclusions: 

• Sustaine d implementatio n o f sound macroeconomic and structural policies is as important fo r 
attracting and sustaining private capital flows as it is for promoting healthy domestic investment . 

• Investor s are attracted by stability in the political process, and by reliable and transparent legal , 
accounting, regulatory, and tax systems. 

• Th e early establishment of robust and well regulated financial  an d banking systems is important, 
and essential to safeguard agains t financial  stres s in the event of a reversal, or a large change, of 
capital flows 

• Ope n trade and clear investment policies , particularly i n well-integrated an d rapidly growing 
regions, provide the best environment for foreign investor s to operate in . The relaxation of foreign 
exchange restrictions can in itself help to attract private capital flows. 

• Regiona l integration can therefore b e helpful i n attracting private capital flows. This may in turn 
require improvements in transport, communication, an d other market links within the region. It 
would, however, be counter productive for countries to pursue regional integration a t the expens e 
of wider multilateral trade and investment liberalisation . 
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• Wher e i t is prudent t o do so, institutional investor s in more developed economies should be 
allowed to take advantage of increasing opportunities for portfolio diversification throug h th e 
relaxation of restrictions on the share of their assets that can be held i n foreign markets . 

• Government s should be careful abou t imposing restrictions on foreign ownership and conside r 
whether existing restrictions are necessary or usefu l 

• Countrie s should take advantage of privatisation programmes, and private involvement i n domes-
tic infrastructure projects , as a way of attracting foreign investor s and improving the quality of 
infrastructure. 

• Investment s i n a well functioning physica l infrastructure ca n also in itself help to attract privat e 
capital flows 

• A  skilled and trainable workforce i s another key factor i n attracting investment . National pro-
grammes to invest i n human capita l are critically important t o enhance competitiveness an d 
attract investment i n higher value added activities . 

(iv) Th e Group recognised, however, that even after th e implementation o f some of these mea-
sures, it can take a number of years to establish credibility among the internationa l investmen t 
community - especiall y for those countries which are new to international capita l markets . 
Good marketing in the form of investment promotion and targeting strategies can help t o 
overcome barriers and establish this credibility. It can also help to attract investment s from 
new sources, especially into niche sectors. 

(v) I n considering appropriate national policy responses to surges in capital flows, the Group drew 
the following conclusions : 

• Gettin g the fiscal-monetary  polic y mix right, and encouraging domestic saving, can help to reduce 
the risk of volatile swings in private capital flows. 

• Th e basic economic policy choices in handling capital inflows are: 

- permittin g flexibility  i n the exchange rate with some nominal appreciation ; 

- fiscal  polic y tightening; an d 

- sterilise d intervention an d temporary controls on capital flows. 

• Countrie s will want to use a combination o f these policies according to their circumstances. With 
this in mind, the Group also noted that : 

- monetar y expansion t o counter any nominal exchange rate appreciation i s not recommended : 
in due course i t will lead to faster inflatio n an d therefore rea l exchange rate appreciation ; 

- ther e will be limits on the extent of possible fiscal tightening i n the short run; and 

- sterilisatio n an d controls on capital flows can provide short term breathing space but may not 
be effective i n the event of large and persistent capital surges. 

• Potentia l volatility in capital flows also has implications for the sequencing of reforms and th e 
speed of capital account liberalisation . The Group agreed that the process of liberalisation i s likely 
to vary according to the circumstances of individual countries, but tha t experience suggested a 
number of steps that governments should take before opening up their capital account : 
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- improv e public sector finances, reduce inflation, and reduce external imbalances; 
- strengthe n domestic financial markets, by improving financial infrastructure and the regulatory 

and supervisory framework for banks and other financial institutions, and by lifting restrictions 
on interest rates and the allocation of loanable funds; 

- tackl e other major structural distortions in the economy; and 
- afte r capital account liberalisation has taken place, governments need to continue to monitor 

both capital flows and their financial sectors - an d to do so more carefully than in the past. 
(vi) Th e Group also stressed that the international community has a key role to play, both in facili-

tating private capital flows - i n particular to those countries that have yet to attract significant 
private investment and are at risk of marginalisation - an d in putting in place multilateral 
arrangements to help countries to cope with capital surges. 

• Th e International Financial Institutions can help to improve the economic prospects of all coun-
tries, through their advice, through lending and co-financing of public and private projects, and 
through the provision of guarantees against loans from international banks. By doing so, they play 
a valuable catalytic role in increasing capital flows - particularl y to those countries which are not 
yet familiar to international investors. 

• Th e Group welcomed the World Bank Group's use of guarantees to catalyse private sector devel-
opment. It emphasised that guarantees should provide additionally in access to resources and an 
equal treatment to both foreign and domestic investors. It noted the role of the Multilateral 
Investment Guarantee Agency (MIGA) in covering political risks, and that the Bank was endeav-
ouring to provide guarantees to private lenders to support infrastructure development . 

• Th e Group recognised the importance of enlarging the IMF's responsibilities and jurisdiction in 
respect of capital flows. It noted that, following an appropriate amendment of its Articles, the IMF 
would be well placed to help its members to liberalise their capital accounts when they are ready 
to do so and satisfactory transitional and other arrangements are in place. 

• Th e Group welcomed the IMF's new Emergency Financing Mechanism and the expanded New 
Arrangements to Borrow, and would like to see an early increase in IMF quotas that is sufficient t o 
enable the Fund to respond adequately, quickly and flexibly to countries facing financial crises. 
The Group also stressed the need for advancing procedures for orderly workouts of sovereign debt. 

• Th e Group also supported arrangements among Central Banks at the regional level to provide 
emergency assistance in dealing with short term capital surges. 

• Wit h respect to the emerging role of the WTO in investment matters, the Group recognised the 
need for consistency and avoidance of duplication between the IMF and the WTO in the treat-
ment of investment. 

(vii) Finally , the Group considered the specific role that the Commonwealth should play in enhanc-
ing and sustaining private capital flows to its members. The Group agreed that the 
Commonwealth, acting through its Secretariat, could and should build on its existing role in 
the following ways: 

• develo p a Commonwealth 'Code of Good Practice' for national policies that attract and sustain 
private capital flows; 
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• hel p groups of countries develop regional strategies for investment promotion; 

• assis t countries to improve the regulatory and supervisory framework for banking and securities 
markets; and to create an enabling legal environment for inward investment; and to monitor 
capital flows; 

• dra w up a hand book of best practice in investment promotion; 

• exten d the Commonwealth Private Investment Initiative to new regions; and 

• encourag e the creation of Privatisation Trust Funds and new mechanisms for risk insurance and 
guarantees. 
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At their meeting in Bermuda in September 1996 , 
Commonwealth Financ e Minister s discusse d 
international privat e capita l flows  an d thei r 
implications fo r economi c policy . The y foun d 
much common experience, and asked a group of 
Finance Ministr y official s t o consider th e issue s 
further, t o compar e experiences , an d t o repor t 
by their next meeting in Mauritius in Septembe r 
1997. 

2 Th e Secretary-General was asked to consti-
tute a small working group of senior 
Commonwealth finance  officials o n a broad 
geographical basis, and with diverse experi-
ences in attracting private capital flows. Mr. 
David Peretz, Deputy Director of the British 
Treasury was elected to chair the meetings. 
The Working Group consisted of the follow -
ing country representatives: Mr. Paul Barry, 
Chief Representative of the Reserve Bank of 
Australia; Mr. O. K. Matambo, Permanen t 
Secretary, Ministry of Finance and 
Development Planning of Botswana, Mr. 
Alister Smith, Director and Mr. Bruce 
Rayfuse, Senior Chief, International Financ e 
and Economic Analysis Division, Departmen t 
of Finance, Canada; Dr. George Yankey, 
Director in the Legal, Private Sector & 
Finance Institutions Division of Ministry of 
Finance, Ghana; H.E. Professor Haveloc k 
Ross-Brewster, Ambassador of Guyana to the 
European Community, Brussels ; Dr. Y.V. 
Reddy, Deputy Governor of the Reserve Bank 
of India; Mr. Locksley Smith, Specia l 
Assistant to Minister of Finance, Jamaica; 
Datuk Dr. Aris Othman, Deputy Secretary-
General of Ministry of Finance, Malaysia; Mr. 
D. Manraj, Financial Secretary, Mauritius; Mr. 

Mueen Afzal, Permanent Secretary in the 
Ministry of Finance, Pakistan; Mr. Lesetj a 
Kganyago, Ministry of Finance, South Africa ; 
Mr. E. Tumusiime-Mutebile, Permanen t 
Secretary and Secretary to the Treasury, 
Uganda; Mr. William Reuben Abel, First 
Secretary in the Ministry of Finance, 
Vanuatu; and Mr. G.D. Nyaguse, Chief 
Economist, Ministry of Finance, Zimbabwe. 

3 Th e Group also benefited fro m th e valuabl e 
participation of Dr. Kate Phylaktis of City 
University as their rapporteur, Mr. Pedro 
Alba from the World Bank; Mr. Matthew 
Fisher and Ms. Susan Schadler of the IMF. 
There were a number of invited experts: Mr. 
Azizali Mohammed, former Directo r of IMF 
and Adviser to G24; Professor Richar d 
Portes, Director of Centre for Economi c 
Policy Research (CEPR) ; Mr. Chris Tillet , 
Associate Director of Coopers & Lybrand ; 
Mr. Kent Durr , Chairman Elec t of CIGA Ltd ; 
Mr. Robert Binyon, Managing Director of the 
Commonwealth Developmen t Co-operatio n 
(CDC). Mr. Rumman Faruqi , Director of 
Economic Affairs Divisio n of the 
Commonwealth Secretaria t and his col-
leagues, Dr. Raj Kumar, Dr. Kaniz Siddique, 
Datuk Ramesh Chander and Dr . Bishakha 
Mukherjee contribute d t o the work of the 
Group and the preparation of the report . 
Valuable contribution was also made by Mr. 
Robert Burgess of the British Treasury. 

4 Th e Group, like the Commonwealth, repre-
sented wide range of different countries : 
industrial countries, emerging markets, some 
of the world's most competitive and dynamic 
economies, and some poor countries in danger 
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of marginalisation from the developments i n 
the global economy that are bringing benefit s 
to other parts of the world. Despite these dif-
ferences the Group found tha t they have a 
good deal of shared experience, and have had 
to face a number of common economic chal-
lenges. 

5 Th e Group met twice, in February and June 
1997, and this is its report. The report is 
divided into the following sections : 

2 th e growing role of private capital flows: 
opportunities and constraints ; 

3 nationa l policies for enhancing and sus-
taining private capital flows; 

4 handlin g volatility ; 

5 th e role of the internationa l institutions ; 
and 

6 th e role of the Commonwealth . 

The las t fou r section s ( 3 t o 6 ) includ e ke y 
conclusions, grouped together at the end of each 
section. Papers on individual country experiences 
are at the Annex . 

6 Th e Grou p focused it s conclusions i n thre e 
main areas : 

a wha t can and should individua l 
Commonwealth countrie s do to promote 
and handle internationa l flows of private 
capital; to guard against economic risks; 
and to reap the maximum economi c 
benefit; 

b wha t should th e internationa l communi -
ty and institution s d o to enhance privat e 

capital flows and dea l with systemi c 
risks; 

c ho w the Commonwealth ca n help in th e 
process: by spreading best practice amon g 
member countries; through policy advice 
and direct action through technical assis-
tance and other means; and by 
co-operating and discussing togethe r 
actions that i t wishes the internationa l 
institutions to take. 

In each area the Group has given special 
attention t o the problems of countries i n 
danger of being marginalised from the bene-
fits of international capital flows. The centra l 
and overriding conclusion of the Group is 
that there are considerable benefits t o be had 
from internationa l capita l flows; that over th e 
medium-term ai l countries can secure these 
benefits by developing the right kind of 
enabling environment for investment i n thei r 
economies. However, in the short- t o 
medium-term, there is much that the inter -
national community and the Commonwealt h 
can do to help in the process. These conclu -
sions are very much in line with those of 
other recent studies such as the World Bank' s 
report: "Private Capital Flows in Developin g 
Countries" (1997) and the Commonwealt h 
Secretariat papers "Coping with 
International Capital Flows" by Richard 
Portes and David Vines (1997)and "Privat e 
Capital Flows and Development: The Role of 
National and International Policies" by 
Gerry Helleiner (1997) . 
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2 

Growing Role of Private Capital Flows to 
Developing Countries in the 1990s 

Opportunities and Constraints 

1 Overvie w 
The pattern of private capital flows 

8 Internationa l capital flows have increase d 
markedly since the early 1970 s and have, 
arguably, become as important as trade flows 
in promoting global economic integration . 
For the advanced economies, annual average 
gross foreign direct investment flows increased 
more than six fold between 1973-7 8 and 
1989-94, while portfolio investmen t outflow s 
increased 26 fold over the same period. 

9 Th e increase in private capital flows to devel-
oping countries, both i n terms of foreign 
direct and portfolio investment , has been 
even more marked. This trend has continued 
in recent years, not withstanding a brief 
pause in the first half of 1995 when debt an d 
equity flows to some countries all but dried up 
following the Mexican peso crisis. Private 
capital flows to developing countries as a 
whole no more than flattened  ou t in 199 5 
and have since increased by a further 5 0 per 
cent. 

10 Developin g countries are now an importan t 
destination for global private capital. Their 
share of foreign direct investment flows has 
risen from a low point of around 1 5 per cent in 
1990 to 40 per cent in 1996 . The rise in their 
share of global portfolio equity flows, over the 
same period, has been even more spectacular, 
from 2 per cent in 1990 to 30 per cent. 

11 There have also been some importan t 
changes in the nature and composition of 
capital flows: 

• th e increase in private capital flows has 
coincided with a decline in official flows, 
which have fallen by around one half 
since the mid-1980s . Five years ago, offi-
cial flows to developing countries were 
larger than private flows. But private 
capital flows are now five times the size of 
official flows. 

• th e fastest growth has been in portfoli o 
investment -  bot h i n debt instrument s 
and in equity. Foreign direct investmen t 
has also grown very rapidly. 

Graph 1 Privat e capital flows 
Net flows to developing countries $bn 
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• th e relative importance of commercial 
bank lending, which used to account for 
more than 65 per cent of all private flows 
to developing countries, has fallen dramat-
ically. And, finally, there has been a shift 
in the destination of flows towards private 
borrowers. Public sector borrowing now 
accounts for less than one fifth of total 
private flows. 

2 Marginalisatio n 

12 New competition for capital has also emerged 
as economic and political conditions in 
Eastern Europe and Russia as well as in other 
parts of the world have improved. Since the 
mid-1980s, the number of developing coun-
tries that have been able to access the inter-
national capital markets has been increasing 
steadily. Around 30 countries are today con-
sidered credit-worthy by the international 

capital markets and banks. And, increasingly, 
these countries are able to attract private 
capital through a combination of different 
channels rather than relying entirely on 
banking flows or foreign direct investment for 
example. In most cases they still have to offer 
higher returns than industrial countries, 
reflecting the higher perceived risks. 

13 Yet despite these developments, private 
capital flows to developing countries remain 
highly concentrated among a few economies. 
A dozen countries account for 80 per cent of 
net private capital flows to developing coun-
tries, while around 140 countries account for 
less than 5 per cent of flows. Much the same 
pattern applies to Commonwealth develop-
ing countries - si x of which accounted for 
over 90 per cent of all private capital flows 
between 1990 and 1995 (see Graph 2). These 
difference are much less stark, however, when 

Graph 2 Concentratio n of private capital flows 
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capital flows are scaled according to the size 
of the recipient economy, particularly amon g 
Commonwealth countrie s - many of which 
are small Moreove r there may be under-
recording of flows in some cases, particularly 
in Africa. (I n general, the Group notes tha t 
following liberalisation of exchange controls , 
countries need to establish new ways to 
capture data on inflows and outflows. ) 

14 Some developing country members such as 
Malaysia and Singapore are now foreig n 
investors themselves. South Africa i s also 
becoming a source of investment for th e 
Southern and East African region . Intra -
regional private capital flows between devel-
oping countries have been a new feature o f 
the 1990s . This feature i s most marked i n 
terms of foreign direct investments in Asia, 
where intra-regional flows have accounted fo r 
around three-quarters of total direct invest -
ments in recent years. 

3 Benefit s of private capital flows 

15 The potential benefits of internationa l 
capital flows are substantial as demonstrated 
by the experience of the East Asian and Lati n 
American countries. It has contributed t o th e 
shift i n the thinking about the need fo r 
capital account liberalisation . 

16 In some senses, the benefits are similar to th e 
gains from international trade - bot h for indi -
vidual countries and for the world econom y 
as a whole. When combined with a more 
open trading system, capital liberalisatio n 
allows capital to flow to where i t produces th e 
greatest return, sharpening the incentives t o 
save and invest , and helping to maximise 
economic growth. Access to internationa l 
capital markets also allows companies an d 
individuals new and better ways to manage 
their risks. For all these reasons industria l 
countries have, in recent years, removed 
restrictions on private capital outflows . 

Where i t is prudent t o do so, they should also 
consider relaxing any remaining restrictions , 
for example, in the share of institutiona l 
portfolios tha t can be held i n foreign markets . 

17 Foreig n investment als o encourages th e 
transfer o f technology, management skill s and 
know how, with substantial benefits for host 
economies. Pressure on domestic companies, 
either to compete with foreign investors , or 
to compete among themselves in order to 
attract foreign investment , may also help t o 
boost domestic productivity. Foreign invest -
ment could improve export performance i f it 
takes place in export oriented activities . In 
addition, foreign investmen t can also aid th e 
process of privatisation and in channellin g 
investments into infrastructure development . 

18 Foreign investmen t and the associate d 
spillovers can have particularly beneficia l 
effects on national financial  market s by 
enhancing the depth and efficiency o f those 
markets. The improve d ability of the finan-
cial sector to allocate scarce resources can 
have strong positive knock-on effect s fo r 
growth and investment . 

19 Some have questioned whether privat e 
capital flows can redistribute world-wid e 
savings on any major scal e - noting , fo r 
example, that ther e i s a tight link betwee n 
national savings and investmen t rates . 
Government policies , the argument goes, 
would be better targeted a t boosting domes-
tic savings from which the bulk of invest -
ment wil l have to be financed.  Ther e is, 
however, a  strong presumption tha t thes e 
policies to encourage domestic savings will 
also attract foreign savings . In most cases, 
they are likely to be complementary sinc e 
domestic investor s often influenc e foreig n 
perceptions. Private capital has therefor e 
tended t o flow to those countries whic h 
already enjoy high domestic investmen t 
levels - tha t i s where the relative rates of 
returns are higher . 
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4 Problem s and risks of privat e 
capital flows 

20 Privat e capital flows do, however, carr y 
potential risks and costs , including contagio n 
risks. The presence of microeconomic distor -
tions in the economy can, for example, exag-
gerate and misdirect flows. That i s why some 
countries, such as the UK, have pursue d 
capital account liberalisation after , o r as part 
of, a  broader series of structural reforms . 
Experience indicate s that countries tha t 
have benefited mos t from capita l inflows , 
have been those that have successfully liber -
alised thei r domestic economies and reduce d 
external barriers. 

21 Capita l flows can also greatly complicat e 
macroeconomic management, particularl y 
where capital flows are volatile. Capita l 
account liberalisation i n itself reduces th e 
ability of domestic monetary authorities t o 
set monetary policy independently o f inter -
national interes t rates. The impossibilit y of 
simultaneously maintaining free capital flows, 
monetary autonomy, and fixed exchange 
rates leaves policy makers with difficul t 
choices to make when faced with surges in 
capital inflows or their sudden reversal. There 
are other types of problems as well. Some 
countries remain concerned t o limit foreig n 
ownership, at least in some industries . 
Fluctuation i n capital flows can expose weak-
nesses in domestic banking system. The pos-
sible responses to counteract thes e difficultie s 
are discussed in sections 3 and 4. 

22 Bu t the constraints on domestic macroeco -
nomic policies can also have some very posi-
tive effects. Exposur e to internationa l 
financial market s imposes a discipline o n 
governments which encourages the adoptio n 
of appropriate policies and, ultimately, tend s 
to reward good policies. Equally, of course, i t 
can increase the risks and costs when polic y 
mistakes are made. 
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5 Sustainabilit y of private capital 
flows 

23 Rapi d increases in private capital flows in 
recent years have been driven by a number of 
forces in both developed and developin g 
countries. Increasing competition and rising 
costs in domestic markets - initiall y in indus-
trial countries but also, more recently, in a 
handful o f developing countries - hav e 
encouraged firms to look for opportunities t o 
increase efficiency an d returns by producing 
abroad. This has led to an increase in foreig n 
direct investment flows and the increasin g 
globalisation of production. Financia l 
markets have also become more globally inte-
grated following interna l and external dereg-
ulation, advances in communication an d 
information technology , and the develop-
ment of increasingly sophisticated financial 
instruments. For the most part, these process-
es still have some way to run before globa l 
product and financial  market s could be said 
to be fully integrate d 

24 Shor t term factors can, of course, also have a 
role in driving capital flows. The initia l 
impetus for some of the surge in capital flows 
in the early 1990 s was probably a search for 
higher yields following a  decline in interes t 
rates and a prolonged recession in th e 
advanced economies. In the las t few years, 
however, private capital flows to developin g 
countries have withstood rising global inter -
est rates in 1994 , the Mexican peso crisis of 
1994-95, and the availability of substantial 
returns on US and, to a lesser extent , 
European equities in the last two years. 

25 Developin g countries for their part hav e 
increased the attractiveness and accessibilit y 
of their markets by embarking on macroeco -
nomic stabilisation and structural reform pro -
grammes, progressive reductions in barriers to 
trade and investment , measure s to liberalis e 
and strengthen thei r domestic financial 



markets and privatisation of public enterpris-
es. As the resulting improvements in eco-
nomic fundamentals an d creditworthines s 
began to take hold, and as emerging markets 
became more 'familiar' t o investors, long 
term rates of return and opportunities fo r 
portfolio risk diversification hav e becom e 
attractive to some international investors . 

26 Institutiona l investor s i n advance d 
economies have played a  particularly 
important rol e in this respect. Mutua l 
funds, whic h ten d t o be less heavily regulat -
ed than othe r institutions , have been a t th e 
forefront o f increasing internationa l diversi -
fication. Mor e than 3 0 per cent o f new 
investments by US mutua l funds wen t t o 
emerging markets between 199 0 and 1994 . 
Pension funds hav e now started t o follo w 
this trend. The shar e of foreign asset s i n 
pension fund portfolio s ha s risen from 7  per 
cent to 1 1 per cent between 198 9 and 199 4 
- equivalen t t o an increas e i n internationa l 
investments by pension funds o f nearly 
$500 billion. In the UK, where th e proces s 
of international diversificatio n i s more 
advanced tha n i n most countries , the shar e 
of international asset s in pension fund port -
folios has stabilised a t around 2 7 per cen t 
over the las t few years . 

27 The tren d towar d internationa l portfoli o 
diversification is , arguably, still at an earl y 
stage. Pension funds i n most countries ar e 
still bound b y ceilings on thei r exposure t o 
foreign investments . But even where ther e 
are no such limits , the share of developin g 
country asset s in the portfolios o f institu -
tional investor s i s still small and wel l below 
their share i n world market capitalisatio n o f 

around 1 0 per cent . I n the US , for example , 
mutual an d pension funds hol d a n averag e 
of around 2  per cent o f their portfolios i n 
emerging marke t assets . Moreover, agein g 
populations i n most advance d economie s 
are generating demand s for higher return s 
and pressure s for pension reforms , whic h 
are likely to lead t o substantial increase s i n 
global pension fund asset s over the next 2 0 
years or so. The Grou p agreed tha t wher e i t 
is prudent t o do so, institutional investor s 
should b e allowed t o take advantage o f 
increasing opportunitie s fo r portfolio diver -
sification throug h th e relaxation o f restric-
tions on th e share of their asset s that ca n b e 
held i n emerging markets . 

28 On th e whole , these developments sugges t 
that recen t increase s in private capita l flows 
are sustainable . Sustainability, however , i s 
not th e sam e as stability o f capital flows. 
Stability wil l depend i n part on event s i n 
the worl d economy: the potentia l instabili -
ty of private capita l flows makes i t eve n 
more importan t tha t th e majo r countrie s 
should follow stabl e and predictabl e eco -
nomic policies . Even then , ther e wil l be 
unpredictable event s affecting globa l 
capital markets . In addition, flows to partic -
ular countries wil l fluctuate,  reflecting , fo r 
example, shifting perception s o f a country' s 
economic an d policy fundamentals, o r one-
off investmen t opportunitie s associate d 
with privatisation . Fo r all these reasons i t is 
necessary t o have i n place national an d 
global arrangement s tha t provide safeguard s 
in th e even t o f sudden o r large changes i n 
the volum e and directio n o f flows. 
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Enhancing and Sustaining Private Capital Flows 

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

1 Commitment , credibility and 
sustainability of economic reforms 

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

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

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

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

2 Ope n markets 

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

34 Trade liberalisation tends to raise the rate of 
return on investment in countries which 
then become more attractive places in which 
to invest. There may be adjustment problems 
in the short run, but over time a move to 
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more open trade policies allows a country to 
exploit its comparative advantage in produc-
tion, and promote the importation of lowest-
cost products, often with embedded advanced 
technology. Trade also allows a country to use 
a larger variety of intermediate goods and 

capital equipment that then enhance the 
productivity of its own domestic resources. 

35 The relaxation of foreign exchange controls 
themselves can also help to attract capital 
inflows. Private investors will want ready 

Graph 3 Proportio n of developing counties with .. . 
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access to foreign currency to import goods, 
and the freedom t o remit dividends and 
profits and to repatriate capital. Relaxing 
controls on capital outflows can, therefore , 
encourage capital inflows (an d the return of 
flight capital) because investors have th e 
assurance that they can disinvest i f they wan t 
to do so. In practice, the impac t of foreign 
exchange controls (and thei r removal) o n 
capital movements i s difficult t o observe 
directly. Country experience has been mixed . 
But experience i n recent years has been tha t 
removing exchange controls has tended t o 
coincide with an increase rather than a 
decline in net capital inflows . 

3 Regiona l integratio n 

36 Acces s to large markets remains important i n 
attracting foreign investment s that are geared 
mainly to those local markets. Some of the 
largest recipients of foreign direc t investmen t 
have very large market themselves or, as in 
the case of India, the potential to develop 
such markets. 

37 Greate r regional integration i s often propose d 
as a means of, amon g other things , attractin g 
foreign investmen t -  especially for thos e 
countries that do not have large domestic 
markets themselves. Where domestic market s 
are small and fragmented b y distance an d 
poor infrastructure, regiona l integration ma y 
be the only way to provide the economies of 
scale necessary to attract domestic market -
orientated investments . 

38 Sub-Sahara n Africa includin g South Africa , 
has a sizeable market in terms of purchasing 
power and population. But this is spread over 
enormous distances with poor interconnec -
tions in terms of transport, communicatio n 
and other market links . Effective integratio n 
could greatly improve the chances of sub-
Saharan African countrie s to attract foreig n 
investment, i f this were supported by 
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improvements in physical infrastructure . 
There have been a number of efforts a t such 
integration, but without much success. 
Regional trade remains very limited and th e 
lack of appropriate infrastructure remain s a 
major barrie r to the success of any furthe r 
efforts. 

39 Suc h regional arrangements need also to be 
open to trade with the rest of the world. The 
creation of regional blocs with significan t 
external tariffs can have negative conse-
quences for the countries that are excluded 
from them . This is a risk facing som e 
Caribbean countries as NAFTA threatens t o 
divert foreign investmen t away from them 
and towards, principally, Mexico. 

4 Stabilit y and transparency 

40 A s noted i n para 29, appropriate macroeco -
nomic policies and an open foreign exchang e 
regime alone may not be sufficient fo r devel-
oping countries to sustain large private 
capital inflows. Stability and transparenc y 
need to be established i n a number of key 
environments i n which investor s must 
operate. Private capital flows are more likely 
to be deterred i n the absence of : 

• a  stable institutional framework  fo r man -
aging political chang e 

• goo d governance: particularly transparen -
cy and accountability i n public policy 
making 

• well-define d propert y rights, which are 
enforced throug h sound legal and 
accounting frameworks  (th e Group note d 
the good track record of Commonwealt h 
countries); and 

• clea r and transparen t ta x codes. Relatively 
low and stable corporate tax rates tend t o 
be more important than a  tax regime with 
many special or discretionary concession s 
offered t o particular investors . 



5 Attitud e to foreign ownership 

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

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

43 There are also practical difficulties i n placing 
restrictions on foreign ownership. Foreign 
investors are often able to circumvent restric-
tions by channelling their investments 

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

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

6 Privatisatio n 

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

46 Between 1988 and 1992, foreign sources pro-
vided about 30 per cent of total privatisation 
financing fo r developing countries. 
Privatisation has been particularly important 
for some countries in Latin America and the 
Caribbean and, more recently, in eastern 
Europe where the public sector has tradition-
ally played a greater role in the economy. In 
Jamaica, for example, the privatisation pro-
gramme accounted for about 40 per cent of 
foreign direct investment flows between 1987 
and 1990. While foreign investment in priva-
tised infrastructure wil l not have as direct an 
impact on export earnings as investment in 
exporting activities, the improvement in 
infrastructure may nevertheless be crucial for 
success in exporting. 
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Box 1 Compositio n of foreign investment: FDI versus 
portfolio flows 

Most countries have, to varying degrees, sought to influence the composition of capital inflows, typ-

ically favouring foreign direct over portfolio investment. Ownership restrictions may also vary by 

sector, with lower limits frequently imposed in banking and financial sectors. This is motivated by 

a number of factors: 

• general political economy concerns about foreign investors owning domestic companies which 

can in turn be magnified by a lack of transparency in the mergers and acquisitions process; 

• fears that portfolio investors lead to volatility in asset markets insofar as they cause prices to move 

more sharply than would be justified by 'fundamental· factors. Portfolio investors, the argument 

goes, are interested in short run capital gains and dividends rather than in contributing to the 

long run health of domestic companies (and hence the domestic economy as a whole). Foreign 

direct investors, by contrast, are presumed to base their decisions on longer term economic and 

political fundamentals, and are therefore less volatile in their short term behaviour; 

• fears that, because of their wealth, foreign investors will be able to buy large shares in domes-

tic firms and capture the majority of capital gains and dividends that flow from rapid economic 

growth. 

The effects of foreign equity investment on domestic corporate performance are debatable. On the 

one hand, some investors tend to follow an index-based approach and have little interest in under-

lying performance of the companies in which they invest. Others may simply be unable to play an 

effective role in domestic corporate governance because they do not have enough information to 

do so. Ownership restrictions, however, by confining foreign investors to small equity stakes, can rein-

force such ineffectiveness. 

On the other hand, foreign equity investment can lead to improvements in company performance, 

through demonstration effects as domestic companies seek to attract foreign investment, and also 

foreign practices are adopted by domestic shareholders In India, for example, foreign portfolio invest-

ment in domestic financial institutions has led to better corporate governance, both directly in the 

institutions involved, and indirectly on a wider scale by setting a new benchmarks in standards. 

A preferable way to provide a counter-balance to foreign involvement in domestic equity markets 

would be to build up domestic institutional funds (pensions and mutuais). A stronger domestic insti-

tutional base would provide additional depth and liquidity to domestic capital markets. Domestic 

institutional investors could help to stabilise those markets by stepping in if, for example, many 

foreign investors were selling at the same time for reasons not related to domestic factors or to the 

domestic capital markets. This may in turn require further reforms of the domestic legal and regu-

latory framework for investment, particularly in the area of investor protection. 
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7 Infrastructur e 

47 Th e importance of good physical infrastruc -
ture in attracting foreign investmen t i s also 
largely self evident. For example, Hong Kong 
and Singapore, have remained attractive t o 
foreign investor s because of good infrastruc -
ture, despite being high wage economies. 

8 Huma n capital 

48 While cost of labour does remain a factor , 
upgrading of skills is increasingly importan t 
in attracting inward investment . A hos t 
country with a larger supply of trained an d 
trainable labour is likely to attract mor e 
foreign investmen t than others . This invest -
ment i s also more likely to be of higher 
quality and in linkage intensive-activitie s 
such as engineering, that require a strong 
local supplier base with a diverse range of 
technical skills, but also allow the hos t 
economy to capture the beneficial spillove r 
effects o f foreign investmen t more readily. So 
national policies to improve levels of human 
capital are of great importance . 

9 Investmen t promotion , targeting 
and special incentives 

49 Promotio n and targeting strategies can also 
be successful i n attracting inward investment . 
Success is dependent on the development of 
clear long term strategies. The most success-
ful investment promotion agencies tend t o 
have, for example, a comparatively narro w 
focus - concentratin g on identifyin g specifi c 
opportunities and targeting them very closely 
both in terms of sectors and specific market s 
that they regard as being particularly effectiv e 
for them. Uganda, for example, is looking 
towards Malaysia as a more likely source of 
investment than Singapore. Other agencie s 
are also starting to target individual compa -
nies. 

50 Perception s among potential investor s can be 
particularly important . African countries , for 
example, suffer from a  blanket imag e insofa r 
as they tend to be regarded as a single entity 
- an d one that i s failing. South East Asia by 
contrast now has an exceptionally powerfu l 
image as a stable and strong economic base. 
Investors, therefore, accept lower rates of 
return i n Asia than they do in Africa . 
Perceptions can, however, change rapidly as 
the recent currency crises in a number of 
South East Asian economics have demon -
strated. 

51 Follo w up and use of networks to support 
existing investors are also of fundamenta l 
importance, in two ways: 

• b y generating reinvestment which i s a 
common feature amon g the biggest recipi-
ents of foreign investmen t 

• b y maximising the value of the investmen t 
to the domestic economy and helping t o 
embed those investments into th e 
economy. Companies which are tied int o 
the local economy, use local suppliers, 
have local markets, and are involved i n 
local joint ventures, are less likely to move 
than simple assembly or 'screw-driver ' 
operations that impor t most of their input s 
and export most of their outputs. This i n 
turn places a premium on investment i n 
education an d human capital to raise the 
skill levels of local labour forces . 

10 Th e role of financial market s 

52 Th e strength of domestic financial  market s 
and the banking sector in particular i s a key 
factor i n enabling a country both to avoid th e 
pitfalls and exploit the benefits o f integration 
with the internationa l capita l markets . 

53 Privat e capital flows carry dangers for vulner -
able financial  systems , as discussed below. But 
they can also enhance the role of domestic 
capital markets in increasing domestic invest -
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ment and better allocating capital amon g 
potential investments . They provide access to 
larger supplies of investment resources for 
domestic capital markets generally, and t o 
larger amounts of loanable funds for th e 
banking system. They also allow more effi -
cient diversification o f risk through the avail -
ability of new financial  instruments . And 
they generate increased financial  marke t 
competition. 

54 Increase s in private capital flows have been a 
key factor behind improvin g the depth an d 
liquidity of domestic capital markets in many 
countries. Trading activity has expanded i n 
parallel with the growth in market size. But 
within this global trend toward larger capita l 
markets, the largest increases in market size 
have been in developing countries. Equity 
market capitalisation i n the major emergin g 
markets, for example, has risen from 7. 2 per 
cent of GDP in 198 5 to 42.9 per cent i n 199 4 
(Table 1) . The African experienc e i s illustrat-
ed in Box 2. 

Table 1 Stoc k market growth (market 
capitalisation, per cent GDP) 

Emerging markets 

o/w India 

Malaysia 

Pakistan 

Sri Lanka 

Major markets 

o/w UK 

memo: South Africa 

1985 

7.2 

6.9 

52.0 

4.4 

6.2 

54.6 

70.8 

n/a 

1994 

42.9 

44.0 

281.6 

21.6 

24.6 

68.2 

118.2 

185.2 

Sources: IFC  Emerging Markets  Fact  Book,  and  Emerging  Markets  Investor  Fact 
Book 
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55 Bu t most emerging markets still have some 
way to go to match the depth and liquidity of 
capital markets in most advanced economies . 
And a  great many more markets are still at 
the pre-emerging stage. In Malaysia, which is 
arguably one of the world's more advance d 
emerging financial  market , one fifth of all 
securities trades do not settle on the contrae-
tual settlement date . This is four times more 
than in the US. Bid/ask spreads (and there -
fore the cost of equity capital) i n emerging 
markets tend to be significantly highe r tha n 
in advanced economies . 

56 I n order to compete for new issues and 
investors, not only with advanced market s 
but also with a growing number of emerging 
markets, developing countries will need t o 
develop their capital markets. Better capita l 
market infrastructure , protectio n of property 
rights, and a  well conceived and properly 
enforced regulator y framework ca n all facili-
tate market development by promoting 
investor interes t and liquidity , and reducing 
systemic risks and volatility. The experienc e 
of some East Asian countries, such as 
Singapore and Malaysia, suggests that thi s 
development can take place in a very short 
space of time. 

57 However , open capital markets also increase 
the risks of potential financial  instabilit y 
which can then undermine th e benefits of 
private capital flows and magnify th e impac t 
of macroeconomic and financial  problems . 
International financial flows  have exposed 
the underlying vulnerability of weak financial 
systems in several emerging market countries . 
The early establishment of a robust financial 
system is therefore a n essential element i n 
avoiding or coping with such problems. The 
viability of domestic financial  system s has 
important implication s for handling volatilit y 
in capital flows and for the liberalisatio n 
process itself. These are discussed further i n 
section 4. 



Box 2 Th e Emergence of Stock Markets: Africa 

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

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

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

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

Country 

Botswana 

Namibia 

Zimbabwe 

Zambia 

Kenya 

Nigeria 

Ghana 

Ivory Coast 

Morocco 

Mauritius 

GDPcurrent 
prices ($US 
Millions)1995 

4,318 

3,033 

6,522 

4,073 

9,095 

40,477 

6,315 

10,069 

32,412 

3,919 

Population 
(Million) 199 5 

1.5 

1.5 

11.0 

9.0 

26.7 

111.3 

17.1 

14.0 

26.6 

1.1 

Year 
established 

1989 

1992 

1974 

1994 

1960s 

1960s 

1990 

1976 

1950s 

1989 

Number of 
Listed 
Companies 
mid 199 5 

11 

8 

60 

7 

52 

147 

17 

27 

51 

24 

Market 
capitalisation 
(US$ Millions) 
mid 199 5 

340 

200 

2,050 

790 

1,690 

775 

1,750 

525 

6,090 

1,580 

Average dividend 
yield of companie s 
quoted (%) mid 
mid 199 5 

6.5 

2.6 

5.4 

0.9 

4.8 

5.7 

1.6 

6.9 

2.7 

n.a. 

Source: IFC,  Euromoney/World Bank 
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11 Conclusion s 

58 Thi s sections brings together the Group' s 
conclusions on the role of national policies in 
attracting and sustaining private capita l 
flows, and in ensuring that thos e flows are put 
to best use within the host economy . 

i sustaine d implementation o f sound macro-
economic and structural policies is as 
important for attracting and sustainin g 
private capital flows as it is for promotin g 
healthy domestic economic developmen t 

ii investor s are attracted by stability i n th e 
political process, and by reliable and trans -
parent legal , accounting, regulatory an d 
tax systems 

iii early establishment of robust and well reg-
ulated financial  an d banking systems is 
important, and essential to safeguar d 
against financial  stres s in the event of a 
reversal of capital inflow s 

iv open trade and investment policies, par-
ticularly in well-integrated an d rapidl y 
growing regional markets, provide the bes t 
environment for foreign investor s t o 
operate in . The relaxation of foreign 
exchange restrictions can i n itself help t o 
attract private capital flows 

ν regiona l integration can be helpful i n 
attracting private capital flows. This may 
in turn require improvements i n transport , 
communication an d other market link s 
within the region. It would, however, be 
counter productive for countries to pursue 
regional integration a t the expense of 
wider multilateral trade and investmen t 
liberalisation 

vi where i t is prudent t o do so, institutiona l 
investors should be allowed to take advan-
tage of increasing opportunities fo r 
portfolio diversification throug h the relax-
ation of restrictions on the share of their 
assets that can be held i n foreign market s 

viigovernments should be careful abou t 
imposing restrictions on foreign ownershi p 
and consider whether existing restrictions 
are necessary or usefu l 

viiicountries should take advantage of pri-
vatisation programmes, and privat e 
involvement i n domestic infrastructur e 
projects a s a way of attracting foreig n 
investors, and improvin g the quality of 
infrastructure 

ix investmen t i n a well functioning physica l 
infrastructure, ca n also in itself help t o 
attract private capital flows. 

χ a  skilled and trainable work force i s 
another key factor i n attracting invest -
ment. National programmes to invest i n 
human capita l are critically important t o 
enhance competitiveness and attrac t 
investments i n high value added activities . 

59 Th e Group recognised tha t even after th e 
implementation of many of these measures, it 
can take a number of years to establish credi-
bility among the internationa l investmen t 
community -  especially for those countrie s 
which are new to international capita l 
markets. Good marketing in the form of 
investment promotion and targeting strate-
gies can help to overcome barriers and estab-
lish credibility. 
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Handling Volatility of Private Capital Flows 

60 The experiences of countries who have 
received large capital inflows during the 1990 s 
indicate two potential problems: sudden large 
surges of capital inflows and equally sudden 
slowdown or cessation of inflows, or outflows. 
The magnitude of these flows can be as large as 
4 to 5 percent of GDP on an annual basis. 
Reversals of flows can also be very substantial 
if investors lose confidence i n domestic macro-
economic policies, as was the case in Mexico, 
Turkey, Venezuela, Argentina, Brazil and 
Thailand. Countries that are considering 
opening their capital account may therefore be 
concerned about the risk of experiencing 
greater volatility in private capital flows. 

61 This volatility of private capital flows may 
sometimes be due to external factors: shocks 
arising in the international economy (includ -
ing changes in international interes t rates 
and terms of trade). Or i t may be due t o 
domestic shocks including economic policy 
changes. Institutional weaknesses in a 
country's financial  market s can magnify th e 
effects o f various shocks causing a greater 
degree of volatility in the early stages of 
financial integration . 

62 Ther e have, however, been significant differ -
ences in volatility among countries. Asian 
countries have generally shown less volatility, 
and have reduced levels of volatility whe n 
compared to Latin America in the 1980s , 
suggesting that country conditions remai n 
the primary determinant o f volatility. It may 
also reflect the fact tha t Asia has sought t o 
attract more FDI than portfolio investmen t 

which i s believed to be more volatile tha n 
the former . 

63 Th e volatility of portfolio investmen t flows 
compared to FDI is a contentious issue . On 
the one hand, FDI is believed to be less 
volatile because i t is more costly to reverse 
and i s based on long-term economic and 
political fundamentals rathe r than shifts i n 
international financial  conditions . The oppo-
site is true for portfolio flows which are more 
sensitive to short-term differentials i n rates of 
return and investors can divest themselve s 
more easily of their stock of equities or bonds. 
On th e other hand, there i s increasing evi-
dence tha t using various hedging instru -
ments, FDI flows can also be volatile. (For 
example, transnational corporations can 
respond quickly to country circumstances by 
managing international intra-fir m financial 
transactions and by borrowing in domestic 
currency against their fixed assets, and 
switching into foreig n 
currency.) 

64 Th e remainder of this section discusses how 
countries can guard against and best handle 
volatility in capital flows. It starts by dis-
cussing the disciplinary effect tha t capita l 
market integration imposes on macroeco-
nomic policy. It considers the impac t of both 
capital outflows and inflows and the policy 
dilemmas in macroeconomic managemen t 
that governments face in handling capita l 
surges. It also looks at the implications of 
capital market integration for the financial 
sector and capital account liberalisation . 
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1 Th e effects of capital marke t 
integration on macroeconomi c 
policy 

65 Government s and central banks in financial-
ly integrated countries find themselves oper -
ating in an environment wher e capital flows 
are highly sensitive to changes in domestic 
and foreign economic policies, events and 
interest rates. Compared t o economies tha t 
are less integrated int o world financial 
markets, both domestic events - including 
changes in domestic policies - and interna -
tional events, will have a different, quicke r 
and larger impact on the economy. Capita l 
market integration thus affects an d in some 
ways limits the scope for domestic macroeco-
nomic management. In one respect at leas t 
this is beneficial: i t places a higher premiu m 
on the steady pursuit of sound domestic poli-
cies, and requires swifter actio n when policy 
is going off course. But there are other mor e 
specific implication s for the conduct of 
policy. 

66 First , the ability to conduct independen t 
monetary policy and maintain interes t rates 
that differ from internationa l interes t rates, 
becomes increasingly difficult i f the govern-
ment wishes to target the nominal exchang e 
rate. In a completely open economy, with a 
fixed nominal exchange rate, domestic inter -
est rates will be determined by external factor s 
and will be equal to the foreign interes t rates 
adjusted fo r a risk premium and any expected 
exchange rate changes. The authoritie s 
cannot, therefore, conduc t an independen t 
monetary policy. By targeting the exchang e 
rate effectively ove r a long period, countries 
can reduce the expectation of future exchang e 
rate changes, and hence the risk premia and 
the difference betwee n domestic and foreig n 
interest rates. Countries following such a 
policy can find themselves faced wit h 
complex policy dilemmas, where domestic cir-
cumstances require the interes t rate to be dif-
ferent from the international rate . 
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67 I n a semi-open economy, however, domestic 
interest rates can differ from foreign interes t 
rates for at least a period. For example, if the 
authorities adopt a more expansionary mone-
tary policy, which reduces domestic interes t 
rates and increases the differential, the n ther e 
could be a lag before there is serious down-
ward pressure on the exchange rate, forcing 
either a devaluation or a reversal of the origi-
nal interest rate change. 

68 Second , financial  integratio n increase s the 
importance of responsible fiscal management. 
With a  fixed exchange rate regime and con -
straints on monetary policy, fiscal policy 
becomes the only available instrument fo r 
influencing aggregat e demand in response to 
external shocks. In using fiscal policy as a 
short-term stabilisation instrument , govern -
ments must of course also pay attention t o 
medium term fiscal solvency. 

69 Third , financial  marke t integratio n reduce s 
the effectiveness o f capital controls. This is 
discussed further belo w in sub-section 3(d). 

70 Finally , financial  marke t integratio n gives 
exchange rate management a  different per -
spective. Exchange rate management remain s 
an option, as noted above, but in some cir-
cumstances allowing exchange rate move-
ment, or a move to a floating rate, may be th e 
best option. Holding the rate down, for 
example, in the face of strong upwards pres-
sure, may mean accommodating inflatio n an d 
losing control over the domestic price level, 
undermining confidence i n the government' s 
policies and, in due course, an uncomfortabl e 
reversal of funds . 

2 Th e macroeconomic impac t of 
capital flow surges 

71 A  number of financially  integrated countrie s 
represented i n the group, including bot h 
industrial and developing countries, have had 
experience of handling periods of strong 



capital inflows. The mos t important macro -
economic risk is that such inflows result in an 
excessive expansion of aggregate demand , 
and create inflationary pressures . If a country 
maintains a fixed exchange rate, or resists 
exchange rate appreciation, reduces officia l 
interest rates and intervenes in the foreig n 
exchange market to purchase the foreig n 
exchange generated by the capital inflow , 
that may lead to monetary expansion, an d 
greater domestic demand. I f the domestic 
economy does not have sufficient capacit y t o 
meet this demand, this will trigger an acceler -
ation in domestic inflation togethe r with a 
deterioration i n the current account. In due 
course rising domestic prices will cause th e 
real exchange rate to appreciate, adding to 
the deterioration of the current account , 
already caused by the increase in aggregate 
demand. At tha t point capital flows may go 
sharply into reverse. 

72 Two important initial economic conditions 
may make a country particularly susceptible to 
such episodes. First, the initial fiscal-monetary 
policy mix. In general a tight monetary policy 
which is accompanied by a loose fiscal policy 
drives interest rates high and attracts capital 
inflows to unsustainable levels. So keeping 
fiscal polic y tight is important. A secon d 
initial condition of importance for capital flow 
surges is the imbalance between domestic 
savings and foreign inflows . Encouragement of 
domestic savings is one policy response tha t 
can help to reduce long-term vulnerability t o 
capital inflows. Increasing domestic savings 
bridges the gap between savings and invest -
ment so that less foreign savings and capital 
inflows are required - and there are some 
encouraging international examples in this 
regard. Chile, for example, which increased its 
domestic savings over time and its saving ratio 
stood at 33 per cent during the period 1991-
93. Its success lies in its establishment of a 
compulsory private pension system. The accu-
mulated funds have been invested in the open 

financial market s and not held as book reserve 
credits with the government as is often th e 
case in the developing world. 

73 The next section looks at experience wit h 
handling periods of strong capital inflows , 
when they occur . 

3 Possibl e domestic policy responses 

74 The experience of both industria l and devel-
oping countries suggests that a mix of differ -
ent policy responses is likely to be the most 
appropriate way to handle volatile private 
capital flows. The nature of that mix will vary 
according to individual country circum-
stances. It may also change over time depend-
ing on whether capital flows are sustained 

(a) Fiscal Policy 

75 Fisca l policy is a very important policy instru -
ment i n stabilising the economy in the face 
of external financial  shocks . For a well inte-
grated economy under a fixed exchange rat e 
regime, it may be the government's only 
available policy option for reducing absorp-
tion and tackling inflationary pressure s in the 
economy. Under flexible exchange rates, gov-
ernments can use a mixture of monetary and 
fiscal policies. Some countries have handle d 
episodes of capital inflow effectively b y tight-
ening fiscal policy but there are limits on it s 
use: i t usually cannot be changed quickly, and 
often need s to be set in a medium ter m 
framework. Moreove r the use of fiscal policy 
by itself may be impractical in circumstance s 
where the magnitude of the required fiscal 
adjustment i s very large. Fiscal policy has, 
however, been used by some countries suc-
cessfully, e.g . Chile, Malaysia. 

(b) Exchange rate adjustment 

76 A  second option is to tighten monetary policy 
while floating the exchange rate. The resulting 
appreciation of the domestic currency will 
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tend to both discourage net inflows through 
the capital account and, in time, create a 
current account offset through a reduction in 
the current account balance as exports become 
less competitive. It will also cause a rise in 
interest rates, or at least eliminate the need to 
reduce them to maintain the exchange rate, 
hence reducing domestic demand. 

77 The higher the capital inflows and the 
greater the appreciation, the higher would be 
the loss of profitability of the export sector. 
But it is worth remembering that the alterna-
tive may be a similar real appreciation, but 
achieved with a rise in inflation caused by an 
expansionary monetary policy required to 
defend a nominal fixed exchange rate. This is 
clearly a less desirable outcome. 

78 On the whole, developing countries have not 
favoured the adoption of completely floating 
exchange rates. But many have permitted 
some flexibility, adopting exchange rate 
bands around a crawling central parity in 
order to accommodate some nominal appre-
ciation in response to inflows. Others, while 
keeping fixed rates, have permitted step 
revaluations on occasions. 

(c) Intervention, sterilisation and debt 
management 

79 Another policy open to countries seeking to 
hold fixed exchange rates is to sterilise the 
effects of an inflow on the money supply 
through intervention in the foreign exchange 
market. Sterilisation operations have been 
used by many countries which have experi-
enced net capital inflows. They have taken 
three forms: a reduction in the monetary base 
through open market operations; a transfer of 
public sector deposits from commercial banks 
to the Central bank; and an increase in 
reserve requirements to domestic financial 
institutions reducing thus the expansion of 
the monetary base or the growth of broader 
monetary aggregates. There are a number of 
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other options for sterilisation of capital 
inflows, notably the use of foreign exchange 
swaps. Swaps tend to be flexible since there is 
no need for a stock of short-term government 
securities, as in open market operations. They 
have been used successfully in the past for 
sterilisation (e.g. by countries such as 
Indonesia), though one constraint is that the 
use of swaps depends on a liquid foreign 
exchange market. 

80 In general, the effectiveness of sterilised 
intervention depends on the degree of substi-
tutability between domestic and foreign 
interest-bearing assets. For example, when 
sterilisation takes place through the selling of 
domestic public debt, there will be a fall in 
the price of securities and a rise in domestic 
interest rates. That will make domestic assets 
even more attractive to foreigners, increasing 
capital inflows and aggravating the problem. 

81 There is, however, a cost incurred by the 
public sector when sterilisation takes place 
through open market operations, which has 
to be taken into account. That cost relates to 
the difference between a) earnings on accu-
mulated net foreign assets and b) the pay-
ments on domestic currency instruments. It is 
often the case that the former is less than the 
latter. For example, the government in 
Jamaica has experienced substantial fiscal 
costs from sterilised intervention. 

82 There is a general consensus in the Group 
that sterilised intervention is a temporary 
measure which can buy time but does not 
provide a permanent solution, and can be 
costly. It can nevertheless be useful in the 
case of temporary capital inflows, and to buy 
time while longer term policy responses are 
being considered. 

(d) Controls on inflows 

83 Many countries have also tried a variety of 
direct and indirect controls in response to 



surges in capital flows. These can take many 
forms. They can take the form of non-remu-
nerated reserve requirements on new foreig n 
credits or foreign currency deposits. These are 
equivalent to taxes. They can take the for m 
of limits on the foreign exchange liabilities of 
banks. They can also take the form of a ban, 
on the sale of short-term securities to foreign -
ers by residents. Such controls were for 
example, imposed by Malaysia at the begin -
ning of 1994 in response to a sharp accelera -
tion of capital inflows in 1993. 

84 I t is, however, very difficult t o assess the 
effectiveness o f such capital controls. In some 
countries there was a reduction i n net privat e 
capital inflows as controls were introduced, i n 
others an acceleration. The problem with 
such before-after assessment s is that there are 
also other factors at work. The general con-
sensus, is that on the whole, in integrate d 
economies, such controls can only be effec -
tive in the short-run -  given the world-wid e 
integration of financial market s and th e 
sophistication of financial  intermediaries . 
Even then controls over capital inflows are 
more likely to be effective tha n those over 
outflows. In general, the effectiveness o f 
capital controls depends on a variety of 
factors, such as: 

- Th e state of technology: this affects th e 
transaction costs in conducting arbitrag e 
amongst different financial  centres . If 
these costs are low, it will be more difficul t 
to implement effective controls . 

- Th e design of the controls themselves, i n 
particular thei r comprehensiveness an d a 
country's administrative capacity t o 
enforce them . Controls which apply only 
to some types of assets can be evaded 
through substitution t o other assets . The 
extent of the substitution depends on th e 
depth of the country's financial  markets . 
In such a situation controls will be ineffec -
tive in limiting the total amount of flows, 

though they may alter the composition of 
flows. 

The degree of openness of the economy . 
This determines the scope for evadin g 
controls through under and overinvoicin g 
of trade transactions and the use of leads 
and lags on trade credits. The existence of 
money laundering provides additiona l 
channels through which funds ca n be 
moved across borders. 

85 Empirica l evidence has shown that capita l 
controls can drive wedges between domesti c 
and internationa l interes t rates, thereby pro-
viding the country with a certain degree of 
independence i n setting its domestic interes t 
rates. The Group's conclusion, therefore , i s 
that they may be useful for countries at an 
early stage of financial  integration . A recentl y 
published World Bank report advises that th e 
use of restrictions may plausibly be warranted 
when surges of foreign mone y encourage s 
poorly run and supervised banks to len d 
imprudently. There i s consensus that control s 
can only buy time, and they are not a  solu-
tion to a sustained surge in inflows . 

4 Implication s of capital marke t 
integration for the financial sector 

86 Th e banking system in many developin g 
countries plays a greater role in financial 
intermediation tha n i n industrialised coun -
tries. Another general characteristic of 
banking systems in a number of developing 
countries is their fragility, a s indicated by 
Moody's financial  strengt h ratings. In a n 
environment o f increasing capital marke t 
integration, these characteristics accentuat e 
the vulnerability of countries to strong 
capital inflows or outflows, and tha t i n turn 
increases macroeconomic vulnerability. For 
example, in the absence of a well supervised 
banking system, surges of capital inflows can 
result in the imprudent expansion of credit 
for consumption, speculative purposes, or the 
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financing o f a construction boom. As a result, 
banks' portfolios become exposed to volatile 
sectors and to severe losses when sentimen t 
changes and asset prices fall, causing a 
banking crisis. Experience with a series of 
banking crises that have been associated wit h 
episodes of surges in capital inflows, such as 
that in Chile over the period 1978-81 , has 
implications for the liberalisation process. 

5 Implication s for the liberalisatio n 
process 

87 The potential volatility of private capita l 
flows highlight s a number of issues concern-
ing the liberalisation process. One issu e 
relates to the sequence of liberalisation an d 
stabilisation policies, another to the order in 
which the sectors will be liberalised and a 
third to the speed of the liberalisatio n 
process. 

88 I n general macroeconomic stabilisatio n 
should precede liberalisation: this means 
improving public finances,  tackling inflatio n 
and reducing external imbalances . The finan-
cial sector should also be strengthened befor e 
liberalisation: -  by improving the regulator y 
and supervisory frameworks; and by establish-
ing clear standards and rules of accounting, 
auditing and legal procedures. Where there is 
a deposit insurance scheme, it must be appro-
priately targeted and priced to reflect ris k 
levels. 

89 Capita l market integratio n i s thus best engi-
neered against a background of macroeco-
nomic stability, liberalised domestic financial 
markets and a well regulated and health y 
financial sector . However the state of the 
financial secto r i s constantly changing with 
new financial  innovation s often accompany -
ing capital inflows . Governments therefor e 
need to be vigilant in ensuring the continue d 
stability of their financial  sector s after liberal -
isation. 
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90 O n th e issue of the speed of liberalisation, 
many countries have expressed a preferenc e 
for gradualism. Malaysia is cited as a success 
story by liberalising its economy slowly. The 
experience in South Africa wit h capita l 
account liberalisation also appears to suppor t 
the gradual approach. South Africa remove d 
foreign exchang e controls in 198 3 followin g 
a "big bang approach" and was forced t o 
reimpose them in 1985 . More recently i t has 
followed a  more gradual approach in remov-
ing the controls. Other countries, however, 
including the UK in 1979 , have successfull y 
followed a  more rapid approach, finding  tha t 
once they began to remove controls they had 
to move more quickly than originally intend -
ed across the board . 

91 Ther e i s a consensus that there are no set 
rules, as country circumstances differ an d 
policies adopted need to reflect the countr y 
context. 

6 Conclusion s 

92 Thi s section brings together the Group's con-
clusions on the handling of volatility of 
capital inflows and outflows and the implica -
tions of such volatility for policy and th e 
sequencing of liberalisation: 

i Gettin g the fiscal/monetary  polic y mix 
right, and encouraging domestic saving, 
can help to reduce the risk of volatile 
swings in private capital flows. 

ii Th e basic economic policy choices in han-
dling capital inflows are : 

(a) permitting flexibility  i n the exchang e 
rate with some nominal appreciatio n 

(b)fiscal policy tightenin g 

(c) sterilised intervention and controls on 
capital flows 

Countries will want to use a combination of 
these policies according to their circum-



stances. With thi s in mind, the Group also 
noted that : 

• Monetar y expansion to counter an y 
nominal exchange rate appreciation i s not 
recommended: i n due course i t will lead t o 
faster inflation an d therefore rea l 
exchange rate appreciation . 

• Ther e will be limits on the extent o f pos-
sible fiscal tightening in the short run . 

• Sterilisatio n and controls on capita l 
inflows can provide short term breathin g 
space but may not be effective i n th e 
event of large and persistent capita l 
surges. 

iii. Potential volatility in capital flows has 
also implications for the sequencing of 
reforms and the speed of capital marke t 
liberalisation. The Group concluded tha t 
the process of liberalisation i s likely to 

vary according to the circumstances of 
individual countries, but that experienc e 
suggested a number of steps that govern -
ments should take before opening up thei r 
capital accounts : 

• improv e public finances,  reduc e inflatio n 
and reduce external imbalances . 

• strengthe n domestic financial  market s by 
improving financial  infrastructur e an d th e 
regulatory and supervisory framework fo r 
banks and financial  institutions , and by 
lifting restriction s on interes t rates and th e 
allocation of loanable funds . 

• tackl e other major structura l distortions i n 
the economy . 

After capita l account liberalisation i s in place 
governments need to continue to monito r 
both capital flows and thei r financial  sector s -
and to do so more carefully tha n i n the past . 
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The Role of International Policies , Agencies and Agreements 

93 Thi s section explores the role of international 
organisations in facilitating capita l flows to 
developing countries, in particular to those 
countries that are at risk of marginalisation 
and have not yet succeeded in attracting sig-
nificant private investment. The IMF' s role in 
assisting countries to dismantle capital con-
trols and enhancing the confidence o f inter-
national investors is examined along with th e 
general issue of the IMF modifying it s Articles 
of Agreement to accommodate capita l 
account convertibility. The section also dis-
cusses the international policies that have and 
should be put in place to help countries cope 
with capital surges. The role of emergency 
financing, deb t workouts and early warning 
systems of possible problems arising from 
capital inflows is elaborated. WTO's role in 
the investment area is also commented upon . 

1 Policie s by international 
organisations 

94 Internationa l organisations such as the World 
Bank and the IMF can play a catalytic role in 
increasing private capital flows to the poorer 
developing countries, by improving th e 
prospects of those countries. They can do so 
by encouraging sound domestic policies and 
through their own lending operations, in this 
way assisting them to reach a stage of devel-
opment where private flows would be attract -
ed. For some countries, removing a n 
unsustainable burden of debt will be an 
essential first step. The Group attaches con-
siderable importance to the rapid implemen -
tation of the HIPC initiative . 

95 Th e World Bank Group has used guarantees 
on the limited basis to support private sector 
development throug h leveraging its 
resources. Such guarantees provide ways of 
mobilising private finance  fo r public sector 
projects thereby releasing public funds fo r 
other investments . The Working Group con-
cluded that IBRD guarantees, which are at 
present available primarily to foreig n 
investors, should be made available to domes-
tic investors. The Multilatera l Investmen t 
Guarantee Agency (MIGA ) ha s met with 
considerable success in promoting FDI by 
providing investment guarantees agains t 
political risks, including the risks of currency 
transfer, expropriation , and war and civil dis-
turbance. However, the Group noted tha t 
MIGA was facing capacity constraints and 
exposure limits, and that there were also 
other limitations associated with MIG A 
guarantees. First, the scheme is only available 
to foreign investor s and the Group was of the 
view that thi s was a limiting factor an d 
excluded domestic investors . The Grou p 
observed tha t MIGA migh t not be competi-
tive, but i t fills a gap for political risk insur-
ance and re-insurance not provided by 
national and private insurers . Further encour -
agement of private insurers to enter the guar-
antees market would help to ensure th e 
setting of more appropriate price terms. 

96 Th e Group noted tha t the Bank is also con-
sidering the use of IBRD guarantees as a 
means to support IDA funding fo r infrastruc -
ture projects by the private sector, which i t is 
currently unable to do under it s existing 
Articles. The view was expressed that unde r 
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its Charter, guarantees were substitutable o n 
a one-to-one basis and therefore did not lea d 
to additionality. In addition, bank guarantee s 
must also receive a counter-guarantee a t th e 
national government level , whereas many 
projects come under the jurisdiction of sub-
national governments. The Ban k i s undertak-
ing a review to examine ways in which t o 
increase the flexibility and resources for it s 
guarantee programme, including : 

• issuin g guarantees that do not require a 
counter-guarantee from th e host govern -
ment; 

• guaranteein g lenders to municipal an d 
provincial governments ; 

• offerin g ne w products to develop domestic 
financial market s and access to interna -
tional markets; 

• permittin g greater capacity to provide 
guarantees for projects i n IDA countries ; 

• no t counting the guarantee fully agains t 
country borrowing limits; and 

• leveragin g capital to a greater extent tha n 
is possible for the IBRD guarantee unde r 
IBRD articles. 

The Group welcomed thi s review of the guar-
antee programme and looked forward t o its 
recommendations. 

97. Mor e generally, the Group agreed that th e 
International Financia l Institutions (IFIs ) 
have a key role to play in encouraging an d 
helping countries to take the whole range of 
measures set out in Section 3 to enhance an d 
sustain private capital flows. 

2 Amendin g IMF Articles 

98 Various multilateral, bilateral, and regiona l 
agreements and initiatives have contribute d 
to the liberalisation of capital movements . 
For the most part, however, these agreement s 
are either among a restricted group of coun-

tries (as in OECD Code of Liberalisation of 
Capital Movements and the EU Directives ) 
or concentrate on the protection of direct 
investment rathe r than th e liberalisation of 
capital movements. There i s no one agree-
ment that has near universal membership , 
which covers a broad set of capital move-
ments, including permission for residents t o 
invest abroad, and which also pays due regard 
to the macroeconomic, structural an d 
balance of payments implications of capital 
flows. 

99 Th e IMF, with it s mandate t o oversee th e 
international monetary system, is well placed 
to promote the liberalisation o f capital flows. 
It has almost universal membership and i t 
advises and supports countries as they deal 
with the many policy issues related t o capita l 
flows. The IMF already covers, in its Article 
IV consultations with it s members, issues 
related to the capital account for assessing 
the scope of capital account liberalisation . 
More recently the IMF has begun to consider 
an amendment o f its Articles to reflec t 
developments i n global capital markets . 
There i s a broad agreement for giving th e 
IMF a mandate t o promote capital accoun t 
liberalisation togethe r with the appropriat e 
jurisdiction to do so. 

100 Th e Group recognised th e importance of 
enlarging the Fund's responsibilities an d 
jurisdiction i n this area, and gave general 
support to proposals in this direction. Th e 
Group also recognised tha t there were a 
number of issues which required clarifica -
tion and further discussio n includin g th e 
need for (a ) a  clear and workable definitio n 
of capital account transaction s t o be 
covered unde r such an amendment; (b ) 
suitable transitional arrangements ; (c ) 
approval of policies for continuation and/o r 
reimposition o f controls under certain cir -
cumstances; and (d ) consideration of the 
possible need for Fund resources . 
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3 Internationa l policie s on capital 
surges 

101 The move to capital account convertibility 
by countries will improve their ability to 
attract capital flows but it also implies that 
countries run increased risks due either to 
adverse external developments or to domes-
tic policy mistakes. In this section, we con-
sider suggestions for improving the 
international monetary system to cope with 
such situations. 

(a) IMF data standards and early warning 
systems 

102 The IMF Executive Board agreed in 1995 
on a list of indicators that all countries 
should provide to it on a regular basis. 
These indicators would serve as an early 
warning system of possible problems ahead. 
These indicators included exchange rates, 
international reserves, central bank balance 
sheets, reserve money, broad money, interest 
rates, consumer prices, external trade, the 
external current account balance, external 
debt/debt service, the fiscal balance and 
GDP/GNP. 

103 The IMF is developing a set of standards to 
guide members in publishing economic and 
financial data , accession to the standards 
being voluntary, to keep markets better 
informed. The standards cover apart from 
the indicators listed above, industrial pro-
duction, unemployment, wages or earnings, 
producer or wholesale prices and domestic 
credit. The IMF is in the process of prepar-
ing a general standard for all members. For 
some of the countries with less developed 
statistical systems even the general stan-
dards could be achieved only over time and 
with substantial technical assistance. The 
Group recommends that the Fund (and, 
possibly, the World Bank) earmark addi-
tional resources to support country efforts in 
this direction. 
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104 Although all these developments were wel-
comed, the Group was sceptical that in 
practice there would necessarily exist a 
strong connection between the performance 
of these indicators and the emergence of a 
crisis. Difficult t o measure factors not on the 
list, including policy-makers' perceived 
resolve and commitment, would also be 
important. Nevertheless, any action that 
increases the information available to 
markets, and hence improves the ability of 
markets to anticipate risks, must be wel-
comed. 

(b) Emergency financing 

105 The globalisation of capital markets is 
already affecting the role of the IMF as a 
lender for balance of payments reasons. 
While countries with increased access to 
capital markets no longer have to rely on 
the IMF as a provider of liquidity, others, 
when encountering financing difficulties, 
are apt to require assistance on a larger scale 
than in the past. In these cases the IMFs 
role should be catalytic. Private lenders may 
be unwilling to continue financing the 
country in crisis periods as they have no 
power to impose policy conditionality on 
borrowers. The IMF, however, is able to 
attach conditions to negotiated country 
adjustment programmes, and once countries 
are seen to be adhering to these conditions, 
confidence tends to be restored, and leads to 
the resumption of private capital flows. 

106 The IMF has set up new procedures for acti-
vation of the Emergency Financing 
Mechanism (EFM) to enable the IMF to 
respond and, if necessary, to provide funds 
in support of members facing a crisis in their 
external accounts. 

107 These new procedures have just been used 
in agreeing a programme for the 
Philippines, but have yet to be tested by a 
major crisis (on the scale of Mexico). At the 



same time, the IMF is increasing its 
resources by expanding the amounts avail-
able to it under the General Agreements to 
Borrow (GAB) through the New 
Arrangements to Borrow (NAB). This will 
permit the Fund to react quickly where 
exceptionally large sums are needed for the 
largest countries which pose systemic 
threats to the international financial system. 
In addition, the Group would like to see an 
early increase in quotas that is sufficient t o 
enable the Fund to respond adequately, 
quickly and flexibly in giving support to all 
countries when needed. The Group would 
also like to see an early agreement on an 
"equity" allocation of SDRs. 

108 There is also a role for Central Bank co-
operation for emergency assistance in excep-
tional circumstances. Such co-operation can 
range from information sharing, co-ordinat-
ed foreign exchange operations, foreign 
exchange swap agreements and more highly 
structured temporary credit facilities. Such 
co-operation, often on a regional basis, can 
be expedited as quickly as it is required and 
perhaps more quickly than assistance provid-
ed by the IMF. Bu t there are limits to its 
effectiveness and thus it is important that 
the IMF should continue to have a primary 
role in managing the international financial 
system. Recent co-operation among the East 
Asian Central Banks in supporting the Thai 
Baht was only temporarily successful in 
buying time for the Thai authorities. It did 
not prevent a second wave of speculative 
attacks on the Thai Baht. 

(c) Debt workouts 

109 In a crisis, even with strong policy action 
and some financial support from the IMF 
and elsewhere, countries may encounter dif-
ficulties i n meeting debt repayments. In 
these cases, there may be a need for tempo-
rary suspension of payments as a way of 
gaining time to negotiate orderly debt work-

outs with private creditors. In such cases, 
IMF may consider lending into arrears pro-
vided the debtor country is making strong 
adjustment efforts and negotiating with its 
creditors. 

4 WTO' s role in foreign investment 
flows 

110 Although the primary role of WTO is in 
the area of trade, agreements concluded at 
the end of the Uruguay Round expanded its 
role to encompass a number of trade related 
foreign investment issues. These agreements 
established rules and regulations that are 
geared towards the creation of a hospitable 
environment in host countries for certain 
types of trade-related investments. These 
agreements also established dispute resolu-
tion mechanisms. 

111 The role of the WTO in this area is still 
evolving. Four agreements were reached on 
a number of measures touching on invest-
ment, namely Agreement on Trade-Related 
Investment Measures (TRIMs); Agreement 
on Subsidies and Countervailing Measures 
(ASCM); General Agreement on Trade in 
Services (GATS) and Agreement on Trade 
Related Intellectual Property rights 
(TRIPs). Further developments have taken 
place since the conclusion of the Uruguay 
Round. For example, WTO's Singapore 
Ministerial Meeting agreed to establish a 
working group on trade and investment to 
examine the linkages between trade and 
investment issues in the context of existing 
agreements and agree on a possible work 
programme. 

112 While there is no universal agreement, 
these developments could have an impact 
on the consideration of investment issues in 
WTO. Fo r example, there is the issue of 
how to reconcile the differential treatment s 
applied to investments in service sectors 
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and in goods production given the blurring 
of the differences between trade in goods 
and services. Differences i n national treat-
ment of like products under GATT and ser-
vices in the GATS can give rise to disputes. 
These considerations make it necessary, that 
the WTO examine investment issues in a 
general framework without prejudice to the 
final outcome . The WTO Ministerial 
Council has been given the mandate to 
begin such an examination. 

113 The Group felt that in any future discussion 
of investment issues in WTO, effort should 
be made to avoid conflicts or duplication 
with agreements currently being negotiated 
at the IMF. 

5 Conclusion s 

114 The Group stressed that the international 
community has a key role to play, both in 
facilitating private capital flows - in particu-
lar to those countries that have yet to 
attract significant private investment and 
are at risk of marginalisation - and in 
putting in place the multilateral infrastruc -
ture to help countries to cope with capital 
surges. This section brings together the 
Groups' conclusions on the role of interna-
tional policies, agencies and agreements: 

i Th e IFIs can help to improve the econom-
ic prospects of all countries through 
lending, through advice, through co-
financing o f public and private projects, 
and through the provision of guarantees 
against loans from international banks. By 
doing so, they play a valuable catalytic 
role in increasing capital flows - particular-
ly to those countries which are not yet 

familiar to international investors. 
ii Th e Group welcomed the World Bank 

Group's use of guarantees to aid private 
sector development and suggested that 
such guarantees should lead to additional 
resource flows. It noted the role of MIGA 
in covering political risks, and that the 
Bank was endeavouring to provide guaran-
tees to private lenders to support 
infrastructure development . 

iii The Group recognised the importance of 
enlarging the IMF's responsibilities and 
jurisdiction in respect of capital flows. It 
noted that, following an appropriate 
amendment of its Articles, the IMF would 
be well placed to help its members to lib-
eralise their capital account when they are 
ready to do so and when satisfactory tran-
sitional and other arrangements are in 
place. 

iv The Group welcomed the new Emergency 
Financing Mechanism and the expanded 
New Arrangements to Borrow, and would 
like to see an early increase in IMF quotas 
that is sufficient t o enable the Fund to 
react adequately, quickly and flexibly by 
lending to countries facing financial crises. 
The Group also stressed the need for 
advancing procedures for orderly workouts 
of sovereign debt. 

v Th e Group also supported arrangements 
among Central Banks at the regional level 
to provide emergency assistance in dealing 
with short term capital surges. 

115 With respect to the role of the WTO 
on investment matters, the Group recog-
nised the need for consistency - an d avoid-
ance of duplication - betwee n the IMF and 
the WTO in the treatment of investment. 
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Commonwealth's Role in Enhancing Private Capital Flows 

116 I n this section we examine the role of 
Commonwealth i n enhancing and sustain -
ing private capital flows and consider ways 
in which it s activities in this area can be 
further strengthened . As a group of coun-
tries at different stage s of financial  integra -
tion but with many common features i n 
legal and administrative systems, 
Commonwealth countries have much t o 
learn from each other. Acting through th e 
Secretariat, Commonwealth countrie s ca n 
provide technical assistance and policy 
advice to help member countries attrac t 
private capital flows. And actin g together , 
Commonwealth countrie s can bring pres-
sure to bear on international institution s i n 
the kind of ways discussed in section V. 

1 Existin g Activities 

117 Throug h it s ongoing policy developmen t 
and technical assistance programmes, th e 
Commonwealth Secretaria t seeks to assist 
member countries in promoting private 
capital flows and private sector develop-
ment. These overall objectives have bee n 
pursued through specially designed invest -
ment funds; organising advice on develop-
ing and sustaining capacity in member 
countries, particularly small states; helping 
member countries create the enabling envi-
ronment to attract and sustain capital flows; 
and strengthening the role of market force s 
and the private sector. The following area s 
have been of special focus: 

• assistin g governments i n creating the righ t 
enabling environment; and i n developin g 

appropriate strategies and policies relating 
to fiscal, financial  and regulatory regimes 
to promote private investment ; 

• playin g a catalytic role in mobilising long-
term capital through the establishment of 
investment funds ; 

• assistin g the development of domestic 
capital markets including the establish -
ment, maintenance an d regulation of 
securities markets; 

• assistin g governments in negotiatin g 
with foreign investors , especially i n 
mining and petroleum projects, wher e 
the Commonwealth ha s developed 
special expertise; 

• providin g a range of specialised and target -
ed capacity building programmes o n 
corporate planning, strategic manage-
ment, enterprise restructuring , 
competitiveness and foreign investmen t 
promotion strategies ; 

• advisin g on country - specifi c policy issues 
relating to private sector development an d 
strengthening the functioning o f markets 
by establishing appropriate lega l and insti -
tutional frameworks,  includin g intellectua l 
property rights; 

• preparatio n of feasibility studie s for 
new enterprises and restructuring an d 
modernisation o f existing small scale 
enterprises across sectors; and 

• advisin g on formulating policie s on com -
mercialisation and privatisation, includin g 
strategy and individua l enterprise-leve l 
assistance, and post -  privatisation man -
agement to strengthen enterprises . 
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118 The Secretaria t ha s developed a  compara -
tive advantage i n providing an assistanc e 
package which cover s the ful l rang e of 
activities described above . I t has th e 
advantage o f deploying i n a  cost-effectiv e 
manner multi-disciplinar y teams , drawing 
on in-hous e a s well as outside expertise , 
and on th e familiarity i t has with th e law s 
and policies of Commonwealth countries -
It has been abl e to tap effectively a  wide 
range of experience amongs t 
Commonwealth countrie s t o help othe r 
Commonwealth countries , as well as 
catalysing the various sources of privat e 
finance fo r development purposes . Th e 
Secretariat ha s buil t up the confidence o f 
its members in these activitie s over a 
period o f time throug h clos e interactio n 
with member governments an d by avoid -
ing any apparent conflic t o f interests . 

119 Muc h o f this support i s demand drive n an d 
provided t o member government s o n 
request or in response t o ministeria l man -
dates; in certain cases the Secretaria t als o 
considers requests from government s t o 
enhance th e capacity o f the private secto r 
itself, an area which ma y require mor e 
emphasis. The Commonwealt h Fun d fo r 
Technical Co-operation (CFTC ) i s an 
important instrumen t fo r supporting pro-
grammes in these areas . 

2 Futur e role of the Commonwealth 

120 Th e Group agreed that the Commonwealt h 
and its Secretariat, working within existin g 
resources, should continue to play a strong 
role in assisting countries to mobilise private 
capital flows, specialising in areas where i t 
has a comparative advantage . This is partic-
ularly important at a time when membe r 
countries are facing new challenges t o 
remain competitive i n attracting foreig n 
capital. 

121 First , it should build on the conclusions of 
this Report in advising member countrie s 
on the policies needed to attract and sustain 
private capital flows. In this regard, th e 
Group has a number of proposals, under thi s 
heading: 

(i)A Commonwealth Code of Good Practice 
for national policies that attrac t an d 
sustain private capital flows. It suggests 
that the conclusions to section 3 and 
section 4 be incorporated int o a code of 
good practice that could be adopted an d 
promulgated by the Commonwealth. Bo x 
3 summarises the principles that migh t 
underlie such a code. The Secretaria t 
might usefully incorporat e thi s into a 
handbook fo r use by Commonwealt h 
countries. It would provide a framework 
for more detailed work by the 
Commonwealth Secretaria t i n the specifi c 
areas mentioned below . 

(ii)Regional strategies for promotion of 
investments: Th e Secretaria t already pro-
vides assistance for country-specifi c 
investment promotion activities . It can 
enhance it s effectiveness b y developing 
appropriate regional strategies to attrac t 
investment and leveraging its limited 
resources by collaborating with other part -
ners both at regional (i.e . SADC) an d 
international leve l (i.e . the World Bank , 
MIGA) t o avoid duplication. Experienc e 
in East Asia suggests that a  regional strate-
gy should attempt to : 

• develo p a targeted promotion strategy t o 
attract investmen t on a  regional or a sub-
regional basis: this model could be 
especially relevant to African economie s 
with small markets and poor infrastruc -
ture; 

• establis h a network of major firms in th e 
region which could serve as joint ventur e 
partners and provide information o n 
local/regional market conditions ; 
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• co-ordinat e a programme of regular sector 
reviews to assist investment promotion 
agencies with targeting, and the identifica -
tion of emerging prospects; and 

promote an "information interchange " 
capable of exchanging information and intel-
ligence between Agencies, and also provide 
information and other materials to private 
sector companies in a given region. 

(iii) Improvin g the regulatory framework 
for banking and securities markets: In 

light of the report of the working party on 
financial stabilit y in emerging market 
economies and the call by the G7 summit 
at Denver to assist emerging market 
economies to strengthen their financial 
systems and prudential standards, there is 
a need to encourage sharing of experiences 
and provide technical assistance and train-
ing to Commonwealth regulators and 
supervisors. 
There remains major gaps in many emerg-
ing markets of the Commonwealth. These 

Box 3 Key elements for a Commonwealth Code of Good Practice 

There are a number of measures that national governments can take to facilitate and attract private 

capital flows and to minimise the risk of sudden surges in capital movements. 

• sustained implementation of sound macroeconomic and structural policies, which are as impor-

tant for attracting and sustaining private capital flows as they are for promoting healthy domestic 

economic development; and which can help to reduce the risk of volatile swings in private capital 

flows. 

• stability in the political process, and stable and transparent legal, accounting, regulatory, and 

tax systems. 

• the early establishment of robust and well regulated financial and banking systems, which are 

an essential safeguard against financial stress in the event of a reversal of capital inflows 

• open trade and investment policies, particularly in well-integrated and rapidly growing regions. 

The relaxation of foreign exchange restrictions can in itself help to attract private capital flows. 

• regional integration, but not at the expense of wider multilateral trade and investment liberal-

isation. 

• where it is prudent to do so, allowing institutional investors to take advantage of increasing 

opportunities for portfolio diversification through the relaxation of restrictions on the share of 

their assets that can be held in overseas markets. 

• governments should be careful about imposing restrictions on foreign ownership and consider 

whether existing restrictions are necessary or useful 

• privatisation programmes, and private involvement in domestic infrastructure projects, as a way 

of attracting foreign investors and improving the quality of infrastructure 

• more and better investment in physical infrastructure 

• a skilled and trainable workforce. National programmes to invest in human capital are critical-

ly important to enhance competitiveness and attract investment in higher value added activities. 

• good marketing in the form of investment promotion and targeting strategies, which can help 

to establish credibility with investors 

PROMOTING PRIVAT E CAPITA L FLOW S AN D HANDLIN G VOLATILITY : ROL E O F NATIONA L AN D INTERNATIONA L POLICIE S 41 



In handling capital inflows, and in particular in dealing with capital surges, countries have three basic 

economic policy choices: permitting flexibility in the exchange rate with some nominal apprecia-

tion; fiscal policy tightening; and sterilised intervention and controls on capital flows. 

• there are limits on the extent of possible fiscal tightening in the short run; and on the 

effectiveness of sterlisation and capital controls in the event of large and persistent capital surges 

• countries will therefore want to use a combination of policies according to their circumstances 

• monetary expansion to counter any nominal exchange rate appreciation is not recommended 

• after capital account liberalisation has taken place, governments should continue to monitor both 

capital flows and their financial sectors - and to do so more carefully than in the past 

In addition to action at the national level, the international community has a key role to play, both 

in facilitating private capital flows and in putting in place the multilateral infrastructure to help coun-

tries cope with volatility of capital flows. 

gaps relate mainly to delays in payments and 
settlement and weaknesses in the legal and 
regulatory basis for compensation funds, take-
overs and insider trading. Sharing of 
experiences between the mature developed 
markets and emerging markets within the 
Commonwealth can help the latter group of 
countries to further strengthen their regulato-
ry framework. 

In many Commonwealth member countries 
banks remain highly fragile. While virtually 
all developing countries have adopted the 
capital requirements that meet the Basle 
Accords' minimum standards, these countries 
face a much higher degree of risk and a more 
volatile environment. Similarly there is need 
for greater national and regional level co-
operation among different type s of regulators 
despite the increasing co-operation between 
the Basle Committee and Internationa l 
Organisation of Securities Commissions 
(IOSCO). There is however no forum for 
regular discussions on banking supervision 
among Commonwealth countries. The 
Commonwealth can assist by organising such 
a forum to encourage discussions amongst 
member countries and different type s of regu-
lators. These discussions could also help 
identify the needs for technical assistance and 
training for capacity building with respect to 

developing infrastructure an d regulation for 
the financial sector as a whole, especially for 
the smaller and weaker member countries in 
the Commonwealth . 

(iv) Creating an enabling environment: Th e 
Group recognised that providing legal pro-
tection is vital for investment, both foreig n 
and domestic. In many countries the legal 
system are weak, inefficient an d often slow 
and there are difficulties i n enforcing con -
tracts. Commonwealth countries can help 
each other in improving the functioning o f 
countries' judicial systems and provide 
advice and technical support to facilitat e 
good business practices. 

(v) 'Best Practice' handbook on investment 
promotion: Commonwealth countrie s 
seeking investment in an increasingl y 
crowded and sophisticated market must be 
able to compete effectively. I n this environ-
ment, the investment promotion agencie s 
can help attract investment, particularly t o 
those countries less familiar t o the interna -
tional investment community. Four of the 
world s ten most successful agencie s in the 
last decade have been in Australia, Malaysia, 
Singapore and the UK. The experiences of 
these countries indicate that investment pro-
motion agencies perform bes t in an 
environment tha t has the right economic 
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and regulatory framework. Bu t their perfor -
mance also depends on a number of other 
factors, such as (a) ability to target and reach 
investors; (b) being "client-oriented"; (c ) 
having longer term strategic plans; and (d ) 
promoting close co-operation between rele-
vant public sector bodies, the private sector 
and investment promotion agencies . The 
successful experiences of Commonwealth 
countries could be used to develop guidelines 
of 'Best Practice' for the benefit of invest-
ment promotion agencies in other countries. 

(vi) Monitoring Capital Flows: With the dis-
mantling of foreign exchange controls, mech-
anisms for collecting detailed information o n 
foreign capital transactions through the 
banking system have become diffused an d 
uncoordinated Following these changes 
minimal amounts of information ar e being 
collected on foreign exchange transaction s 
and no single administrative mechanism 
exists for assembling comprehensive informa -
tion on foreign capital flows. The respon-
sibility for the collection of various types of 
information on foreign investment ultimately 
rests with at least three institutions, each 
seeking to collect the information tha t fits its 
specific needs: the Central Banks, the invest-
ment promotion agencies and the national 
statistical offices; each collect data on foreign 
and domestic enterprises, with varying 
degrees of success, for different purposes , using 
standards and definitions appropriate for their 
specific needs. The resulting data are incom-
plete, and inadequate for monitoring capital 
inflows. The Commonwealth Secretaria t 
with its track record in setting up a debt 
recording and management system should be 
able to help countries in designing appropri-
ate data collection systems. 

122 Second , Commonwealth countries can act 
together in promoting specific new mecha-
nisms and activities: 

(i)Commonwealth Private Investment 
Initiative: I n 1995 , the Commonwealt h 

Finance Ministers launched th e 
Commonwealth Private Investment 
Initiative (CPU), which was subsequently 
endorsed by the Commonwealth Heads of 
Government a t their meeting in Auckland. 

The main objective of CPU is to mobilise 
long-term capital for commercial investment s 
in developing member countries. CPII is a 
collaborative venture between the 
Commonwealth Secretariat and the 
Commonwealth Development Corporatio n 
(CDC). Under the management of CDC, a 
co-ordinated series of regional investmen t 
funds are being set up to invest in unlisted 
companies, privatised or privatising compa-
nies, new ventures, small/medium private 
sector businesses, and infrastructure develop -
ment activities. Simultaneously the funds will 
attempt to ensure a high rate of return to 
investors and make a significant contributio n 
to economic development by investing long-
term, as opposed to traditional approaches to 
such funds which tend to focus on short term 
investments or target blue-chip companies. 
These funds can also have strong demonstra-
tion effects . 

The first of these funds i.e. , the Common-
wealth Africa Investment Fund (Comafin) , 
was launched in 1996 with a paid-in capital 
of $63.5 mn. This was raised from a variety of 
sources within the Commonwealth such as 
CDC and investment institutions in Brunei, 
Malaysia, Singapore, South Africa, Botswana , 
Mauritius and Zimbabwe. Similar funds are 
being set up in other regions of the 
Commonwealth e.g. Pacific Islands, South 
Asia and the Caribbean. 

The Group believes that i t is in the mutual 
interest of all Commonwealth countries to 
actively support CPU by investing in the 
establishment of these funds. Looking ahead, 
there seems to be considerable scope for 
further deepening and strengthening of such 
initiatives by examining the possibility of 
setting up specialised sector funds or privatisa-
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tion trust funds to assist member countries in 
their privatisation efforts . 

(ii)Privatisation Trust Funds (PTF): The PTF 
concept is increasingly being used as a mecha-
nism for restructuring and privatising public 
sector enterprises. Such funds can also be set 
up for interested Commonwealth countries as 
a natural extension of CPU. These funds help 
to warehouse privatised assets which can be 
sold in the local market at a later stage either 
as individual company shares or as mutual 
funds. Often domestic investors, both large 
and small, are unable to participate individu-
ally in privatisation efforts at the outset. The 
PTF can help to generate both domestic and 
foreign savings and enable local investors to 
take part in privatisations at a later stage. 

(iii) Risk Insurance and Guarantees: Typically, 
such insurance is not readily available to 
many member countries of the 
Commonwealth especially the least devel-
oped. The recently established 
Commonwealth Investment Guarantee 
Agency (CIGA) offers one prospect of filling 
this gap. The types of investment risks CIGA 
will cover include individuals or corporations 
who own equity or have made loans in any 
Commonwealth country, against confiscation , 
expropriation and nationalisation and incon-
vertibility of dividends and/or exchange 
transfer embargoes. 

CIGA has been set up as a private limited 
company. It will create a partnership amongst 
Commonwealth Governments, the World 
Bank through MIGA, existing Government 
backed investment insurance schemes, the 
Commonwealth Secretariat, the private insur-
ance and reinsurance market, and investors in 
Commonwealth countries. A co-operatio n 
agreement between MIGA and CIGA has 
been signed. Host Governments will be con-
sulted during the acceptance procedure to be 
applied by CIGA when vetting new risks. 
This will ensure the support of the host gov-
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ernment. The establishment of CIGA i s not 
expected to duplicate MIGA activities but 
will seek to "top up" cover available from 
MIGA or bilateral government schemes. The 
Secretariat is well placed to play a catalytic 
role in supporting such private sector initia -
tives and making these easily accessible to 
member countries. 

3 Conclusion s 

123 I t is important to strengthen Commonwealth 
co-operation to enhance and sustain private 
capital flows. Member countries can help each 
other and benefit from each others' experiences. 
They can also act together to create mecha-
nisms to assist such flows; and to influence rele-
vant decisions made in international 
institutions. 

124 Sectio n V sets out the Group's conclusions on 
current relevant debates in the internationa l 
institutions. 

125 Th e Group agreed that the Commonwealth , 
acting through its Secretariat, could and should 
build on its existing role in the following ways. 

• develo p a Commonwealth Code of Good 
Practice for national policies that attract and 
sustain private capital flows; 

• hel p groups of countries develop regional 
strategies for investment promotion; 

• assis t countries improve the regulatory frame-
work for banking and securities markets, 
create an enabling legal environment; and 
monitor capital flows; 

• dra w up a hand book of best practice in 
investment promotion; 

• exten d the Commonwealth Privat e 
Investment Initiative to new regions and 
sectors; and 

• encourag e the creation of Privatisation Trust 
Funds and new mechanisms for risk insurance 
and guarantees. 



Annex 

Country Experiences with 

1 Australi a 

Private capital flows have been a very importan t 
factor i n th e developmen t o f th e Australia n 
economy an d a  majo r influenc e o n th e evolu -
tion of the financial  syste m and monetary polic y 
making. 

Main Trends 
Australia ha s lon g bee n a  heav y ne t capita l 
importer, mirroring a substantial current accoun t 
deficit. Gros s inflow s hav e average d abou t 3. 5 
per cen t o f GD P sinc e th e fifties.  The y surge d 
from th e lat e seventies to reach a  peak of 1 0 per 
cent o f GD P i n th e lat e eighties , followe d b y 
some contraction in the nineties to an average of 
6 per cent of GDP. Year to year movements hav e 
probably bee n mor e volatil e i n recen t decade s 
than i n the sixtie s and seventies . 

The composition of capital flows has changed 
substantially sinc e 1980 : 

• equit y investment has accounted for most of 
direct foreign investmen t i n Australia ; 

• durin g the eighties, there was a heavy inflow of 
debt or foreign borrowings which to some 
extent funded ne t equity outflows, but these 
trends have been unwound in the nineties; and 

• Australia n 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 investmen t 
sources. For example, capital flows from th e 
EU and Japan waned sharply in the lat e 
eighties/early nineties but the US stepped u p 
its investment i n Australia during this period. 

Private Capital Flows 

These trend s clearl y illustrat e tha t th e siz e 
and structur e o f th e Australia n capita l accoun t 
has changed considerably , often quickly . 

Reasons for Trends 

There ar e perhap s thre e genera l force s behin d 
these trends . 

First, private capital flows have been driven by 
the structur e o f th e Australia n econom y -  a 
resource rich , geographically larg e country wit h 
a smal l saving s bas e relativ e t o it s investmen t 
needs. 

Second, a  generall y favourabl e investmen t 
environment, characterise d b y politica l an d 
general financia l stability , well-functionin g 
markets and infrastructur e an d strong legal, pro-
fessional and education systems, has underpinned 
Australia's abilit y t o attrac t foreig n investmen t 
on a  sustaine d basis . O n th e othe r hand , 
Australia has not relied on specific inducement s 
or incentive s t o foreig n investor s t o inves t i n 
particular sectors . 

Third, th e majo r influenc e o n th e timin g 
and for m o f privat e capita l flows  ha s bee n th e 
process o f financial  refor m ove r recen t decade s 
that ha s produce d a  full y deregulate d financial 
system, including a liberalised capital account. I n 
particular: 

• unti l the 1970s , all international transaction s 
were subject t o exchange control. Investmen t 
flows most encouraged were those tha t 
helped development, encouraged new tech -
nology, established new products and process-
es or included some form of domestic 
participation. Australian investmen t abroa d 
was virtually prohibited. Specific capita l con-
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trols were used at various times throughou t 
the 1970s . The financial system  generally was 
subject t o heavy interes t rate controls an d 
restrictions on lending by banks and market s 
in bonds were cleared at non-market prices ; 

• durin g the 1970 s and 1980s , the domesti c 
financial syste m and capital account were 
more or less liberalised simultaneously. Th e 
key changes were: progressive freeing o f 
bank's interest rates and lending; introduc -
tion of market-based tender arrangements fo r 
treasury bills; floating of the exchange rat e 
and abolition of exchange controls in 1983; 
and greater freedom o f entry for foreign bank s 
from 1985 . Today, Australia has no substan -
tial capital account restrictions; and 

• throughou t th e 1980 s and 1990s , the 
Australian government undertook a  series of 
significant liberalisation s of its foreign invest -
ment policy. While screening of proposed 
foreign investmen t over certain threshold s 
continues by the Foreign Investment Revie w 
Board (FIRB) , the basis of the FIRB's deliber-
ations is that al l foreign investmen t wil l be 
approved unless considered contrary to th e 
national interest . Foreign investment i n resi-
dential real estate, civil aviation, banking , 
media, telecommunications an d shipping is 
subject t o special restrictions, includin g 
foreign ownership limits. 

Some Issues and Lesson s 
Benefits of Capital Inflows 

Australian experienc e suggest s tha t privat e 
capital flows have promoted Australia's econom -
ic growth an d developmen t ove r a  long period . 
Given th e country' s investment-saving s imbal -
ance, capita l inflo w ha s bee n a  ver y necessar y 
supplement t o domesti c savings . Muc h o f th e 
benefit ha s com e fro m internationa l financia l 
integration an d th e liberalisatio n o f domesti c 
financial arrangement s associate d wit h that ; 
namely, increase d operatin g efficienc y i n bank s 
and businesse s an d bette r allocativ e efficienc y 
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arising from th e removal of distortions in fundin g 
costs and portfoli o diversification . 

However, Australi a ha s bee n mindfu l tha t a 
capital importing country must be able to service 
its debt ove r time t o maintain credibilit y i n th e 
international financial  markets . While the use of 
foreign capita l fo r productiv e investmen t pur -
poses rathe r tha n mainl y curren t consumptio n 
undoubtedly helped , credibilit y als o require d 
maintenance o f a  soun d macroeconomi c envi -
ronment includin g sustained implementatio n o f 
appropriate monetary , fiscal and othe r policies . 

While concern has been expressed from tim e 
to time about the consequences of capital mobil-
ity, thi s no t bee n suc h a s t o cas t seriou s doub t 
about the net benefits o f foreign investmen t an d 
an ope n capita l account . Suc h concern s ar e a n 
inevitable consequenc e o f internationa l inter -
dependence an d th e bes t genera l respons e t o 
such concerns has been to maintain sensible eco-
nomic policies . Indeed , ther e ha s bee n a 
widespread agreemen t i n Australia tha t th e dis -
ciplines impose d b y internationa l market s hav e 
been a key factor aiding the development of good 
policy making and tha t thi s i s one of the impor -
tant benefit s generate d b y privat e capita l 
mobility. 

Problems of Openness 

Like othe r countries , Australia ha s experience d 
difficulties fro m tim e t o tim e i n dealin g wit h 
volatile capita l flows . Th e mai n concern s hav e 
been wit h ensurin g tha t th e intende d effect s o f 
monetary polic y o n mone y supply/interes t rate s 
are no t undon e b y capita l "surges " an d main -
taining financial  marke t stabilit y i n th e fac e o f 
volatility and particular external shocks. In broad 
terms, problem s hav e ove r th e year s been deal t 
with i n three ways , namely: 

• selectiv e use of specific capital controls in th e 
1970s such as an embargo on short-ter m 
capital flows and a  variable deposit require-
ment whereby funds borrowed abroad were 
lodged in $A non-interest account s at th e 



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

• sterilisatio n of capital inflows by adjustment s 
to domestic policy instruments; and 

• relianc e on a floating exchange rate with 
intervention i n the forex marke t to maintai n 
orderly market conditions . 

The first two approaches were used in combi-
nation prio r t o the mov e t o a  floating  exchang e 
rate regim e an d deregulate d capita l accoun t i n 
December 1983 . In essence , thes e majo r polic y 
shifts were made because resort to capital controls 
and sterilisatio n prove d t o be generall y ineffec -
tive under a  basically fixed exchange rate . 

A majo r lesso n fro m Australia n experience , 
therefore, i s tha t i t i s no t possibl e fo r a  smal l 
open economy relying heavily on foreign capita l 
flows to set its exchange rate and domestic inter -
est rate s simultaneousl y an d t o sustai n thes e 
settings i f internationa l financial  market s judg e 
them t o b e inappropriate . Sterilisatio n o f 
unwanted capita l flows  ca n ge t polic y int o a 
vicious circle in which capital inflows generate d 
by effort s t o t ighte n domesti c monetar y 
conditions wit h th e exchang e rat e fixe d ca n 
quickly lea d t o furthe r inflows , sterilisatio n an d 
further inflo w a s th e appropriatenes s o f th e 
exchange rat e come s increasingl y unde r ques -
tion an d speculativ e capita l flows  ar e sparked . 
Capital control s ca n a t bes t giv e temporar y 
respite and cannot fo r long prevent th e need fo r 
more fundamenta l adjustment s t o macroeco -
nomic policies . 

Some othe r mor e specifi c problem s fro m 
Australian experienc e wit h capita l control s ar e 
that: 

• i t can be very difficult t o identify shor t ter m 
or "hot" capital flows. Long-term portfoli o 
investment i s not necessarily more stable 
than investmen t i n shares or short term 
money market securities; 

• exchang e controls are costly and can reduce 
economic efficiency; an d 

• relianc e on controls can undermine confi -
dence in general economic management . 

The move to a floating exchange rate allowed 
Australia t o dea l mor e effectivel y wit h volatil e 
capital flows and t o strengthen domesti c mone -
tary policy making. External pressures are take n 
on th e exchang e rat e rathe r tha n o n domesti c 
interest rate s and monetar y aggregates . 

While i t has been judged necessary from tim e 
to tim e t o interven e i n th e fore x marke t i n th e 
face o f volatile conditions , thi s has no t bee n t o 
avoid adjustmen t t o macr o policie s a t a  mor e 
measured pace. Such intervention can be a useful 
signal that policy makers consider the markets to 
be movin g inappropriatel y relativ e t o funda -
mentals bu t ca n onl y b e effectiv e i f domesti c 
economic policie s hav e credibility , i.e . th e 
markets believe that those policies will in fact be 
adjusted i n tim e an d a s necessar y i f th e inter -
vention i s not sufficient . 

Lessons from the reform proces s 
Some broade r lesson s fro m Australia' s experi -
ence wit h th e proces s o f financia l reform , 
including liberalisatio n o f th e capita l account , 
include: 

• financial  refor m i n Australia has been gradual 
rather than a  sharp response to major crisis. 
However, there did seem to be major point s 
in the process at which the need to liberalise 
markets became irresistible ; 

• ther e was no detailed long term plan; instea d 
reform has been the result largely of pragmat-
ic responses to developments against th e 
background o f a strengthening intellectua l 
commitment by policy makers to market-ori -
ented solutions ; 

• refor m i n some parts of the financial system 
reinforced pressure s for reform i n other areas; 

• i t is difficult, an d probably not a  good thing , 
to separate deregulation of the domesti c 
financial syste m from liberalisatio n of capital 
flows; 
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• deregulatio n can have a number of transi-
tional problems as markets and financial 
institutions adapt to the new, freer, environ-
ment. For example, the Australian bank s 
experienced a  rapid expansion i n credi t 
growth and deterioration i n asset quality i n 
the late 1980 s and early 1990 s as they exer-
cised new-found freedom  t o expand thei r 
activities and compete for market share. 
Amongst other things, this experience 
demonstrated the need for banks to have 
high quality risk management systems and fo r 
sound arrangements for prudential supervi -
sion to be in place which set down a range of 
minimum prudential standards, consisten t 
with international best practice; 

• financial  refor m and reliance on markets is 
not a panacea for all ills. Markets impose sub-
stantial discipline on domestic economi c 
policies and achieving and maintaining cred -
ibility in this area is crucial; and 

• wide r microeconomic reform, such as lower-
ing tariff barriers and promoting competitio n 
in the domestic economy, is important i n cre-
ating a favorable environment for productiv e 
investment, which allows the economy t o 
make the best use of the capital inflows i t is 
able to attract . 

2 Botswan a 

Background 

In Botswana , th e privat e capita l inflow s hav e 
been o f a  comparativel y smal l magnitude , 
highly volatil e an d mainl y associate d wit h th e 
development o f infrastructure involvin g majo r 
mining projects , although i n recent years , the y 
have also been significant i n the manufacturin g 
sector. Since 198 3 Botswana ha s had a  curren t 
account surplus , s o that , unlik e mos t othe r 
developing countries , ne t capita l inflow s int o 
Botswana hav e no t bee n aime d a t financin g 
current accoun t deficits . The y hav e instead , 
been guide d mor e b y direc t consideration s o f 
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investment i n project s i n th e publi c a s well a s 
private sectors . Net privat e capita l inflow s hav e 
amounted t o an average of 1. 4 pe r cent o f GD P 
over the years 1982-1995 . Most of these inflows 
have bee n i n th e for m o f foreign direc t invest -
ment. Portfoli o investmen t bega n t o sho w a 
significant increas e durin g th e 1990 s with th e 
e s t a b l i s h m e n t o f t h e Botswan a S toc k 
Exchange. 

During 1982 , Botswan a wa s not abl e t o sel l 
all her diamonds because o f the world econom -
ic recessio n an d a s a  result , a  curren t accoun t 
defici t o f US$44 . 2 m n wa s recorded . 
Government the n institute d a  number o f mea -
sures to deal with th e situation whic h include d 
a 1 0 pe r cen t devaluatio n o f th e Pula , tighte r 
monetary policy , and a  public sector wage freez e 
during the year . As a result, the current accoun t 
improved t o a  surplu s o f US$1. 8 m n i n 1983 . 
The ne t privat e capita l inflow s t o Botswan a 
increased steadil y fro m 198 3 t o 1987 , whe n a 
net outflow o f US$83.7 m n was recorded, whic h 
was mainl y o n accoun t o f outward investmen t 
by Government int o the De Beers Consolidate d 
Mines and th e purchas e o f the railwa y assets of 
National Railway s o f Zimbabw e whic h wer e 
within Botswana . Larg e amount s o f privat e 
capital inflow s were recorded between 198 8 and 
1992 due t o investmen t i n the developmen t o f 
the Sod a Ash min e i n the country . I n 199 3 ne t 
private capita l outflo w o f US$156. 4 m n wa s 
registered, which was due to Government's pur -
chase o f th e share s o f a  foreig n company , 
AMAX, i n the Botswan a Roan Selection Trus t 
(BRST). 

Apart fro m th e majo r minin g projects , th e 
continued inflo w o f private capita l flows  during 
the 1990 s was due to the relatively higher expect-
ed rate s o f retur n o f investmen t i n th e 
manufacturing an d service s sectors . Thi s wa s 
made possible by the relatively stable macroeco -
nomic environmen t involvin g a  mor e libera l 
exchange contro l regim e an d a  specia l invest -
ment incentiv e programme , th e Financia l 
Assistance Polic y (FAP) . Both loca l and foreig n 



investors are equally eligible for assistance unde r 
FAP, althoug h it s coverag e i s limited t o manu -
facturing an d som e servic e sector s o f th e 
economy. 

Investment Climate and Private Capital Flows 
Botswana's succes s i n attractin g privat e capita l 
flows has been due to a number o f factors whic h 
complemented eac h other : 

• Botswan a has enjoyed relativ e political sta-
bility for many years compared to mos t 
African countries , including her neighbours . 

• Fro m being of the poorest countries in th e 
world in terms of per capita GDP a t indepen -
dence in 1966 , Botswana has been able t o 
maintain a  steady economic growth. During 
the 1980s , growth in real GDP average d 
about 1 0 per cent per annum and despite th e 
economic recession that engulfed th e world 
in the early 1990s , Botswana continued t o 
record positive growth rates except fo r 
1992/93. 

• Immediatel y following independence , 
Botswana concentrated it s efforts toward s the 
development of infrastructure suc h as roads, 
health facilities, utilities and other social ser-
vices to improve the efficiency i n the provi-
sion of services and reduce basic costs faced 
by investors. 

• Botswan a has been able to provide a sound 
macroeconomic environment with a stable 
exchange rate, stable interes t rates, a relative-
ly low inflation rat e 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 monetar y 
expansion. 

• Th e country has a healthy stock of foreign 
exchange reserves and a  very low externa l 
debt to GDP ratio. Restrictions on foreig n 
currency transfers , which are considered a 
serious constraint facing investor s in most of 

Africa, ar e very minimal. During the 1990s , 
Botswana commenced a  policy of a gradual 
and progressive liberalisation of exchange 
controls and i n 1995 , the country was admit-
ted into the IMF's Article VIII status under 
which members are obliged to remove al l 
controls on the current account . Foreign 
Currency Accounts are now allowed on -
shore, subject t o limit of P10 mn for residen t 
companies and Pl  m n for individuals . This 
will not only facilitate th e payments fo r 
imports of goods and services but also protect 
residents of Botswana against advers e 
exchange rate fluctuations. 

Botswana Stock Exchange and Foreign 
Portfolio Investment 
The stoc k market , whic h wa s opene d i n 198 9 
and formulate d i n 199 5 a s the Botswan a Stoc k 
Exchange, plays an importan t rol e in the mobil -
isation o f savings , an d channel l in g thes e 
resources into long-term development activities . 
By Octobe r 1996 , th e cumulativ e foreig n 
investor's stoc k marke t activit y recorde d b y th e 
Botswana Stock Exchange stood at P156 mn ou t 
of a total capitalisation o f Pl,187 mn . 

Foreign portfolio investor s cannot collective -
ly hold more than 49 per cent of a listed company's 
shares excludin g "direc t investor " hel d 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 Botswan a Stoc k Exchang e an d othe r stoc k 
exchanges wa s allowe d beginnin g i n 199 6 t o 
further improv e th e flow of portfolio investmen t 
across countries. This is however, subject to there 
being no exchange control s i n the other countr y 
which may prohibit or hinder the free movemen t 
of funds t o Botswana. I t i s expected tha t thi s dis-
pensation wil l be utilised i n the near future . Th e 
restriction of 5 per cent for foreign investors share-
holding i n a listed company an d th e aggregat e of 
49 per cent holding do not apply to a foreign an d 
dual listed company . 

PROMOTING PRIVAT E CAPITA L FLOW S AND HANDLIN G VOLATILITY : ROL E OF NATIONAL AN D INTERNATIONA L POLICIE S 4 9 



Outward Investmen t 

At present , institutiona l investor s suc h a s lif e 
assurance companie s an d pensio n fund s ar e 
allowed outward portfolio investmen t of up to 70 
per cen t o f thei r tota l asset s pe r annum . Th e 
limit for outward direc t investmen t is  set at P1 0 
million pe r annu m fo r residen t companie s an d 
P100 00 0 pe r annu m fo r 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 offere d 
by Botswana' s membershi p o f th e Souther n 
African Custom s Unio n (SACU ) an d th e 
Southern Africa n Developmen t Communit y 
(SADC). Botswana' s accessio n t o th e Worl d 
Trade Organisatio n (WTO ) i n 199 4 an d th e 
Lomé status also provide the investor with a stable 
trading environment . Th e establishmen t o f th e 
Trade and Investment Promotion Agency (TIPA ) 
in 1984, a one stop service agency for investmen t 
and trad e promotion , i s one o f th e vehicle s fo r 
facilitating foreign private investment. A numbe r 
of special incentives are also offered suc h as finan-
cial grant s throug h th e FAP , relatively lo w an d 
stable ta x structure , provisio n o f service d com -
mercial an d industria l plot s includin g factor y 
shells a s wel l a s a  welcomin g an d supportiv e 
Government machinery . Currently , corporat e 
taxes i n Botswan a ar e amon g th e lowes t i n th e 
Southern African regio n at 25 per cent in general 
and 1 5 pe r cen t fo r manufacturin g companies . 
The to p marginal rate of personal incom e ta x a t 
30 per cent, will be further lowere d to 25 per cent 
with effec t fro m 1s t July, 1997 , thus equalising i t 
with the corporate tax rate . 

Although Botswan a ha s no t bee n involve d 
in an y majo r nationalisatio n o f private compa -
nies, there is a sizeable state enterprises sector and 
therefore, ther e i s scop e fo r partia l o r ful l 
privatisation o f som e o f the m t o enhanc e 
efficiency. Join t venture s wit h th e involvemen t 
of foreign an d citize n investor s ar e encouraged , 

but ther e i s n o lega l requiremen t enforcin g 
citizen participation . 

Despite having attracted substantial amount s 
of private flows, Botswana suffers fro m a  number 
of disadvantage s an d constraint s i n attractin g 
foreign investment . Firstly , ther e i s th e 
negative perceptio n b y investor s o f th e 
African continen t a s a  whole . Also , despit e 
Government 's effort s t o develo p it s huma n 
resources, Botswan a stil l faces a  shortage i n th e 
area o f skille d an d productiv e manpowe r t o 
quickly absor b an d diffus e ne w technolog y tha t 
comes wit h foreig n direc t investment . Th e 
Revised Nationa l Polic y o n Educatio n (1994) , 
which i s currentl y bein g aggressivel y imple -
mented, i s intende d t o improv e th e country' s 
human resource s with a  view to enhancing pro -
ductivity an d competitivenes s i n a  changin g 
global environment. Another inhibitin g factor t o 
attracting investments in Botswana especially i n 
the agricultural sector, i s natural calamities such 
as the recurrence o f drought . 

Conclusion 
Botswana has benefited fro m substantia l flows of 
FDI i n th e past , mos t o f which wer e directed t o 
the minin g sector . I t i s lookin g fo r sustainabl e 
diversification o f th e econom y i n othe r sector s 
like manufacturing , touris m an d services . 
Although ther e hav e bee n som e flows  i n thes e 
sectors in recent years , the scale has to be muc h 
larger if the economic growth targets adopted fo r 
the period of the Eighth National Developmen t 
Plan ar e t o be realised . Much polic y reform ha s 
already bee n pu t i n plac e t o mak e th e countr y 
attractive an d friendl y fo r prospectiv e foreig n 
investors. I n th e comin g years , Botswan a i s 
expected t o furthe r liberalis e an d eventuall y 
eliminate exchang e controls , simplif y licensin g 
and othe r regulator y control s o n investment , 
invest in the development o f both infrastructur e 
and huma n resource s an d undertak e effort s a t 
achieving regional co-operation and integratio n 
of markets. 

50 PROMOTING PRIVAT E CAPITA L FLOW S AN D HANDLIN G VOLATILITY : ROL E O F NATIONA L AN D INTERNATIONA L POLICIE S 



3 Canad a 

Trends 

Canada ha s traditionall y bee n a  ne t capita l 
importer Reflectin g it s relativel y larg e endow -
ment o f natura l resource s i n relatio n t o it s 
population, investmen t opportunitie s hav e 
tended t o outpace domesti c savings and foreig n 
capital ha s bee n importe d t o develo p Canada' s 
natural resources and manufacturing sectors . As 
a result , for muc h o f it s history, Canada ha s ru n 
current accoun t deficits . 

There was , however, a  marked deterioratio n 
in th e curren t accoun t defici t (measure d a s a 
share of GDP) fro m 198 4 to 1989 , before i t sta -
bilised a t abou t 4  pe r cen t o f GDP i n th e earl y 
1990s. On e o f th e primar y factor s behin d thi s 
deterioration was a rise in the government defici t 
(as recently as 1993, the total government defici t 
on a  nationa l account s basi s wa s 7  per cen t o f 
GDP), whic h lowere d domesti c savings . A s a 
result, foreig n saving s wer e require d t o bridg e 
the ga p betwee n domesti c saving s an d invest -
ment, an d th e curren t accoun t defici t widened . 

Recently, th e situatio n ha s been reversed . A 
current account surplus was posted i n 1996 . The 
reduction i n Governmen t borrowin g (th e tota l 
government defici t o n a  national account s basi s 
is expected b y the OEC D t o fal l t o 0.2 pe r cen t 
of GD P i n 1997 ) ha s bee n a  significan t facto r 
behind th e reductio n i n foreig n borrowin g an d 
the dramati c improvemen t i n th e curren t 
account balance . As a  result , Canad a wa s a ne t 
capital exporter i n 1996 . 

Nonetheless, as a very open economy, capita l 
inflows stil l pla y a n importan t rol e i n th e 
Canadian economy, and Canada's recent experi -
ences ma y provid e som e valuabl e insight s o n 
attracting and coping with private capita l flows. 
In financin g it s externa l imbalance s ove r th e 
years, Canad a ha s experience d significan t 
changes in the composition of its capital inflows . 
While th e volatilit y o f capita l flows  dat a mak e 
cross-year comparison s difficult , som e basi c 
trends emerge : 

• Reflectin g th e impac t of rising government 
deficits, capital inflows in the late 1980 s and 
early 1990 s 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 toward s debt obligation s 
with shorter maturities, making debt financ-
ing more sensitive to fluctuations  i n short-
term interes t rates. 

• 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 i n 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-
ernment bonds have diminished as a propor-
tion of capital inflows and there has been a 
significant foreign disinvestment out of short-
term government paper . 

• Sinc e 1993 , foreign direc t investment (FDI ) 
has generally increased i n value terms and as 
a proportion of total capital inflows. Th e 
increased importance of FDI reflects the more 
accommodative policy stance towards foreign 
investment tha t has been adopted in Canada 
over the past decade. In Canada, FDI has his-
torically been much less volatile than portfo -
lio investment (althoug h the volatility of 
each has increased over time). The recen t 
shift i n the composition of its inflows i n 
favour of FDI thus bodes well for Canada . 

Coping with Private Capital Flows 
An importan t facto r i n ho w Canad a ha s cope d 
with capita l flows  fro m a  macroeconomi c per -
spective i s that i t has long maintained a  flexible 
exchange rat e regime . Thi s ha s allowe d i t t o 
pursue an independent monetary policy, aimed at 
domestic price stability , an d maintai n it s ability 
to adjus t t o trade shocks and capita l flows. 

Canada has a formal inflatio n target , which is 
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to maintai n th e cor e CP I inflatio n rat e (whic h 
excludes food, energy and indirec t taxes ) withi n 
a band o f 1  to 3  per cent . Th e Ban k o f Canad a 
has develope d a  monetar y condition s inde x 
which i s used to summarise the overal l stance of 
monetary policy The index is defined as a weight-
ed combinatio n o f th e change s i n short-ter m 
interest rate s an d th e trade-weighte d exchang e 
rate measure d fro m a n arbitrar y bas e year . Th e 
Bank of Canada select s a target o r desired trac k 
for monetar y condition s tha t wil l resul t i n pro -
jected inflation staying within the target band six 
to eight quarters ahead. Subsequently, i f there i s 
a divergence betwee n actua l an d desire d mone -
tary conditions, policy adjustments ar e 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. dollar s 
to replenish official reserves) , and i t 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 it s vulnerabilit y t o reversal s o f suc h 
flows, can b e reduce d b y encouragin g domesti c 
savings. This ca n b e achieve d b y reducin g gov -
ernment deficit s and maintainin g lo w and stabl e 
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 o f significan t marke t turbulence . A s a 
result, Canada would encourage other countries to 
put considerable emphasis on strengthening the reg-
ulatory framework i n the financial  sector . 

4 Ghan a 

Background 

The period before 198 3 witnessed a  considerable 
decline i n Ghana's economy: i t registered nega -
tive growth rates; its industrial infrastructure wa s 
heavily ru n down ; an d ther e wa s scarcit y o f 

foreign exchang e neede d t o impor t necessar y 
equipment, plan t an d machiner y an d industria l 
inputs, and low capacity utilisation of most indus-
tries. 

All thi s culminate d i n th e launchin g o f 
Ghana's Economic Recovery Programme (ERP ) 
in 1983 , which sought , amon g othe r things , t o 
reverse the negative growth of the economy an d 
to correct the imbalances and the rigidities which 
contributed t o th e poo r performanc e o f th e 
economy durin g tha t period . Sixteen year s afte r 
the ERP , Ghan a ha s witnesse d a n overhaule d 
and a  stabl e macro-economi c environment , a n 
improved monetar y an d fiscal  regime , a  reason -
able investmen t climat e an d a n infusio n o f 
discipline int o th e nationa l economy . 

Ghana ha s mad e significan t progres s sinc e 
1983 i n pursuin g soun d macro-economi c poli -
cies. Through a structural adjustment programme , 
it ha s altere d relativ e price s t o favou r efficien t 
production, liberalise d th e market , an d focuse d 
public investmen t o n improvin g physical , eco -
nomic an d socia l infrastructure . Th e econom y 
has grow n a t a n averag e rat e o f 5  pe r cen t pe r 
annum during the las t nine years . 

However, th e improvemen t s o far registere d 
has bee n largel y du e t o a n increas e i n publi c 
sector investment . Privat e investmen t ha s rise n 
only modestly, except in the mining sector where 
between 198 5 and 199 6 the countr y attracte d a 
total capita l o f about US$1.8 billion . 

Measures to Encourage Investmen t 
To encourag e th e inflo w o f investmen t capita l 
into th e othe r sector s o f th e economy , i n th e 
early 1990 s th e Governmen t undertoo k a 
number of bold measures. Among these measures 
was the setting up in 199 1 of the Privat e Secto r 
Advisory Grou p (PSAG ) t o revie w al l law s a s 
well a s institutiona l an d administrativ e proce -
dures which affecte d busines s and capita l inflo w 
into the country . 

PSAG mad e far-reachin g recommendation s 
which were accepted by the Government. Thes e 
included th e repea l o f a  numbe r o f Pric e 
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Control Laws , th e Wealt h Ta x Law , an d th e 
Manufacturing Industrie s Act , 1971 , which ha s 
made i t obligator y fo r industria l concern s t o 
obtain industria l licence s befor e commencin g 
manufacturing. Th e recommendation s o f th e 
PSAG sough t t o ensur e tha t law s and adminis -
trative procedure s wer e mor e supportiv e o f th e 
private secto r an d busines s activit y a s wel l a s 
making them consistent with the liberalising and 
deregulating thrus t o f Governmen t economi c 
policy reform . 

The PSA G als o recommended th e repea l o f 
the Ghan a Investmen t Law , 1985 , PND C La w 
116 and worked towards the promulgation of the 
Ghana Investment Promotion Centre Act, 1994 , 
Act 478 . Th e Ac t introduce d a  fundamenta l 
change i n th e administratio n o f investment s i n 
Ghana. Ac t 478 , unlik e PND C La w 116 , wa s 
promotional, rathe r tha n regulatio n oriented . 
Approvals of investments (excep t in mining an d 
petroleum) ar e n o longe r required . Instea d 
investments ar e registere d an d a  Certificat e o f 
Registration issue d which gives official recogni -
tion t o suc h investments . Th e Ac t make s th e 
grant of incentives and other benefits automati c 
and transparen t an d reduce s th e waitin g perio d 
for which an investor could get a certificate fro m 
several month s to , a t most , five  workin g days . 
Act 47 8 als o provide s equa l treatmen t t o bot h 
foreign an d domesti c investors . 

The ne w Cod e provide d th e lega l basi s fo r 
the restructurin g o f th e regulation-oriente d 
investment authorit y (Th e Ghan a Investmen t 
Centre) int o a promotional-oriented Investmen t 
Centre (Ghan a Investmen t Promotiona l Centr e 
(GIPC)). This has enabled th e GIP C t o under -
take more investment promotional missions both 
within th e countr y an d abroad , which , i n som e 
instances, were led by the President and the Vice-
President. 

The promulgation of Act 478 and the invest -
ment promotiona l mission s hav e resulte d no t 
only in increased foreign investo r interes t i n th e 
country bu t als o i n a  considerabl e increas e i n 
the inflo w o f foreign direc t investmen t int o th e 

country. Fo r example , th e Ghan a Investmen t 
Promotion Centr e recorde d 5 6 project s i n th e 
first quarter of 1997 as compared with 2 7 and 3 6 
in the same period of 199 5 and 199 6 respective-
ly. Estimated total investments in the first quarter 
of 199 7 wa s US$286.25mn compare d wit h cor -
responding investment s o f US$32.76m n an d 
US$29.7mn in the first quarters of 1995 and 199 6 
respectively. 

The significant increas e in registered project s 
during the first quarter of 1997 is an indication of 
the positiv e impac t o f investmen t promotio n 
activities bein g undertake n b y th e GIPC . Th e 
promotional activitie s have als o been helped b y 
generous investmen t incentives , whic h includ e 
automatic exemptio n o n custom s dutie s o n al l 
plant, equipmen t an d machiner y importe d fo r 
investment activities, automatic immigrant quota 
in proportion t o value of investments an d com -
petitive ta x holidays . Other measure s tha t hav e 
helped includ e mer e registratio n a s opposed t o 
approval of investments, reduced entry and estab-
lishment requirements , a n improve d investo r 
friendly service , increased guarantee o f safety of 
investments b y the 199 2 Constitutio n an d Ac t 
478, th e continuin g improvemen t o f the indus -
trial infrastructur e an d th e politica l stabilit y 
currently enjoyed b y the country . 

Ghana Stock Exchange and Portfolio 
Investment 
Before 199 1 whe n th e Ghan a Stoc k Exchang e 
(GSE) wa s established , inflow s o f portfoli o 
investment int o th e countr y wer e almos t non -
existent. However , sinc e 199 1 an d especiall y 
1993 (whe n th e Ban k o f Ghan a permitte d 
foreign portfoli o investor s t o acquir e share s o f 
domestic companies traded on th e GSE withou t 
prior approva l b y th e Centra l Bank) , ther e ha s 
been a  dramatic increas e i n the volume o f port -
folio investmen t by foreign investors . Individua l 
foreign portfoli o investor s ar e individuall y per -
mitted t o own not mor e than 1 0 per cent i n an y 
single company and cumulatively not more tha n 
74 per cent of the total shareholding of any single 
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local company. There has been a demand for leg-
islative change s t o enabl e foreig n portfoli o 
investors to own a s much a s 10 0 per cent o f th e 
shareholdings o f an y Ghanaia n compan y liste d 
on the Stock Exchange. However, in view of the 
impact of possible massive capital surges by port-
folio investor s o n th e economy , th e revie w o f 
this issue is proceeding with caution . 

To help sustain the inflow of portfolio invest -
ments into the country, the Government i n 199 1 
exempted investors from paying capital gains tax 
on al l securities traded o n th e GS E fo r a  period 
of five  years . Thi s exemptio n wa s renewe d fo r 
another 5  years after it s expiry i n 1996 . In addi -
tion, withholdin g ta x o n dividend s o n share s 
traded on the exchange was recently reduced t o 
10 per cent. Furthermore , th e managemen t an d 
administration o f th e Ghan a Stoc k Exchang e 
has been improved, and a Securities Commission 
is being established t o help perform th e delicat e 
balancing function o f developing the young secu-
rities industry and regulating it in order to protect 
the interest of investors and thus maintain publi c 
confidence i n the industry . 

Other Factor s 
Privatisation of State-Owned Enterprises (SOEs ) 
has als o been a  source o f foreign capita l inflo w 
into th e country . Afte r th e initia l difficulties , 
improved and considerably transparent manage -
ment of the Divestiture Programm e has resulted 
in increase d attractio n o f bot h foreig n an d 
domestic capita l t o th e SOEs . Capita l receipt s 
from thi s source are transient an d wil l end wit h 
the completion o f the sale of earmarked SOEs . 

Financial secto r reform s hav e als o bee n 
unde r t aken unde r th e F inanc ia l Sec to r 
Adjus tment Programme . U n d e r th e 
Programme, foreign exchang e transaction s hav e 
been liberalised , credi t allocatio n an d interes t 
rate determinatio n processe s hav e bee n full y 
deregulated an d the quality of financial service s 
and thei r delivery improved . Seven banks wer e 
restructured wit h som e non-performin g asset s 
transferred t o a  newl y create d governmen t 

policy agency , th e No n Performin g Asset s 
Recovery Trust . The lega l and regulatory frame -
work withi n th e financia l secto r ha s bee n 
improved an d a  numbe r o f privat e banks , dis -
count houses , leasing companies and brokerag e 
firms hav e als o bee n established . Tw o majo r 
state-owned bank s have bee n privatise d whic h 
attracted bot h domesti c an d foreig n capital . 

The Government ha s also concluded Doubl e 
Taxation Treatie s an d Investmen t Promotio n 
and Protectio n Agreement s wit h a  numbe r o f 
capital exporting countries , which for investor s 
from thes e countries , provid e additiona l pro -
t e c t i o n . G h a n a ha s als o accede d t o th e 
C o n v e n t i o n establishin g th e Mult i la tera l 
Investment Guarante e Agenc y which provide s 
insurance agains t breac h o f contract , politica l 
risk an d non-repatriatio n o f capital . 

To sustai n an d increas e th e leve l o f capita l 
inflow, Ghan a ha s persisted t o achieve a  stabl e 
macroeconomic environment . This has includ -
ed a relentless war against inflation . The annua l 
inflation rat e whic h wa s abou t 20 0 pe r cen t 
in 1983 , whe n th e ER P wa s commenced , wa s 
steadily brough t dow n ove r th e year s t o 18. 0 
per cen t i n 199 1 an d 10. 0 pe r cen t i n 1992 . 
Unfortunately, th e slippage s of late 199 2 led t o 
a surge i n inflatio n risin g to an end o f year rat e 
of 70.8 per cent i n 1993 . This was again brough t 
down to 32.7 per cent a t the end of 1996 , and i s 
projected t o be reduced further t o 20 per cent by 
the en d o f 1997 . 

G h a n a ha s als o l iberalise d it s foreig n 
exchange regime . Thi s liberalisatio n ha s bee n 
anchored i n Ac t 47 8 whic h guarantee s th e 
unconditional an d free transferabilit y o f invisi -
ble capital , profi t an d dividend s o f investors . 
Similarly, the liberalisation o f the exchange rat e 
determination whic h ende d th e ove r valuatio n 
of th e loca l currenc y resulte d i n increase d 
pr iva te transfer s fro m abroa d t o G h a n a . 
Between 199 2 an d 199 5 privat e unrequite d 
transfer b y non-resident Ghanaian s an d other s 
constituted th e thir d highes t foreig n exchang e 
earnings afte r gol d an d cocoa . A  liberalise d 

54 PROMOTING PRIVAT E CAPITAL FLOW S AND HANDLIN G VOLATILITY : ROL E OF NATIONAL AND INTERNATIONA L POLICIE S 



exchange rate policy is being pursued with th e 
Central Bank intervening only when necessary. 

Another proble m whic h Governmen t ha s 
had t o dea l with i s the country' s deb t burden . 
During th e mi d 1980 s almos t a  tota l o f abou t 
US$600 million representin g shor t ter m com -
mercial loan s wa s paid off , an d Governmen t 
has sinc e the n bee n ver y consisten t wit h it s 
debt repayment obligations and has succeeded 
in reducing its debt service ratio from betwee n 
47.8 and 64.0 per cent between 196 8 and 198 9 
to 26.7 per cent i n 1996. 

The Governmen t ha s als o declare d th e 
country a s a free zon e area and i s establishing 
export processing zones in Tema and Takorad i 
for a start. 

In addition, the Government has developed 
the Ghan a Trad e an d Investmen t Gatewa y 
Programme. Thi s Programm e seek s t o mak e 
Ghana th e gatewa y fo r trad e an d investmen t 
to Wes t Africa . I n furtheranc e o f this , th e 
country's two ports have been declare d a s free 
ports and the international airport has declared 
a liberalised open sky policy. All these policies 
are anchore d i n a  muc h bigge r programm e 
dubbed Vision 202 0 which seek s to transfor m 
Ghana int o a  middle-incom e countr y b y th e 
year 2020. 

Conclusion 
The current considerable inflo w o f capital int o 
Ghana ha s bee n mad e possibl e b y investo r 
friendly laws, policies and attitudes, promotion-
al an d protectiv e laws , stable macroeconomi c 
environment, liberalise d foreign exchang e an d 
political stability. 

5 Indi a 
Background 

India entere d th e ninetie s wit h larg e interna l 
and externa l financial  imbalance s whic h wer e 
exacerbated b y the Gul f crisi s 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 . Th e balanc e o f pay-
ments crisi s wa s thu s th e mai n trigge r fo r 
economic reform s i n India , whic h wa s lon g 
overdue. A national consensus emerged around 
the nee d fo r economi c reforms , recognisin g 
within i t th e importanc e o f externa l privat e 
capital inflows. 

The broad approach to reform in the external 
sector wa s laid ou t i n th e Repor t o f th e Hig h 
Level Committe e o n Balanc e o f Payment s 
(Chairman, Dr . C . Ranagarajan) . I t recom -
mended, inte r alia , liberalisatio n o f curren t 
account transactions leading to current account 
convertibility, compositional shift in capital flows 
away from deb t t o non-debt creatin g flows and 
away from short term debt; regulation of external 
commercial borrowings, gradual liberalisation of 
outflows an d disintermediation o f Government 
in th e flow  o f externa l assistance . Th e 
Committee also recommended the introduction 
of a  market-determined exchang e rat e regim e 
and discontinuance of the practice of extending 
exchange guarantee by the Reserve Bank of India 
and Government . 

Emerging Importance of Private Capital Flow s 

The stance of policy is reflected i n the predomi-
nant rol e assume d b y foreig n investmen t i n 
India's external financing requirement during the 
nineties, with it s share rising from barel y 1  per 
cent i n 1990-9 1 t o a  little ove r 50 per cent i n 
1995-96. Foreign direc t investmen t (FDI ) ha s 
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 . Direc t utilitie s an d investmen t 
has mainl y bee n garnere d b y engineerin g 
industries, financia l service s sector , electron -
ics/electrical equipment , chemical/allie d 
products, and food and dairy products. The pro-
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portion o f direct foreig n investmen t int o India , 
however, i s smal l a t aroun d 3  pe r cen t o f th e 
overall FDI flows to developing countries during 
1996. 

Portfolio inves tmen t ha s registere d a 
quantum jum p i n recen t years . India n corpo -
rates have been permitted t o raise funds abroa d 
through Globa l Depositor y Receipt s (GDRs ) 
and convertibl e bonds/floatin g rat e notes . 
Offshore fund s hav e bee n launche d an d mad e 
open-ended. Foreig n institutiona l investor s 
(FIIs) have been allowe d to participate activel y 
in th e India n stoc k markets . Th e inflow s int o 
India arisin g fro m GDR s wer e o f th e orde r o f 
US$ 1,60 2 millio n an d US $ 1,83 9 millio n 
during 1993-9 4 and 1994-9 5 respectively. Whil e 
GDR inflows  a t US $ 14 9 millio n wer e some -
what subdue d i n 1995-96 , they hav e picke d u p 
again during 1996-9 7 t o US$ 92 0 million u p t o 
December 1996 . Portfolio investmen t flows  o n 
account o f FII s ha s average d aroun d US$1. 7 
billion durin g 1993-9 4 t o 1995-96 . Th e tota l 
FII inflows during 1996-9 7 were US$ 1. 9 billion . 
The dimension of these flows should be assessed 
in the ligh t o f the overal l slump i n globa l port -
folio flows  t o developin g countrie s witnesse d 
during 1994-1995 . 

In th e aftermat h o f th e payment s crisi s o f 
1990, the approach to external commercial bor -
rowings ha s bee n on e o f prudence , wit h 
self-imposed ceiling s o n commitment s an d a 
careful monitorin g of the cost of raising funds a s 
well as the end use thereof. In the recent period , 
in response to the augmented needs for externa l 
finance o f th e industria l sector , a  sequentia l 
deregulation i n recours e t o commercia l credits , 
both short-ter m an d long-term , i s underway . 
Accordingly, disbursement s o f commercia l bor -
rowings which had decline d t o US $  1. 1 billio n 
in 1992-9 3 rose to nearly US$ 4 billion in 1995-
96 and ar e expected t o maintain th e sam e leve l 
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 shif t i n favour o f the private 

sector i n the nineties . 
With a  view to creating a congenial environ -

ment fo r privat e capita l flows,  sweepin g 
liberalisation has been effected sinc e 199 1 in the 
areas o f trade , industr y an d foreig n investment . 
The guidin g principle s underlyin g th e polic y 
approach i s the progressive removal of quantita -
tive restrictions , greate r spac e fo r foreig n 
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  virtua l eliminatio n o f licensing , a  pro -
gressive shif t o f restricte d item s o f import s t o 
Open Genera l Licenc e (OGL ) an d lowerin g o f 
tariff barriers . Industrial policy has been charac -
terised b y delicensing , remova l o f monopol y 
clauses definin g larg e industria l house s an d 
removal o f reservation s fo r publi c secto r enter -
prises. Rapid transformatio n o f the econom y i n 
terms o f growin g integratio n wit h th e globa l 
economy need s a  soun d financia l sector . Th e 
reforms i n thi s are a ar e guided b y three specifi c 
objectives -  competitiv e efficiency , functiona l 
autonomy an d accountability . Alongsid e th e 
deregulation o f th e bankin g industr y includin g 
free entr y fo r privat e secto r banks , the thrus t o f 
monetary policy has been towards the reductio n 
of reserve requirements, deregulation o f interes t 
rates an d widenin g an d deepenin g o f financial 
markets. Simultaneously , measure s hav e bee n 
undertaken to strengthen the institutional frame-
work i n banking , non-bankin g financia l 
companies, financia l institution s an d stoc k 
markets throug h prudentia l norms , capita l ade -
quacy stipulations , improvement s i n payment s 
and settlemen t mechanisms , strengthenin g o f 
the supervisor y framework , an d institutiona l 
measures including recapitalisation . 

The stanc e o f exchang e rat e polic y i s t o 
ensure tha t exchang e rat e movement s ar e i n 
alignment wit h macroeconomi c fundamentals . 
External paymen t restriction s hav e bee n liber -
alised with convertibility on the current accoun t 
under the obligations of Article VIII of the IMF's 
Articles o f Agreement. Convertibilit y ha s bee n 
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extended t o several items of the capita l accoun t 
such as foreign investment , non-resident deposit s 
and commercial borrowings. In pursuance of the 
commitment mad e b y th e Un io n Financ e 
Minister i n hi s Union Budge t speec h fo r 1997 -
98, th e Reserv e Ban k o f Indi a appointe d a 
Committee o n Capita l Accoun t Convertibilit y 
(CAC). Th e Committee , whic h submitte d it s 
Report in May 1997 , has made sweeping recom-
mendations regardin g th e preparatio n o f th e 
economy for CAC. I t has recommended a  thre e 
year time frame fo r institution o f CAC wit h th e 
strength of present macro conditions warrantin g 
implementation o f measure s o f th e first  phase , 
i.e., i n 1997-98 . Drawin g fro m internationa l 
experience and assessment of the country specif -
ic situation , th e Committe e ha s recommende d 
important pre-condition s t o CAC an d se t out a 
road map sequencing the move to CAC. With a 
view t o modernisin g th e regulation s governin g 
foreign exchange transactions to reflect the inte -
gration of the Indian economy globally, efforts ar e 
on t o replac e th e existin g Foreig n Exchang e 
Regulation Ac t b y a  mor e flexible  Foreig n 
Exchange Managemen t Act . 

The broa d approac h t o targetin g o f foreig n 
direct investmen t i s throug h a  dua l rout e an d 
through varying percentages of foreign ownershi p 
in different sectors . Activities and extent of own-
ership i n differen t sector s ar e liste d wher e th e 
approval is automatic while in regard to the rest , 
a case by case approval by a high powered Boar d 
is adopted. Portfolio investment s are restricted t o 
select players viz. Foreign Institutional Investor s 
(FIIs), non-residen t Indians/oversea s corporat e 
bodies (OCBs) . The y could , subjec t t o som e 
restrictions, operat e i n equit y o r deb t markets . 
FIIs are permitted t o inves t i n equit y subjec t t o 
ceilings o f 1 0 pe r cen t fo r individua l FII s i n a 
single company and 30 per cent collective invest -
ment ceilin g i n a  singl e compan y FII s ar e als o 
allowed t o inves t i n date d governmen t securi -
ties.. India n corporate s ar e permitted , agai n 
through a process of approval of individual cases 
satisfying genera l guidelines , t o acces s fund s 

through Globa l Depositor y Receipt s an d 
Euroconvertibles. Externa l commercia l borrow -
ings ar e als o subjec t t o a  'dua l route ' viz. , 
automatic an d cas e b y cas e approval , base d o n 
the size and sector. An overal l ceiling i s kept fo r 
such flows -  both fo r shor t ter m an d mediu m t o 
long term . Th e overal l ceiling , however , doe s 
not, apply to borrowings with maturities above 10 
years. I n respec t o f NR I deposits , contro l ove r 
inflows is exercised through specification of inter-
est rates for deposits in schemes. Different reserv e 
requirements ar e also stipulated fo r encouragin g 
or discouraging suc h flows. A  'dua l route ' i s fol-
lowed i n respect of private capita l outflows . 

The genera l approac h ha s bee n t o hav e a 
'mix' o f wha t coul d b e considere d volatil e an d 
those tha t ar e less volatile, a  mix of automatici -
ty an d selectivit y throug h 'dua l route' , an d a 
process of gradual, virtually year-to-year liberal -
isation withi n thi s approach , respondin g t o 
experience gaine d an d th e capita l flows relative 
to current accoun t deficits . 

Managing Capital Flows 

Since 1993 , India has had to contend with surges 
in capita l flows.  I n genera l th e short-ter m 
response has taken th e following forms : 

• raisin g of reserve requirements; 

• reviewin g the pace of removal of restrictions 
on capital inflows, or relaxation of end-use 
specifications; 

• liberalisatio n of capital outflows ; 

• partia l sterilisation through open marke t 
operations; 

• deepenin g the foreign exchange market; by 
routing an increased volume of transactions 
through the market, an d 

• providin g momentum t o liberalisation of 
imports and shifting o f policy emphasis to 
enhancement o f absorptive capacity . 
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In 1995-96 , over-valuation o f the Rupee an d 
subsequent correction through a phase of volatil-
ity an d misalignmen t expose d th e India n 
economy to the dangers of exchange market tur -
bulence and the bandwagon effects o f speculative 
activity. Thes e development s hav e serve d t o 
underscore th e crucial importanc e o f sound an d 
credible macroeconomic policies . 

6 Jamaic a 

Introduction 
The structur e o f capita l flows  t o th e Jamaica n 
economy has undergone major changes over th e 
past 2 0 years . I t ca n b e divide d int o tw o broa d 
periods. First , th e economi c adjustmen t perio d 
where officia l capita l flows  dominate d an d 
second, th e adjustmen t an d post-adjustmen t 
periods where private capital flows began to dom-
inate capita l inflows . Thes e change s hav e 
brought both benefits and challenges to the man -
agement of the economy . 

Economic Adjustment Period 
Beginning in 1974, the Jamaican economy entered 
a perio d o f declin e followin g th e first  oi l pric e 
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 i n th e externa l circumstance s occurre d 
against th e backgroun d o f a n intensificatio n o f 
inward-looking import-substitutio n policies , an d 
an increas e i n governmen t regulation s an d th e 
ownership of production and commercial activities. 
By the lat e 1970s , there wer e clea r sign s of dise-
quilibrium i n th e economy , wit h th e majo r 
economic indicators deteriorating. 

Against thi s background , th e authoritie s 
embarked o n programme s o f structura l adjust -
ment i n co-operatio n wit h th e multilatera l 
institutions beginnin g 197 7 whic h continue d 
throughout the 1980s and the last Extended Fund 
Agreement with the International Monetary Fund 
ended i n 1996 . Durin g th e earl y year s o f th e 

5 8 PROMOTIN G PRIVAT E CAPITAL FLOW S AND HANDLIN G VOLATILITY: ROL E OF NATIONAL AN D INTERNATIONA L POLICIE S 

adjustment programme , the economy mainly ben-
efited from official capita l inflows from multilateral 
and bilatera l sources . Th e Adjustmen t Loan s 
involved reform s i n severa l area s includin g inte r 
alia: trad e an d exchang e regim e (includin g th e 
abolition of exchange controls in 1991) and mon-
etary an d publi c secto r refor m includin g a n 
aggressive privatisation programme . 

Summary Out-turn of Economic Adjustment 
Programme 

After a  less than spectacula r out-tur n fo r severa l 
years, the adjustmen t programm e i s now reapin g 
success with the major economic indicators point-
ing in the correct direction as is evident from th e 
following: 

• th e 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 1 6 weeks of imports; 

• th e external current account has improve d 
steadily - from a negative 11. 2 per cent of 
GDP in 198 5 to a positive 1. 4 per cent i n 
1993 and balance in 1994 ; there was a small 
deficit i n 1995 ; 

• th e external debt of the public sector, which 
grew steadily from US$ 1. 7 bn in 198 0 to 
US$4.0 bn in 1989 , has fallen to US$3.5 b n 
at the end of 1995; 

• th e debt service ratio has improved continual -
ly since 198 5 from 39.7 per cent to 19. 4 per 
cent a t the end of 1995; 

• th e unemployment rat e has declined from 
25.0 per cent i n 198 5 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 a t 10.0 per cent; and 

• th e overall public sector deficit which aver-
aged 1 7 per cent of GDP for the period 1980 -
84 (including the operations of the Centra l 



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 pe r cen t ove r th e perio d 1989-95 . 
Contributing t o thi s relativel y lo w growth ha s 
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 t o the economy. 

Capital Flows Out-turn 
The combination o f the abolitio n o f exchange 
controls, the high interes t rat e regim e an d th e 
favourable economic indicators have contributed 
to th e chang e i n th e compositio n o f capita l 
inflows. Starting in 1990, private capital inflows 
have surpassed official capita l flows. Whereas in 
the period 198 6 to 1989 , official capita l inflow s 
averaged US$570. 5 mn . annually , an d ha d a n 
average contribution of 69.0 per cent annually to 
total capital inflows, from 199 0 to 199 5 private 
capital flows have averaged US$719.8 mn annu-
ally wit h a n annua l averag e contributio n t o 
capital flows of some 67.9 per cent . I n th e las t 
year for which data (1995) are available, private 
capital flows reached US$1.1 bn or 82.9 per cent 
of tota l capita l inflows . A s fo r compositio n o f 
flows, durin g 199 0 -  95, short ter m flows have 
dominated, averaging US$406.6 mn or 55.9 per 
cent of the total. 

Benefits from Private Capital Flows 
Jamaica ha s derive d severa l benefit s fro m th e 
private capital inflows. Apart from supplement -
ing domestic savings , th e stron g improvemen t 
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 i n th e foreig n exchang e marke t t o offse t 
speculative tendencies and to smooth exchange 
rate movements. 

Incentives 

The Governmen t ha s largel y maintaine d th e 
various incentives offered t o many sectors (e.g . 
manufacturing, agriculture , mining , motio n 
picture, tourism) during the adjustment period . 
The incentive s ar e b y way of exemption fro m 
income tax and import duties and, in some cases, 
capital allowances . While ther e has been some 
capital inflo w base d o n th e incentive s offered , 
especially in the garments sector, it is difficult t o 
estimate th e amounts , as , with th e remova l of 
exchange controls , there i s not ye t i n place an 
adequate reportin g syste m fo r disaggregatin g 
these flows. 

Industrial Policy 
The Government in 1996 put together an appro-
priate framewor k t o enhanc e economi c 
development withi n th e contex t o f a National 
Industrial Policy. The policy is designed to deal 
systematically with the challenges of the present, 
and th e 21s t Century , especiall y t o compet e 
internationally i n al l areas including attractin g 
capital. 

Central to the industrial policy, has been the 
identification o f five majo r cluster s o r secto r 
groups which offer great potential for significant 
long-term expansion : service s -tourism , enter -
tainment an d sports ; services and technolog y -
shipping an d berthing , telecommunications , 
information technology ; agriculture and manu-
facturing agro-processing , fres h fibres , 
horticulture and marine products; manufacture -
apparel, other light manufacturing; and minerals 
- caustic soda, chemicals and ceramics. 

The industria l polic y framewor k therefor e 
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  Developmen t Counci l 
headed b y th e Prim e Ministe r an d al l th e ke y 
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, i t i s to o earl y t o measur e th e impact . 
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The Governmen t intend s t o expand th e incen -
tives in areas consistent with the industrial policy 
objectives. 

Lessons from the Recent Jamaican Experienc e 
Perhaps the mos t importan t lesso n learn t sinc e 
the 1970 s ha s bee n th e nee d fo r macro-eco -
nomic stability, which should includ e exchang e 
market stabil i ty , adequat e i n t e r n a t i o n a l 
reserves, lo w inflation , competitiv e interes t 
rates an d transparen t an d predictabl e policies , 
to promote confidenc e an d creat e a n environ -
ment conduciv e t o enhanc e privat e flows. 
These objective s canno t b e achieve d withou t 
the proper mix of policies especially in the mon -
etary, fiscal an d exchang e rat e areas . 

Jamaica ha s been fortunat e t o dat e tha t th e 
private capita l flows  hav e no t prove n t o b e a s 
volatile a s that experience d b y other countries . 
At al l times , the Centra l Ban k ha s enquire d o f 
financial institution s th e source s o f foreig n 
exchange, an d t o a  great exten t th e short-ter m 
flows, though significant, have not been volatile. 
The Jamaican Governmen t ha s had t o activel y 
use a combination of monetary and fiscal policies 
not t o permi t a  significan t appreciatio n o f th e 
exchange rat e which woul d erode th e competi -
tiveness of its exports , as Jamaica's inflation i s still 
higher tha n tha t o f its trading partners . 

The cos t o f sterilisatio n ha s bee n a  con -
straint on the fiscal budget and more specificall y 
the non-availability o f resources to finance gov -
ernment's capital projects which are essential t o 
foster privat e secto r le d growth . The monetar y 
and fisca l policie s an d th e relate d interes t rat e 
cost hav e contribute d t o a  significant increas e 
in the domestic debt. It has increased from J$6. 8 
bn a t th e end o f 1981/8 2 fisca l yea r to J$7.6 b n 
at the end o f the 1995/9 6 fiscal year , with mos t 
of th e increas e takin g plac e i n th e 1991/9 2 t o 
1995/96 period . 

The management o f capital inflows i s critical 
to earnin g th e confidenc e o f internationa l 
investors in the medium- to long-term prospect s 
of the economy. A key challenge i s to encourag e 
and entic e saving s int o longe r ter m domesti c 
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debt instruments and into domestic equity instru -
ments that would allow the economy t o utilise i t 
in it s medium-term planning . 

Jamaica, following graduation from the IMF, is 
about t o acces s fund s fro m th e internationa l 
capital markets , whic h wil l provide th e govern -
ment wit h greate r flexibility  i n carryin g ou t it s 
economic reforms and programme. There are two 
critical factors workin g in Jamaica's favour . 

• First , Jamaica i s now reaping the fruit o f a 
complementary fiscal and monetary policy , 
with inflatio n a t it s lowest point since th e 
last quarter o f 1989 , and interes t rates are 
now firmly following a  credible downwar d 
path. The attainin g of the inflatio n objectiv e 
should strengthen th e case for a  Socia l 
Partnership which wil l serve to promot e 
industrial peace. Many projects, i n addition , 
will now become mor e attractive give n th e 
reduction i n the cos t of capital . 

• Second , th e genera l slow-down i n economi c 
activity and th e corresponding decline i n 
inflation an d marke t rate s in industria l 
economies should make portfolio invest -
ments i n developing countries like Jamaica, 
more attractive . I t i s expected tha t increas -
ingly private sector firms, especially those i n 
the expor t sector , will be approaching th e 
international capita l market . One firm has 
recently obtained US$75.0 m n by way of a 
bond issu e and more firms are expected t o 
follow. This will , also require the attentio n o f 
the authoritie s to minimise any possible 
harmful effect s t o it s economic policies via 
exchange rat e appreciation . 

The Challenges Ahead 

The challenge s Jamaica face ar e multifaceted : 

• mak e the transition to higher growth levels in 
the context o f low inflation ; 

• continu e to implement improvement s i n th e 
monitoring and the regulation of the financial 
system which would serve to improve finan-
cial intermediation ; 



• mobilisatio n of domestic savings, including 
most importantly, reform of pension system; 

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

• improv e the data on capital inflows which 
would also assist in developing policies; and 

• develo p a simple investment code. 

7 Malaysi a 

Background 
Being an open economy with relativel y libera l 
exchange contro l regime , Malaysi a ha s bee n 
exposed t o th e phenomeno n o f internationa l 
capital flows since it s formation. However , th e 
pattern and the magnitude of these flows have 
changed significantly i n recent years and so are 
the benefit s an d risks . Prio r t o 1987 , officia l 
long-term capital inflows in the form of borrow-
ing was dominant as a source of financing capital 
formation particularl y fo r infrastructur e devel -
opment. However, recourse to official long-ter m 
borrowing had exposed the nation to substantial 
debt-servicing problems and risks associated with 
fluctuations in exchange rate and interest rates. 
Consequently, voluntar y structura l adjustmen t 
measures were taken by the Government in the 
mid-1980s t o reduc e th e exposur e o f th e 
economy to external debt as well as to address the 
twin deficit s o f th e curren t accoun t o f th e 
balance of payments and Government's financial 
position. Thes e adjustmen t measures , amon g 
others, entailed i n the reductio n o f the role of 
Government and the provision of a more liberal 
environment fo r th e privat e secto r t o assum e 
the role as the engine of growth for the economy. 
Prudent fisca l managemen t throug h stringen t 
control on public consumption expenditure has 
generated substantia l saving s i n Governmen t 
operation i n recen t year s tha t ha s allowe d 
Malaysia to reduce it s dependence o n externa l 
borrowing wit h it s accompanying pressure s o n 
the balance of payments. 

Foreign Direct Investment 

Since the mid-1980s, Malaysia has been able to 
attract substantia l foreig n direc t investmen t 
(FDI). Gross FDI increased by 18 times from RM 
1 billion in 1987 to an estimated RM 18 billion 
in 1996 . Factors tha t hav e contribute d t o thi s 
increase include: 

• a  strong, 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; 

• a  relatively 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; 

• a n open and market oriented economy; 

• wel l educated, disciplined and trainable 
labour force; 

• goo d infrastructure ; 

• libera l foreign exchange policy, which allows 
free repatriatio n of profits and dividends; 

• attractiv e investment incentives such as rein-
vestment allowance and granting of pioneer 
status or investment tax allowance; 

• investmen t guarantees to protect foreign 
investors against non-commercial risks such 
as nationalisation; and 

• transparen t public policies. 

As a  resul t o f th e substantia l inflo w o f FD I 
particularly i n th e manufacturin g sector , th e 
productive base and the volume of internation-
al trade of the economy have expanded rapidly 
and thi s ha s enable d Malaysi a t o sustai n hig h 
growth since 1988. FDI currently forms a third of 
Malaysia's private sector capital formation . 

While Malaysia continues to welcome foreign 
investment, i t i s also awar e tha t over - depen -
dence o n FD I has als o it s downside effect s o n 
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the balance of payments, particularly in the for m 
of substantia l repatriatio n o f profit s an d divi -
dends. These investments also lead to significan t 
increase in the imports of capital and intermedi -
ate goods by multinational companies from thei r 
country o f origin , give n thei r lac k o f linkage s 
with domesti c industries . I n th e ligh t o f this , 
Malaysia ha s introduce d polic y initiative s t o 
encourage investmen t fro m domesti c investor s 
and, a t th e sam e time , persuad e multinationa l 
companies t o enhanc e thei r linkage s with loca l 
small and medium-scale industries to bring about 
increased multiplie r effect s o f their investment s 
on the economy . 

Short term Speculative Flows 

A majo r concer n o f macroeconomi c manage -
ment recentl y wa s th e substantia l inflow s o f 
short-term speculativ e fund s int o Malaysi a i n 
late 1993 and early 1994- The sharp inflows were 
induced b y interes t rat e differential s betwee n 
Malaysia an d foreig n rates , marke t perceptio n 
that Ringgi t wa s undervalue d a s wel l a s th e 
buoyant stoc k market . A s a  resul t o f thes e 
inflows, growth in money supply accelerated fro m 
20 per cent t o a  peak of 48 per cent i n Februar y 
1994· During thi s period, broader M 3 increase d 
by close t o 3 0 pe r cent . Suc h monetar y growt h 
was considered undesirable as it could potential -
ly generat e pric e pressure s an d contribut e t o a 
deterioration i n th e curren t accoun t o f th e 
balance of payments. 

Against a  backgroun d o f hig h monetar y 
growth an d a n environmen t o f volatility i n th e 
money an d foreig n exchang e markets , priorit y 
was given in the immediate term to restore finan-
cial stability, with the objective of first, providing 
a predictable an d stable economic an d financial 
environment fo r th e privat e secto r t o operat e 
their busines s and , second , ensurin g monetar y 
policy measures achieved the medium and long -
term objectives tha t had been set . 

In managin g th e massiv e inflow s o f short -
term capital , Malaysi a ha d considere d thre e 
options. 

6 2 PROMOTIN G PRIVAT E CAPITA L FLOW S AND HANDLING VOLATILITY : ROL E O F NATIONAL AN D INTERNATIONAL POLICIE S 

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

• Maintai n relative stability in the exchang e 
rates and allow international reserves to 
increase accordingly. In this situation, hig h 
monetary growth could result with the poten -
tial for increased domestic demand leading to 
overheating of the domestic economy. To 
contain th e monetary growth, sterilisatio n 
operations by open market operations t o 
absorb excess liquidity would be undertaken . 
Other traditiona l tools for this purpose 
include adjusting th e statutory reserve 
requirement an d requiring Governmen t 
agencies to place their funds with the Centra l 
Bank as opposed to the banking sector . 

• Directl y 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  i n 
which the market operates. It was also seen as 
a step backward i n an environment whic h 
was moving towards greater liberalisation an d 
deregulation. 



The monetar y respons e Malaysi a adopted t o 
contain the sharp inflows of short-term funds i n 
1994 was a combination of the three approaches. 
As a result 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 i s tha t policie s base d o n domesti c 
considerations alone , such a s maintaining rela -
tively higher interes t rate s t o contain inflation , 
cannot be sustained for any long period of time. 
Eventually, th e marke t woul d mak e th e adjust -
ment, th e consequenc e o f whic h i s usuall y 
increased volatility. In the case of using adminis-
trative measure s t o contai n short-ter m capita l 
inflows, they should be considered only for extreme 
situations and as a temporary intervention, given 
that these measures create distortions and uncer-
tainties. Th e Malaysia n experienc e als o 
demonstrates th e nee d t o maintai n stron g eco-
nomic fundamentals an d sound macroeconomi c 
policies backed b y a  strong reserve position , i n 
order to reduce the vulnerability of countries to 
destabilising international developments, includ-
ing capital flows. 

8 Mauritiu s 

Over th e las t fe w decade s th e econom y o f 
Mauritius ha s passe d throug h severa l distinc t 
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 wit h 
the sugar sector falling in second place in terms 
of export earnings and employment. The country 
has now a  strong expor t manufacturin g sector , 
predominantly base d o n textile s an d clothing , 
and a  flourishing tourism sector . The financial 
services secto r i s fast becomin g a n importan t 
pillar of the economy. 

Mauritius ha s a n extremel y ope n econom y 
and private capital inflows have played a signifi-

cant role in it s economic development. Durin g 
the 1970' s and 1980' s such inflow s wer e in th e 
form of direct investment in manufacturing an d 
hotel industries . Th e packag e o f incentive s 
offered t o investors under the Export Processing 
Zone (EPZ) scheme, included import of duty free 
raw materia l an d capita l goods , tax-fre e divi -
dends an d a  ten-yea r ta x holiday . Additiona l 
attractions were availability o f cheap labou r i n 
Mauritius an d dut y free acces s to the EU . The 
EPZ secto r attracte d foreig n investor s fro m 
France, Netherlands, Germany, Singapore, Hong 
Kong an d India . Th e growt h i n th e EP Z was 
largely driv e b y th e creatio n o f join t ventur e 
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 inflow s a s compared t o 1 9 per cen t i n 
1994/95. 

In recen t year s th e countr y ha s bee n con -
fronted with a  number of challenges. Domestic 
labour cost s hav e bee n rising . Th e economy , 
moreover, has been confronted wit h an increas-
ingly competitiv e internationa l environmen t 
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 , mov e up-marke t an d 
modernise th e economy . Effort s ar e als o being 
pursued t o improv e productivit y an d th e com -
petitiveness o f th e economy . Thes e requir e 
massive investment s i n moder n technolog y a s 
well as skills development programmes. However, 
domestic savings alone are not enough to finance 
the larg e investmen t requirements . Thu s con -
tinued inflo w of foreign capita l assumes critical 
importance in sustaining the growth process. 

Strategy to Attract Privat e Capital Flow s 

A multi-pronged strategy is being pursued with a 
view to attracting larger inflows of private capital. 
The variou s component s o f th e approac h ar e 
designed to maintain a n investo r and business-
friendly environmen t an d provid e profitabl e 
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investment and business opportunities. As part of 
this strateg y w e ar e als o undertakin g a  wide -
ranging reform o f the financial  sector . These ar e 
outlined i n the following sections . 

(a) Investment and Business-friendly 
Environment 

Effective policie s 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 o f investmen t proposal s i s bein g 
expedited in a transparent manner by minimising 
bureaucratic red-tape and delays. 

Infrastructure i s bein g expande d an d mod -
ernised so that state-of-the-art infrastructure services 
in sectors such as telecommunications an d trans -
port ar e provide d a t competitiv e rate s t o th e 
investors. 

The gran t o f wor k an d residenc e permit s t o 
foreign businesspersons/investors/and worker s are 
being furthe r streamline d t o reduc e administra -
tive bottlenecks and delays. Government has agreed 
to introduc e a  Permanen t Residenc e Schem e t o 
attract investors . 

The Double Taxation Avoidance Treaty (DTA) 
network i s being expande d s o a s to ta p busines s 
opportunities i n th e regio n especiall y within th e 
Indian Ocean Rim - Association for Regional Co-
operation countries . A s t o date , som e 1 8 suc h 
treaties have been ratified. Mauritius is also signa-
tory t o Investmen t Promotio n an d Protectio n 
Agreements wit h China , Germany , Indonesia , 
Mozambique, Pakista n an d U K wit h a  vie w t o 
enhance investor' s confidence . 

To facilitate trade , the processing of customs 
trade documents using EDI has been introduce d 
and will be further enhance d with the full imple -
mentation o f the Tradene t -  a nation-wide ED I 
trade application . Thi s wil l significantl y reduc e 
the administrative bottleneck s t o trade . 
The laws on copyright, trademark and patents are 
being amended to bring them in conformity wit h 
the internationa l obligation s o n intellectua l 
property rights . 

(b) New Investment and Business Opportunities 
Policy initiative s hav e bee n take n t o furthe r 
create profitable investmen t an d business oppor-
tunities. 

To mee t th e constantl y risin g infrastructur e 
needs, recourse i s being made availabl e throug h 
private financing  an d direc t involvemen t o f th e 
private secto r i n thi s area . Legislatio n fo r th e 
implementation o f Concessio n Project s ha s 
recently bee n enacted . Thi s provide s th e lega l 
framework fo r th e executio n o f Build-Operate -
Transfer (BOT ) typ e projects. Major project s i n 
inland transport , energ y generatio n an d con -
struction through BO T schemes are planned fo r 
the next few years. Infrastructure developmen t i n 
the Freepor t i s alread y bein g implemente d o n 
this basis. 

A comprehensiv e polic y regardin g privati -
sation o f state-owne d enterprise s i s bein g 
formulated. A  Whit e Pape r o n Privatisatio n 
and Workers ' Participatio n ha s bee n release d 
recently. 
The increasin g busines s an d investmen t oppor -
tunities i n th e region , arisin g from membershi p 
of Mauritiu s i n variou s regiona l organisations , 
the renewed internationa l interes t i n the regio n 
and the promising prospects for the long awaited 
economic take-of f o f man y Africa n countries , 
are being actively pursued. A Specia l Economi c 
Zone in Mozambique covering 100,00 0 hectare s 
has bee n pu t a t th e disposa l o f Mauritiu s fo r 
investment an d developmen t purposes . Simila r 
opportunities exis t i n Madagascar , Zanziba r an d 
Zambia. A  Regiona l Economi c Zone s Fun d i s 
being set-u p t o hel p th e exploitatio n o f suc h 
potential opportunities . 

Freeport 
In orde r t o attrac t foreig n enterprise s t o us e 
Mauritius a s a  platfor m fo r tradin g wit h th e 
African an d Asian countries, a freeport ha s been 
established. Thi s Freepor t aim s a t positionin g 
Mauritius as the regiona l warehousing , distribu -
tion an d marketin g centr e a s wel l a s th e mai n 
t ranshipment por t fo r th e India n Ocean , 
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Southern an d Easter n Africa n 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 incentiv e package for com-
panies lookin g fo r a  cos t effectiv e storage , 
assembly an d redistributio n location . Th e 
Mauritius Freeport i s 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, wil l b e availabl e b y th e en d o f th e 
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 secto r reform s hav e als o bee n i n 
progress wit h th e ai m o f furthe r integratin g 
Mauritius i n th e worl d financial system. These 
reforms ar e a n integra l par t o f th e strateg y t o 
diversify an d modernis e th e economy , mak e i t 
more market-oriented and create an investment 
and business-friendly environment . 

Stock Exchang e 
Mauritius ha s als o give n hig h priorit y t o th e 
development an d modernisatio n o f it s Stoc k 
Exchange as part of its efforts t o attract privat e 
capital flows from abroad . 

The Stock Exchange of Mauritius (SEM) was 
established i n July 198 9 with significant oppor -
tunities fo r remunerativ e portfoli o investment . 
There ar e currentl y 4 9 securitie s liste d o n th e 
Official Marke t with a  market capitalisatio n of 
around US $ 1. 7 b n an d price-earning s ratio s 
which are attractive compared to the mature as 
well a s man y emergin g markets . Th e Stoc k 
Exchange i s being fas t modernised , wit h th e 
recent settin g u p o f a  computerise d Centra l 
Depository System. Such a  depository system is 
one of the first of its kind in the region. Mauritius 
is also in the process of modernising the legisla-
tion related t o the securitie s market t o revamp 

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

There ar e no restrictions o n foreign invest -
ment i n Mauritius . Interest , dividend s an d 
capital gains on listed securities can be repatri-
ated ta x fre e fro m Mauritius . Sinc e 1994 , 
foreigners have been allowed to invest and trade 
freely i n securities listed on the official market . 
This has resulted in increasing inflows of foreign 
capital. 

In recent years , Government ha s opened t o 
the public its shareholding in major state-owned 
enterprises suc h a s Air Mauritiu s th e nationa l 
airline, an d th e Stat e Ban k o f Mauritius , th e 
second largest commercial bank, both of which 
are listed on the Stock Exchange. Part divestiture 
in other state-owned enterprises like the Cargo 
Handing Corporatio n an d SICOM , th e 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, offshor e 
companies will be allowed to invest in listed secu-
rities as well as in non-listed debentures. 

Monetary Secto r 

The monetary sector has also undergone majo r 
reforms. Th e Ban k o f Mauritiu s ha s ove r a 
number o f years removed quantitativ e contro l 
on ban k credi t t o th e privat e secto r a s 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 t o th e Treasur y Bil l auctio n rate . Th e 
Bank of Mauritius now focuses on the control of 
bank liquidit y throug h a  reserv e mone y 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 Ministr y o f Financ e an d th e Ban k o f 
Mauritius. 

Foreign Exchang e and Payment s System 
Foreign exchange control has also been removed. 
This has been done in stages. In 1993, al l current 
account transaction s wer e full y liberalised . I n 
the following year restrictions on capital account 
transactions, i n respec t o f bot h inwar d an d 
outward investment, were completely lifted . 

Efforts are also actively being pursued by the 
central ban k t o modernis e th e payment s an d 
clearing systems. An electronic payments system 
with real time gross settlement fo r large r 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-à-vi s majo r currencie s reflect s th e 
macroeconomic fundamentals o f the country. 

In orde r t o promote greate r competitio n i n 
the foreign exchange market, foreign exchang e 
dealing licenses are also issued under the Foreign 
Exchange Dealers Act. 

Offshore Sector 
With a view to further increasing the number of 
foreign companie s incorporated locall y for car -
rying out financial activities in the region, regular 
promotional campaigns are carried out. Activities 
that ca n b e conducte d i n th e offshor e secto r 
include banking, insurance, funds management , 
international trading, international consultancy 
and financial services. Since th e enactmen t o f 
the Mauritius Offshore Busines s Activities Ac t 
five year s ago, Mauritius has attracted a growing 
number o f offshore entities . Fro m onl y 81 3 i n 
June 1994, the number of offshore businesses reg-
istered has soared to over 5,580 by the end of July 
1997. Ther e are currently some 120 investment 
funds promote d b y leading internationa l fun d 
managers, with an asset base of about US$ 3.1 bn . 
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Conclusion 

From ou r ow n experienc e i n tappin g foreig n 
capital flows, the following lessons can be drawn: 

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

(ii) Consistenc y 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 component s 
of the reform programme. 

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

9 Pakista n 

Pakistan was among the first South Asian coun-
tries to develop an open-door policy for foreig n 
investment in the early sixties. Even in the early 
seventies, when banks and some key industrie s 
were nationalised, the units with foreign invest -
ments were not affecte d b y the nationalisatio n 
policy. During the late seventies and eighties, a 
de-nationalisation polic y wa s initiate d an d 
domestic foreign private sector was encouraged to 
invest in industry and infrastructure. I n the late 
eighties, th e ambitiou s Hubc o Powe r Project , 
was conceived a s the firs t an d larges t privat e 
sector power project in Asia. It opened the door 
to large scale investments from abroad. 

In early 1991 Pakistan launched a programme 
of economi c reforms . Th e thrus t o f th e pro -
gramme was on deregulation and liberalisation of 
the economy, privatisation of public enterprises, 
tariff an d ta x reform s an d th e developmen t o f 
infrastructure. I t als o focuse d o n ambitiou s 



banking and financial sector reform. It envisaged 
the openin g u p of areas so far reserve d fo r th e 
public secto r t o th e privat e sector . Under thi s 
programme, ove r 8 5 industria l unit s an d tw o 
banks were privatised and a number of commer-
cial an d investmen t bank s wer e se t u p i n th e 
private sector. Foreign exchange regulations were 
liberalised, an d fisca l an d othe r incentive s 
extended to facilitate foreig n direc t and portfo -
lio investmen t i n th e country . O n th e basi s of 
these reforms, the capital account was virtually 
opened up and liberalised . 

The presen t governmen t assume d offic e i n 
February 1997 and immediately launched a pro-
gramme of economic revival aimed at restoring 
stability, acceleratin g economi c growt h an d 
enhancing huma n development . Thi s pro -
gramme built on the reforms introduced in 1991. 

On the fiscal front, the government has taken 
a numbe r o f steps t o remov e fiscal distortions, 
rationalise tariffs , reduc e tax rates and broaden 
the ta x base . Simultaneously, i t ha s drasticall y 
contained government expenditures with a view 
to bringing dow n th e budgetar y deficit . Thes e 
measures have been backed up by deeper banking 
and financial  reforms whic h inter-ali a provid e 
laws fo r th e quicke r recover y o f ban k loans , 
improvement in public sector bank management 
and greater autonomy for the State Bank in con-
ducting monetar y polic y an d supervisin g th e 
banking sector. They also envisage the privatisa-
tion o f publi c secto r bank s an d financia l 
institutions. Th e capita l marke t ha s bee n 
strengthened wit h th e settin g u p o f a n 
autonomous Securitie s an d Exchang e 
Commission and the provision of an even playing 
field for publi c an d privat e mutua l funds . Th e 
Central Depository System has been put in place 
to facilitate portfolio investment . 

The process of privatisation i s being speeded 
up an d publi c secto r institution s i n banking , 
finance, energy and transpor t an d communica -
tions sectors have been offered for disinvestment. 
The Pakistan Telecommunications Corporation 
has been partly privatised an d it s managemen t 

given in to the professional hands. The regulatory 
mechanism i n ke y sectors , such a s energy an d 
communications is being strengthened by estab-
lishing regulator y authoritie s t o protec t th e 
interests of consumers and small investors. The 
proceeds from privatisation have been earmarked 
for the retirement of debt. 

In the las t four years , Pakistan has attracted 
foreign investment worth $4 billion. The United 
States an d th e U K ar e th e larges t investor s i n 
Pakistan closel y followe d b y Korea, Japan an d 
Hong Kong. Investments have been flowing in 
the energy, oil, gas and communications sectors. 

Pakistan has had difficulties i n common with 
other developing countries relating to the volatil-
ity o f portfoli o investment . However , th e 
situation has proved to be less volatile than was 
feared a t on e time . The privatisatio n process , 
now being geared up will help to bring in indus-
try-related investment s o n a  larg e scale . Th e 
implementation of the far reaching banking and 
financial reforms and steps taken for the devel-
opment o f capita l marke t hav e helpe d i n th e 
stabilisation process, especially at a time of insta-
bility in the Far Eastern Financial Markets. 

In th e pas t fou r year s economi c growt h i n 
Pakistan slowe d dow n t o abou t 4  per cen t pe r 
annum, compare d wit h aroun d 5. 5 pe r cent i n 
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 an d t o promot e expor t growth . 
Simultaneously, the environment for investment, 
domestic as well as foreign, i s being improved. 

10 Sout h 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 capita l flows during the period 
19904996. It examines the scale and composi -
tion of private capital flows; the cause of these 
flows; thei r sustainability; their macroeconomic 
impact; an d th e measure s take n t o cop e wit h 
them. 

Scale and Compositio n o f Private Capita l Flow s 
During the period 1990-93 , South Africa expe -
rienced net capital outflows of some Rand 23-29 
billion. Bot h long-ter m an d short-ter m capita l 
movements were negative. The biggest contrib-
utor t o th e outflow s wa s chiefl y th e volatil e 
structure of the capital flows. The capital outflows 
were finance d mainl y b y runnin g a  curren t 
account surplus . However, from 199 4 until th e 
third quarter of 1996, South Africa experience d 
net capita l inflow s of Rand 26. 2 billion, which 
was termed 'post apartheid dividends' (see Graph 
1). During the first quarter of 1996, a t the height 
of the inflow, the Rand appreciated agains t th e 
basket of major currencies. In the first ten months 

Graph 1 Curren t Account and Net Capital Flow 

of 1996, ther e was a net equity inflow of Rand 4.4 
billion, wit h foreig n purchase s i n th e stoc k 
market o f Rand 33.7 billion an d ne t inflow s of 
around Rand 2 billion in the bond market . 

Causes of the Flow s 

No attempt has been made, econometrically, to 
pin dow n th e caus e o f th e inflow s tha t Sout h 
Africa experienced . Th e following , however , 
have been generally accepted as strong possible 
causes: 

• Politica l reform: In the period 1990-9 3 
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, massiv e 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. 

• Hig h positive real interest rates: The real 
interest rate differential betwee n 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 capita l movement s indicate s tha t 
whereas short-term capital flows were erratic and 
sometimes even negative, long-term capital flows 
remained positive between 1994 and the second 
quarter o f 1996 . Thi s wa s becaus e th e 
Government continue d t o implemen t it s 
macro-economic strategy , thereb y creatin g a n 
environment conduciv e t o continue d capita l 
inflows in general, and foreign direct investment 
in particular. The sustainability of these flows is 
further demonstrate d b y the fac t tha t eve n a t 
the time of the Mexican crisis in 199 4 and th e 

Graph 2 Balanc e of Payments: Capital Movements 
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sharp declin e o f ne t capita l flow  i n Februar y 
1996, th e long-ter m capita l flow s remaine d 
positive. 

Macroeconomic Impact 

The inflow s tha t Sout h Afric a experienced , 
though sustainable , brough t wit h the m ne w 
macroeconomic challenges. Given the existence 
of capita l control s o n residents , th e capita l 
inflows coul d no t b e countere d b y residents ' 
outward investment. The inflows were bound to 
reflect themselve s somewher e an d thi s wa s i n 
the effectiv e exchang e rat e o f th e currency . 
Graph 3 shows that while the effective exchang e 
rate wa s relatively stabl e fo r th e bes t par t o f 
1991-1995, i t appreciated quit e significantly i n 
real term s upt o th e firs t mont h o f 1996 . Thi s 
contributed to the deteriorating current account 
deficit. I t was clear that a correction was bound 
to take place given the inflation differentials with 
South Africa's majo r tradin g partners. The cor-
rection too k plac e o n 1 4 February 199 6 an d 

unfortunately create d a  lot of uncertainty, con-
tributing t o negativ e investo r sentimen t and , 
ultimately, le d t o volatilit y i n th e foreig n 
exchange market . 

The positive impact of the capital inflows was 
that i t enabled th e South Africa Reserv e Bank 
(SARB) to build-up its reserve level and reduce 
its ne t oversol d position . Unfortunately , thes e 
valuable reserves were lost during the currenc y 
crisis as the short-term flows were being reversed. 
In th e proces s o f building-u p th e SARB' s 
reserves, mone y suppl y an d domesti c credi t 
expansion accelerate d leadin g t o inflationar y 
fears, and thus necessitated counter-inflationar y 
measures. Despit e th e depreciatio n o f th e 
nominal exchange rate, inflation i s still low, due 
mainly to tariff reform . 

Policy Measures and Lessons 
The impac t o f the capita l flows on key macro-
economic indicators necessitated the adoption of 
various policy measure s t o cope with th e flows 

Graph 3 Effectiv e Exchange Rate of the Rand 
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and influence thei r composition: 

• Sterilise d 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. 

• Capita l 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 199 4 onwards, South Africa experience d 
massive capita l inflows , composed  mainl y o f 
short-term flows. Although short-term flows were 
reversed, long-term capital flows remained posi-
tive. The possibl e cause s o f thes e flow s were : 
political transformation, abolishment of the dual 
currency system ; re-entry o f South Afric a int o 
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 curren t accoun t deficit , reserves , money 
supply and the real effective exchang e rate. The 
measures adopted to cope with the flows includ-
ed sterilise d interventio n an d relaxatio n o f 
capital account controls; measures to attract flows 

included investmen t promotio n measure s an d 
restructuring of state owned enterprises. 

11 Ugand a 

Overview 

In Uganda unrequite d privat e transfer s ar e th e 
driving force behind recorded inflows. If private 
transfers ar e excluded fro m th e picture , capita l 
inflows are actually negative as of 1990, owing in 
part to IMF ESAF repayments. Most analysts in 
Uganda conjecture that private transfers translate 
relatively quickl y int o real investment , thoug h 
the data constraints prevent precise quantifica -
tion. Foreig n Direc t Investmen t inflow s hav e 
been feeble, at about 0.1 per cent of GDP, while 
inflows o f portfolio equit y hav e bee n virtuall y 
non existent. On the other hand, private trans-
fers hav e surged . Tota l privat e transfer s fo r 
1995/96 alon e wer e nearl y 9 0 per cen t o f th e 
total recorded for the years 1990-93. Even though 
official FD I has been small, it is believed that a 
significant chun k o f th e larg e an d increasin g 
private transfers includes large amounts of FDI. 

A numbe r o f relate d explanation s ca n b e 
posited fo r th e risin g leve l o f inflow s int o 
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 deposit s in the Centra l 
Bank. This has built up public confidence i n 
macroeconomic management and economi c 
policy generally 

Following dramatic deregulation of coffe e 
marketing and the scrapping of surrender 
requirements for export earnings, there was 
not only a surge in coffee export s but foreig n 
pre-financing o f coffee procuremen t becam e 
significant. Inflow s associated with financing 
coffee procuremen t were magnified b y the 
boom in coffee price s on the world market i n 
1994/95. 

There have also been reductions of the deb t 
stock as a proportion of GDP and a n 
improvement i n reserve cover in terms of 
months of imports. The country risk rating 
for Uganda has improved, though th e contri -
bution of reserve cover to this developmen t 
cannot be quantified . 

Contrary to expectations of massive capita l 
outflows, the policy of financial  deregulatio n 
(especially the liberalisation of the exchang e 
rate, the establishment i n 199 3 of the foreig n 
exchange interbank marke t and Uganda's 
acceptance in 199 4 of the obligations of 
Article VIII of the IMF Articles of 
Agreement, expressing its commitment t o an 
open and free payments and exchang e 
system) in fact led to a massive return of 
flight capital. The new Investment Cod e 
contains highly liberal provisions on repatri -
ation of capital and dividends. Whilst 
Uganda has not yet formally implemente d 
capital account liberalisation, one migh t 
speak of "de facto" liberalisation a s many 
capital account transactions can be conduct -
ed through exchange bureaux. Capita l 
account has been liberalised completely sinc e 
1st July 1997 . 

• Hig h rea l interes t rates which have pre -
vailed over the las t three years may also 
have contributed t o increased inflows . Rea l 
interest rate s swung spectacularly fro m 
minus 20 per cent i n 199 2 to plus 1 3 per 
cent i n 1993 , and have since averaged 13. 5 
per cent ove r the las t two fiscal years, with 
peaks at 1 7 per cent. These high rates are a 
consequence o f a reduction i n inflation , bu t 
also persistent inefficiencie s i n what i s still 
an underdeveloped bankin g sector . I t i s 
unclear a s to the exten t t o which interes t 
rate differentials ar e liable to attract capita l 
into sub-Saharan Afric a i n general, give n 
the risk premia attached b y investors to th e 
area as a whole. 

Consequences, Problem s and Polic y Respons e 
The sustainabilit y o f capital inflow s has becom e 
an issu e of concern ove r th e las t two years, par -
ticularly du e t o th e transien t natur e an d 
reversibility o f non-FDI capita l inflow s an d th e 
drastic effec t a  reversal coul d hav e o n domesti c 
absorption an d income . Dat a scarcit y mak e th e 
assessment o f sustainabilit y a  difficul t proposi -
tion. On e crud e indicator 1 polic y maker s i n 
Uganda hav e suggeste d pursuin g i s t o measur e 
net liabilitie s (her e define d a s th e curren t 
account defici t excludin g privat e transfers ) a s a 
percentage o f exports, with a  benchmark o f 20 0 
per cent . 

Due t o th e deart h o f mone y marke t instru -
ments, it has been problematic i n Uganda to use 
sterlisation t o dea l wit h th e monetar y conse -
quences o f larg e capita l inflows . A s such , fiscal 
policy has had to bear the burden of adjustment s 
required to maintain monetary stability, throug h 
reductions i n planned o r budgeted expenditure . 
This i n turn has lead t o lumpiness i n the imple -
mentation o f planne d fiscal  programmes , wit h 
real secto r effects . Als o th e mai n instrumen t a t 
the disposal of the Central Bank of Uganda is the 
government treasur y bill , thoug h thi s i s no w 

1 I t is crude primarily because it does not make fine-grained distinctions between different type s of inflows. 
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complemented b y the new Bank of Uganda Bill . 
The issuanc e o f Treasury Bill s fo r sterilisatio n 
purposes incur s a  cos t t o government whic h 
could otherwise be avoided, given tha t th e gov -
ernment i s currently a  net depositor wit h the 
banking syste m an d has no real nee d t o issu e 
bills in order to meet it s financing  requirements . 
There is also the added danger that by increasing 
the yiel d o n domestic paper , sterilisatio n poli -
cies might have th e perverse effec t o f attracting 
further capita l inflows . 

Capital inflow s ar e typically associate d wit h 
an appreciating real exchange rate, though this is 
perhaps less of a problem where the nominal rat e 
is freel y floating.  I n the Ugandan case , the 
increase i n inflows fro m abroa d coincide d wit h 
increased earnings from coffee export s followin g 
the 1994-9 5 boo m i n world marke t price s for 
coffee. Th e consequence s for real exchange rat e 
appreciation have been all the more pronounced , 
an appreciatio n o f roughly 2 0 per cent bein g 
recorded over the fiscal year 1993/94 . The overal l 
appreciation t o date fro m Januar y 199 2 is th e 
order of 30 per cent . 

The mechanic s o f Dutch Diseas e associate d 
with increased inflow s of foreign exchang e wer e 
evidenced in a boom in the construction sector , 
which gre w a t 28.6 per cent i n 1994/9 5 and 
1995/96 respectively, compared to 12.4 per cen t 
in 1993/94 . However , i t is not possible to state 
how much of this resulted from increase d inflow s 
and how much from th e coffee boom . 

One peculia r consequenc e o f foreign inflow s 
and thei r associate d positiv e impac t on reserves 
and the overall current account i s that donors are 
led t o question th e rationale behin d fast-dis -
bursing balance of payments support and are thus 
motivated t o switch fund s t o slower disbursin g 
project support . Thi s is liable to be problematic 
were inflows to be reversed, and would precipitate 
a swif t dro p in reserves and a foreign exchang e 
crisis. Thi s scenari o ha s led some2 t o coin the 
word "Ugand a Disease" , to denote th e possibly 

perverse effect s o f large capita l inflows . Polic y 
makers an d donors shoul d therefor e avoi d suc -
cumbing t o misplace d feeling s o f euphoria , 
policy-makers remembering that there i s no sub-
stitute t o getting th e fundamentals right , and 
donors rememberin g th e fragile stat e o f man y 
economies such as that of Uganda, and avoidin g 
jumping t o hasty an d over-optimistic conclu -
sions. 

The leve l o f Foreign Direc t Investmen t 
undertaken i n Uganda is relatively feeble. This is 
attributed t o the unfavourable politica l and 
incentive regimes that have prevailed in the past , 
the poor state of vertical and horizontal linkage s 
and persisten t inadequacie s i n infrastructure . 
Furthermore, whil e achievin g macroeconomi c 
stability i s a necessary conditio n fo r attracting 
FDI, it is not in itself sufficient i n influencing th e 
locational decisions of investors. Overall country 
risk rating, as measured by Institutional Investo r 
International, improved by 60 per cent over two 
years betwee n 199 4 t o 1996 , but remains ver y 
low by international standards . Efforts to attract 
FDI are undertaken b y the Uganda Investmen t 
Authority, which is setting up offices i n embassies 
in South Africa , US A an d th e UK. It has eigh t 
primary target sectors, though no individual firms 
have bee n targeted . Th e UIA was vote d bes t 
Investment Agenc y i n Africa i n 199 5 b y th e 
periodical Corporate Location Magazine. A further 
boost to FDI might come from th e implementa -
tion of the Cros s Borde r Initiative , which seek s 
to eliminate tariffs between Kenya, Tanzania and 
Uganda, an d to rationalise externa l tariff s t o 
within a 20-30 per cent band, and emphasises the 
importance o f regional integratio n a s well as 
reducing the ant i expor t bias of trade tariffs . 

12 Unite d Kingdom 

The UK has probably had more experience tha n 
most of uncomfortably larg e capital inflow s an d 
outflows, bot h i n recent year s an d during the 

2 L . Kasekende, D. Kitabire and M. Martin, amongst others 

PROMOTING PRIVAT E CAPITAL FLOW S AND HANDLIN G VOLATILITY : ROL E OF NATIONAL AND INTERNATIONA L POLICIE S 73 



forty year period from 193 9 to 1979 when forma l 
exchange controls were in place: 

• I n 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. 

• I n 1977, with confidence in sterling restored , 
large reflows of funds int o the UK generate d 
upward pressure on the exchange rate, and 
pressure for weaker monetary policy. 

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

Exchange controls 

At various points in recent years, the UK author -
ities hav e though t abou t counterin g inflow s by 
re-introducing controls of various kinds. On eac h 
occasion, th e authorities conclude d tha t con -
trols simpl y woul d no t work. Capita l control s 
were introduce d i n the U K ove r fifty years ago . 
The original unifying rationale behind them was 
to conserv e foreig n exchang e an d to assist the 
balance o f payments. B y 1979, exchang e con -
trols ha d only limite d effectiveness . Investor s 
could find  way s around the controls. I t was not 
possible to open u p an interest rat e differentia l 
between onshor e an d offshore sterlin g rate s of 
any mor e tha n abou t 1. 5 percentage points , on 
average. 

The U K removed control s i n 1979 , ove r a 
very short period of time. Controls were relaxe d 
in Jun e an d July 1979 , and then abolishe d i n 
October of that year. The decision was not take n 
with a  view t o influencing th e exchange rate , 
but to remove some of the restriction s tha t ha d 

3 Source : Bank of England Quarterly Bulletin, September 198 1 
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remained o n investment decision s b y UK resi-
dents, an d so improve th e functioning o f the 
capital markets . As such, capita l accoun t liber -
alisation wa s onl y on e element i n a serie s of 
major structura l economic reforms introduced at 
around th e same time . 

Exchange controls were removed at the outse t 
of a very turbulen t perio d for the U K economy . 
It i s very difficult , therefore , t o disentangle the 
precise effect s o f abolishing control s from othe r 
changes tha t were taking place : 

• Nomina l interes t rates rose sharply to 18 per 
cent, fiscal policy was tightened, and a new 
framework fo r monetary policy was estab-
lished. 

• Th e rea l exchange rate appreciated by almost 
50 per cent in three years. 

• Th e second oil price shock in 1979 coincided 
with the transition of the UK from ne t 
importer to net exporter of oil. 

Although th e exchang e rat e was very stron g 
at the time, the effect o f removing exchange con-
trols i n the short ru n was probably t o pus h 
sterling lower than i t would otherwise have been . 

• Pensio n funds and other financial  institution s 
invested more abroad: portfolio outflows rose 
from aroun d £1 billion in 1978 to £4.5 billion 
in 198 1 and over £7 billion in 1983. 

• Direc t investment was not affected, bu t it s 
financing was . 

• Foreig n currency deposits held by residents 
rose from £5 billion at the end of Septembe r 
1979 to £10 billion at the end of June 1981 3. 

• Sterlin g lending abroad by UK banks rose 
from aroun d £6 million a month in 1979 to 
around £300 million per month (followin g 
the end of the supplementary specia l deposit s 
scheme) in 1981. 



UK Portfolio Investmen t 
% of GDP 

UK Direct Investmen t 
% of GDP 

• Ther e was an increase in inward investment , 
but net identifie d capita l outflows (includin g 
net errors and omissions) move d from broa d 
balance in 197 9 to a net outflow o f around 
£7 billion i n 1981. 

In the longer term, the impac t will have been t o 
strengthen the performance o f the UK economy , 
and wil l have contribute d t o makin g th e U K a 
more attractiv e plac e t o invest . The remova l o f 
controls also led, inexorably , t o the abolitio n o f 
quantitative bankin g controls . 

Eventually (i n the late 1980 s and 1990s) , the 
UK experience d a  hug e increas e i n inwar d 
investment compare d wit h th e 1970s . The U K 
economy i s exceptional, i n comparison t o othe r 
major economies , i n th e degre e o f both inwar d 
and outward investment that takes place. In rela-
tion t o th e siz e o f th e economy , th e U K is , b y 
some way, the larges t overseas direct investo r i n 
the world - and second only to the US in absolute 
terms: 

• Th e UK' s direct an d portfolio asset s com-
bined t o almost £700 billion i n 199 5 -
equivalent t o nearly 10 0 per cent of GDP, 
more tha n an y other G 7 country . 

• Th e stoc k of inward direct investmen t i n 
the UK was around £150 billion i n 199 5 -
by far the larges t a s a percentage o f GD P 
than an y other G7 country . 

• Earning s (ne t o f losses) on UK direc t 
investments i n 199 5 were more than twic e 
as great (£2 4 billion) a s UK oi l exports . 

• Tota l earnings (ne t o f losses) on direc t an d 
portfolio investmen t (£4 2 billion) wer e 
equivalent t o more than 6  per cent o f GD P 
in 1995 . Allowing for revaluation effects , 
this rises to more than 1 2 per cent o f GDP. 
To put thi s figure into context, earning s o n 
visible exports were equivalent t o about 2 2 
per cent o f GDP i n 1995 . 

• Inwar d and outward flows of direct invest -
ment, a s a percentage of GDP, are greater fo r 
the UK tha n for any other major economy . 

The U K ha s benefite d greatl y fro m thi s 
inward and outward investment . Inwar d invest -
m e n t ha s le d t o domes t i c p r o d u c t i v i t y 
improvements. Overseas companies have intro -
duced ne w managemen t an d technologica l 
methods t o UK firms . Greater competitio n ha s 
also prompted U K firm s t o respond i n orde r t o 
compete mor e successfull y i n bot h domesti c 
and oversea s markets . The clea r benefits o f th e 
UK's involvemen t i n internationa l investmen t 
activity hav e create d a  relaxe d att i tud e t o 
foreign ownershi p withi n th e UK. Recent esti -
mates sugges t tha t a t leas t 3 5 pe r cen t o f tota l 
UK manufacturin g export s ar e produce d b y 
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UK Overseas Pensio n Fun d Asset s 
% of total assets 

foreign owne d companies . I n manufacturing , 
nearly on e jo b i n fiv e i s i n a  foreign-owne d 
company an d foreig n firm s accoun t fo r nearl y 
one thir d o f all manufacturing investment . 

Outward investmen t ha s enable d U K firm s 
to expand an d develo p thei r market s overseas . 
Overseas investmen t ha s als o produce d bette r 
returns an d reduce d risk s fo r U K savers . U K 
pension fun d investments , fo r example , ar e 
considerably mor e internationall y diversifie d 
than i n mos t othe r countries . 

13 Vanuat u 
Background 

The Republic of Vanuatu i s a very small countr y 
located i n th e centr e o f th e Pacifi c ocean , 
distant from it s main markets . In 1994 , the pop-
ulation o f Vanuat u wa s abou t 165,000 . Tota l 
GDP wa s o f th e orde r o f US $ 18 9 millio n 
resulting i n a  GN P pe r capit a o f US $ 1,145 . 
Vanuatu i s one of the five leas t developed coun -
tries in the Pacifi c region . About 8 0 per cent o f 
its populatio n depend s upo n th e subsistenc e 
sector fo r it s livelihood . Th e service s secto r 
includes touris m an d a  th r iv in g offshor e 
banking sector . Th e publi c secto r contribute s 

more tha n 6 6 pe r cen t o f th e to ta l GDP . 
Tourism, beef , copra , coffee , kava , squas h an d 
other agricultura l item s ar e Vanuatu' s mai n 
sources o f foreign exchang e receipts . It s indus -
trial sector i s relatively small , producing simpl e 
manufactures, an d accountin g fo r les s tha n 1 0 
per cen t o f tota l GDP . Give n appropriat e sup -
portive policies , thi s secto r wil l increas e i n 
importance durin g th e comin g years . 

Vanuatu i s exposed t o external and domesti c 
economic shock s over which i t has no control . 
Hurricanes affec t th e countr y frequently durin g 
the month s o f Novembe r t o Apri l eac h year . 
The negativ e impact s o f externa l economi c 
shocks ar e regularl y transmitte d t o Vanuatu' s 
economy th roug h th e good s an d capi ta l 
markets. 

Vanuatu enjoye d economi c growth i n excess 
of 4.5 per cent pe r year from 198 9 to 1991 . But 
growth ha s decelerate d t o abou t 1  per cen t pe r 
year sinc e then . Inflatio n rate s ar e generall y 
low, hovering aroun d 5  per cent durin g the las t 
six years. The balanc e o f payments position ha s 
been relativel y stabl e an d foreig n exchang e 
reserves are traditionally high. Including grants , 
Vanuatu ha s experience d surpluse s i n th e 
current accoun t o f the balance o f payments i n 5 
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of th e las t si x years . Holding s o f externa l 
reserves b y th e Reserv e Ban k var y fro m 6  t o 8 
months o f imports . A s ther e ar e n o exchang e 
controls, th e bul k o f th e country' s externa l 
reserves, equivalen t t o a  furthe r 1 0 t o 1 2 
months o f imports , ar e hel d b y th e bankin g 
system. Vanuatu' s externa l deb t t o GD P rati o 
has increased from 1 5 per cent i n 198 9 to abou t 
23 pe r cen t a t present . Th e country' s externa l 
debt service ratio, which i s currently 1  per cent , 
is low . Traditionally , Vanuat u ha s adopte d a 
conservative approac h t o fisca l policy . Th e 
Government attempts , not always with success , 
to maintai n balanc e i n it s operatin g budgets . 
T h e bul k o f deve lopmen t expend i tu r e i s 
financed throug h ai d o r borrowing s wit h sof t 
terms and conditions from multilatera l financia l 
institutions. 

Vanuatu's domesti c ta x bas e i s somewha t 
narrow. I t relie s heavil y upo n indirec t taxes , 
such a s custom s duties , whic h yiel d som e 8 0 
per cent o f total revenue . There ar e no person -
al incom e an d compan y taxes . Bu t ther e i s a 
system o f busines s licence s whic h ha s helpe d 
to maintai n th e tota l yiel d o f governmen t 
revenue. Vanuatu i s keenly aware of the need t o 
ensure tha t th e elasticit y o f it s ta x syste m i s 
maintained o r enhanced. It s proposed commit -
ment t o W TO membershi p wil l clearly hav e a 
direct impac t upo n th e yiel d o f indirec t taxes . 
In thi s context , i t i s havin g t o examin e th e 
structure o f th e ta x syste m no t onl y t o ensur e 
that th e revenu e need s o f the Governmen t ar e 
protected, bu t als o t o promot e economi c effi -
ciency, domest i c savings , ris k takin g an d 
investment activities . 

Industrial countries , privat e investors , an d 
multilateral financia l institution s ar e increas -
ingly focusin g upo n Easter n Europ e an d th e 
former Republic s o f the USS R a s well a s othe r 
strategically and economically importan t devel -
oping countries . Hence , futur e ai d an d privat e 
capital flows  t o smal l countrie s i n th e Sout h 
Pacific ar e coming unde r som e strain . 

Attraction of Private Capital Flows 

Given Vanuatu' s statu s a s a  reputabl e offshor e 
finance centre , th e Governmen t ha s embarke d 
on a  muc h broade r polic y o f attractin g privat e 
capital flows  throug h a  systemati c proces s o f 
foreign direc t investmen t (FDI) . Ne w foreig n 
investments ar e t o b e encourage d throug h a 
Vanuatu foreig n investmen t code . Withi n th e 
framework o f th e code , i t i s envisaged tha t th e 
investment environmen t coul d becom e mor e 
transparent an d mor e conduciv e t o economi c 
growth, particularly i n sectors having the great -
est potential for enhancing joint-venture capita l 
finance betwee n potentia l investor s an d locals . 
The puttin g i n plac e o f soun d an d appropriat e 
policies fo r investmen t wil l ac t a s a  catalys t i n 
attracting private capital flows into the economy. 

Investment Incentives 
While Vanuatu i s free o f corporate an d persona l 
income taxe s (whic h ca n b e considere d t o b e 
non-distortionary system s o f direc t taxation) , 
and thi s i s a  significan t investmen t incentive , 
other government revenue raising measures, e.g. 
the business licence fee, impose significant cost s 
on investor s and can induce distortions or disin-
centives for some industries. The Government i s 
giving particular consideration t o the impac t o n 
investment o f th e variou s curren t form s 
of indirec t taxation , an d t o possibl e change s 
in the m unde r th e comprehensiv e refor m 
programme being undertaken . 

Investment Promotion 

In order t o encourage private secto r investmen t 
and privat e capita l flows,  th e Governmen t i s 
giving consideration t o th e establishmen t o f a n 
investment promotio n agency . Suc h a n agenc y 
would have the following primar y functions : 

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

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

(d)to provide investment facilitation service s 

Broad Investment Policy 
Vanuatu ha s relie d heavil y upo n it s ta x have n 
status to attract foreign capita l and private flows 
as part of its long term investment programme. It 
believes tha t ta x incentive s ca n influenc e th e 
level and pattern of investment but , more impor -
tant, are the overall business climate, the ease of 
entry an d exit , an d th e freedo m t o repatriat e 
profits. A majo r difficult y wit h ta x incentive s i s 
that an y ta x advantage s i n Vanuat u ar e ofte n 
off-set b y taxatio n o n repatriate d earnings . 
Present global trends in capital flows and invest -
ment have a direct bearing on Vanuatu's existing 
legislation an d policies . Th e Governmen t i s 
committed t o ensur e tha t fundamenta l reform s 
are put i n place to respond t o these trends . 

People, firms  an d investmen t ar e becomin g 
increasingly mobile . Thi s developmen t ha s 
intensified th e searc h fo r th e bes t environmen t 
for making sustained profits . Enhanced mobilit y 
has bee n facilitate d b y rapi d improvement s i n 
transport and communications. This mobility i s 
especially eviden t i n th e service s secto r wher e 
firms and corporations can be more easily spread 
over severa l countries . Th e offshor e financ e 
centre i n Vanuatu i s an example of the effects o f 
the increase d mobilit y o f firms , peopl e an d 
investment capital . 

De-regulation 
As part of the concerted effor t t o mobilise finan-
cial resource s an d technology , i t ha s becom e 
imperative for th e Government t o take stock o f 
existing policie s an d requirements . Vanuat u 
believes tha t wit h th e integratio n o f th e worl d 
economy an d wit h th e rapi d evolutio n o f th e 
monetised sector , fundamenta l change s ar e 
crucial to the continuous development an d pro -
motion o f it s foreign direc t investmen t regime . 
The Governmen t i s fully committe d t o under -

take a  comprehensiv e refor m programme , bot h 
for th e econom y an d publi c enterprises , wit h a 
view t o increasin g economi c efficienc y an d 
attracting greate r foreig n capita l flows  int o 
Vanuatu's economy . 

Membership of WTO 
The Governmen t i s committe d t o acced e t o 
membership o f WTO , a s par t o f it s effort s t o 
streamline existin g policie s an d becom e par t o f 
the global liberalisation process . Membership o f 
WTO will require Vanuatu to introduce/re-defin e 
laws an d policie s t o b e consisten t wit h th e 
Agreement o n trade-related-investmen t mea -
sures (TRIMS) an d other W TO rules . 

14 Zimbabw e 

Background 
Zimbabwe attaine d independenc e i n 1980 . 
Because of the political system that was in place, 
the ne w Governmen t inherite d a  system whic h 
was full o f inequities i n the areas of health, edu -
cation, infrastructure provisio n and opportunitie s 
for part icipatio n i n economi c activity . 
Government sough t t o redres s thi s situatio n 
through massive programme in social spending in 
these areas. Phenomenal progress was achieved i n 
the areas of health, education, small holder agri-
culture an d provisio n o f infrastructur e i n th e 
rural area s wher e approximatel y 7 0 pe r cen t o f 
the population reside . 

The succes s wa s howeve r achieve d a t th e 
expense of the productive sector . Investment i n 
this sector was largely ignored during the perio d 
from 198 0 to 1990 . Gross fixed capital formatio n 
declined t o 1 5 pe r cen t o f GD P i n th e mi d 
1980s. Private investmen t fel l fro m 1 2 per cen t 
of GDP i n 198 5 to less than 8  per cent i n 1987 . 
Coupled wit h this , Governmen t adopte d a 
number of protectionist and inward looking poli-
cies whic h sa w th e introductio n o f extensiv e 
price controls, labour controls, foreign currenc y 
allocations, import licensing, stringent exchang e 
controls o n bot h th e capita l an d curren t 
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accounts and there were long delays in process-
ing of import and investment applications. The 
net effec t wa s t o creat e a  ver y unconduciv e 
investment environment . O n th e macro-eco -
nomic side , Governmen t chalke d u p a  hig h 
budget defici t a s a  resul t o f th e larg e socia l 
expenditure whic h wa s financed primaril y b y 
domestic borrowing . Thi s wa s translate d int o 
high interes t rate s on the money market , hig h 
inflation an d declin e o f investmen t i n th e 
economy. 

Against this background, in 1991, the country 
embarked o n structura l adjustmen t programm e 
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: 

• reductio n 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 i n revenue collection; 

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

• trad e liberalisation through the movement 
away from the foreign exchange allocation 
system to a market based system. 

In recognition o f the rol e tha t foreig n invest -
ment wa s t o pla y i n economi c development , 
the countr y establishe d throug h a n Ac t o f 
Parliament, th e Zimbabw e Investmen t Centr e 
in 199 3 a s a  "on e sto p shop " fo r investmen t 
promotion and facilitation. Since its inception, 
the Centr e an d Governmen t hav e activel y 
sought to promote investment into the country 
and thi s ha s born e som e fruit . Th e followin g 
table give s a  breakdow n o f th e investmen t 

approved t o dat e b y value , job s created , an d 
exports to be generated. 

Of this, the total foreign investment amount-
ed to Z$13,83 billion or approximately US$ 1.3 8 
billion. 

Lessons from Experienc e 

In Zimbabwe' s experience , th e enablin g envi -
ronment plays a crucial role in the promotion of 
capital flows,  a s i t i s th e baromete r use d b y 
investors i n assessin g a  country' s potentia l fo r 
business. Th e declin e i n investmen t tha t 
occurred in Zimbabwe during the period 1985 to 
about 199 1 was due to the risks associated with 
unsustainable fisca l deficits , uncertaintie s an d 
high cos t associate d wit h th e fore x allocatio n 
system affecting acces s 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 experienc e show s tha t specia l 
incentives only work in attracting investment in 
an environmen t tha t i s already conduciv e t o 
investment. Sound infrastructure i n the form of 
roads, telecommunications, reliable power sup-
plies an d soun d bankin g an d financia l 
infrastructure ar e also essential. Special incen -
tives can play an important role in reducing the 
cost of the initia l capital outlay to the investo r 
as well as removing impediments , and demon -
strate th e hos t country' s commitmen t t o 
promote investment thereby giving the investor 
added confidenc e an d security . I n Zimbabw e 
the incentive s tha t ar e availabl e are : reduced 
corporate ta x rate s fo r companie s engagin g i n 
infrastructure project s an d fo r investment s i n 
growth points; free importation of capital goods; 
low rates on imported raw materials etc., depre-
ciation allowances , an d specia l initia l 
allowances fo r establishmen t expenses . 
Zimbabwe ha s recentl y establishe d Expor t 
Processing Zone s an d thes e hav e thei r ow n 
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1993 

1994 

1995 

1996 

No. of Projects 
266 

365 

448 

415 

Value 
Z$1,5 billion 

Z$5,5 billion 

Z$3,8 billion 

Z$9,6 billion 

Jobs Created 
2,488 

9,932 

12,442 

12,147 

Exports 
Z$220 million 

Z$1,85 billion 

Z$1,86 billion 

Z$2,26 billion 

incentive regim e which i s similar t o what mos t 
countries provided . 

Zimbabwe ha s tende d t o hol d genera l pro -
motions o f th e countr y a s a  viabl e investmen t 
location an d develo p contact s fro m suc h pro -
motions. I t ha s tende d t o rel y primaril y o n 
Britain as the prime source of investment due t o 
former colonia l link s an d Britis h companie s 
have bee n targete d fo r increase d investment . 
The establishe d companie s hav e bee n use d a t 
promotional conference s t o spea k abou t th e 
changes tha t hav e take n plac e i n th e countr y 
and thei r experiences , a s i t wa s fel t tha t suc h 
presentations woul d carr y mor e weigh t i n th e 
eyes o f potentia l ne w investor s tha n presenta -
tions b y politicians . Investmen t conference s 
have als o bee n hel d i n othe r countrie s whic h 
have investment s i n Zimbabw e a s wel l thos e 
with whic h Zimbabw e ha s goo d politica l rela -
t ions (e.g . Germany , Malaysia , C h i n a , 
Singapore, and Australia while plans are afoot t o 
visit the USA an d Japan). Inward missions have 
also bee n hel d bu t thi s ha s als o followe d th e 
same t ren d i.e . mission s fro m th e sam e 
category of countries. Zimbabwe has not devel -
oped strategie s fo r targetin g particula r type s o f 
investment. Thi s i s due t o the lac k o f informa -
tion on the sectors in which i t has comparativ e 
strengths an d th e opportunitie s tha t ar e avail -
able withi n thes e sectors . Th e Zimbabw e 
Investment Centr e ha s commissione d wor k o n 
Sectoral Studie s which ar e expected t o provid e 
the requisit e informatio n t o undertake targete d 
promotion. 

In Zimbabw e th e Constitutio n guarantee s 
security o f individua l property . I n additio n i t 
has signed bilateral investment protection agree -

ments wit h th e UK , Germany , Netherlands , 
Switzerland, Denmark , Malaysia , Portugal , 
China, Yugoslavia , Mozambique ; thos e wit h 
France, Sweden and Ital y will be signed shortly . 
To enforce thes e agreements Zimbabwe accede d 
to, and ratified th e 195 8 New York Conventio n 
on th e Recognition an d Enforcement o f Foreign 
Arbitral Award s an d th e 196 5 Washingto n 
Convent ion establishin g th e Internationa l 
Cen t r e fo r th e Se t t l emen t o f Inves tmen t 
Disputes. Zimbabw e i s als o signator y t o th e 
Multilateral Investmen t Guarante e Agenc y 
(MIGA) whic h cover s commercia l ris k o n th e 
part o f investors . 

Zimbabwe has not ye t been adversel y affect -
ed by surges in large capital inflows as these hav e 
been restricted . Capita l inflow s o n th e mone y 
market remai n prohibite d whil e foreig n inflow s 
on th e Stoc k Exchang e onl y starte d i n 1993 . 
Temporary capita l inflo w surge s hav e bee n 
experienced especiall y followin g receip t o f 
tobacco proceed s an d foreig n loa n inflows . Th e 
intervention b y th e monetar y authoritie s ha s 
however bee n de termine d b y Zimbabwe' s 
exchange rate policy which has been to maintai n 
an exchang e rat e tha t promote s export s an d 
competitiveness wit h tradin g partners . Whe n 
there have been capital inflow surges, the Centra l 
Bank has intervene d t o keep exchange rat e a t a 
desired level . T o counte r th e negativ e impact , 
the monetar y tool s th e Cen t ra l Ban k ha s 
employed include : increase in the reserve ratio to 
mop u p excessiv e liquidity ; increas e i n th e 
discount rat e a t whic h th e Reserv e Ban k lend s 
to th e commercia l banks ; an d ope n marke t 
operations. 
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