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Some Perspective on Capital Flows to Emerging Market Economies

Carmen M. Reinhart*

From Hume’s discussion of the
specie-flow mechanism under the gold
standard to the Keynes-Ohlin debate
on the transfer problem associated
with German reparations after the
WWI, understanding the flow of capi-
tal across national borders has been
central to international economics. My
work on the topic has focused mainly
on the flow of funds between rich and
poor countries. Theory tells us that,
for the recipient, foreign capital put to
good use can finance investment and
stimulate economic growth. For the
investort, capital flows can increase wel-
fare by enabling a smoother path of
consumption over time and, through
better risk sharing as a result of inter-
national diversification, a higher level
of consumption.

The reality is that the effects of

such flows — as seen from either
recent experience or the longer sweep
of history — do not fit neatly into

those theoretical presumptions. As a
result, my research has mostly been
directed at shedding light on four
questions:

1. What motivates rich-to-poor capital
flows?

2. Why doesn’t capital flow more from
rich to poot countties?

3. What are the consequences of a
surge of capital inflows for an emerging
market economy?

4. How do policymakers typically
respond to an incipient inflow of capital?

The Causes of Capital
Inflows
The surge in capital inflows to

emerging market economies in the
eatly part of each of the past two

* Reinbart is a Research Associate in the
NBER's Program on International Finance
and Macroeconomics and a professor of  eco-
nomics at the University of Maryland. Her
profile appears later in this issue.
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decades was attributed initially to
domestic developments, such as sound
policies and stronger economic per-
formance, implying both the good use
of such funds in the recipient country
and the informed judgment of
investors in the developed world.! The
widespread nature of the phenome-
non became clearer over time, though,
as most developing countries —
whether  they had  improved,
unchanged, or impaired macroeco-
nomic fundamentals — found them-
selves the destination of capital from
global financial centers. The single fac-
tor encouraging those flows was the
sustained decline in interest rates in the
industrial world.> For example, short-
term interest rates in the United States
declined steadily in the early 1990s and
by late 1992 were a their lowest level
since the early 1960s. Lower interest
rates in developed nations attracted
investors to the high yields offered by
economies in Asia and Latin America.
Given the high external debt burden of
many of these countries, low world
interest rates also appeared to improve
their credit-worthiness and to reduce
their default risk. Those improvements
were treflected in a marked rise in sec-
ondary market prices of bank claims
on most of the heavily indebted coun-
tries and pronounced gains in equity
values. Thus, the tightening of mone-
tary policy in the United States and the
resulting rise in interest rates made
investment in Asia and Latin America
relatively less attractive, triggering mar-
ket corrections in several emerging
stock markets and a decline in the
prices of emerging market debt.

This experience strongly suggests
multiple forms of investor myopia:
The 1nitial decision to invest seemed
more motivated by reaching for yield
without an appropriate appreciation of
risk, and the sudden withdrawal simi-
larly looked more like a quick dash for
the exit door than a reasoned assess-
ment of fundamentals. Looking back,

one is struck by an overwhelming
sense of “déja vu.” It certainly seems a
mystery why these wide swings in cap-
ital flows recur, in spite of the major
costs associated with them. The com-
mon theme is that investors enter each
episode of upsurge in capital flows
confident in the belief that “this time it
is different” and look to international
financial institutions to make them
whole when they later learn that it real-
ly wasn’t different.

Rich-to-Poor Capital Flows

To some, the mystery of cross-
border flows is not these recurrent
cycles unanchored from country con-
ditions but rather the restricted volume
of these flows overall. Most famously,
Robert Lucas argued that it was a puz-
zle that more capital does not flow
from rich countries to poor countries,
given back-of-the envelope calcula-
tions suggesting massive differences in
physical rates of return in favor of
capital poor countries.’” Lucas argued
that the paucity of capital flows to
poor countries must be rooted in fun-
damental economic forces, such as
externalities in human capital forma-
tion favoring further investment in
already capital rich countries. My per-
spective, informed by work with
Kenneth  Rogoff and  Miguel
Savastano, is quite different.*

Throughout history, governments
have demonstrated that “serial default”
is the rule, not the exception.
Argentina has famously defaulted on
five occasions since its birth in the
1820s. However, Argentina’s record is
surpassed by many countries in the
New Wortld (Brazil, Liberia, Mexico,
and Uruguay, Venezuela, and Ecuador)
and by almost as many in the Old
World (France, Germany, Portugal,
Spain, and Turkey). Rogoff, Savastano,
and I argue that this history of repeat-
ed defaults makes some countries less
able to bear debt. These “debt intoler-




ant” countries typically have other
indicia of governmental failures,
including bouts of high inflation, vari-
able macroeconomic policies, and a
weak rule of law.

From this perspective, the key
explanation to the “paradox” of why
so little capital flows to poor countries
may be quite simple—countries that
do not repay their debts have a rela-
tively difficult time borrowing from
the rest of the world. The fact that so
many poor countries are in default on
their debts, that so little funds are
channeled through equity, and that
overall private lending rises more than
proportionally with wealth, all strongly
support the view that credit markets
and political risk are the main reasons
why we do not see more capital flows
to developing countries. If credit mar-
ket imperfections abate over time
because of better institutions, then
human capital externalities or other
“new growth” elements may come to
play a larger role. But as long as the
odds of non-repayment are as high as
65 percent for some low-income coun-
tries, credit risk seems like a far more
compelling reason for the paucity of
rich-poor capital flows.

The Consequences of
Capital Inflows

The experience of many emerg-
ing market economies is that attracting
global investors’ attention is a mixed
blessing of macroeconomic imbal-
ances and attendant financial crises.
As to the imbalances, a substantial por-
tion of the surge in capital inflows
tends to be channeled into foreign
exchange reserves. For instance, from
1990 to 1994, the share devoted to
reserve accumulation averaged 59 per-
cent in Asia and 35 percent in Latin
America. Moreover, in most countries
the capital inflows wete associated
with widening current account deficits.

This widening in the current
account deficit usually involves both
an increase in national investment and
a fall in national saving, As one would
expect from the fall in national saving,
ptivate consumption spending typical-
ly rises. While disaggregated data on
consumption are not available for all
emerging market economies, the

import data are consistent with the
interpretation that the consumption
boom is heavily driven by rising
imports of durable goods. (This held
with particular force in the Latin
American experience of the early
1990s.) In almost all countries, capital
inflows were accompanied by rapid
growth in the money supply — both in
real and nominal terms — and sharp
increases in stock and real estate prices.
For example, during 1991, a major
equity index in Argentina posted a dol-
lar return in excess of 400 percent,
while Chile and Mexico provided
returns of about 100 percent.

Then comes the crisis because the
surge in capital flows never proves
durable. Unlike their more developed
counterparts, emerging market eco-
nomies routinely lose access to interna-
tional capital markets. Furthermore,
given the common reliance on short-
term debt financing, the public and
private sectors in these countries often
are asked to repay their existing debts
on short notice. Even with the recent
large-scale rescue packages, official
financing only makes up for part of
this shortfall. Hence, the need for
abrupt adjustment arises.

More often than not, contagion
followed on the heels of the initial
shock. The capacity for a swift and
drastic reversal of capital flows — the
so-called “sudden stop” problem —
played a significant role.® An analysis
of the experience of contagious finan-
cial crises over two centuries (with my
colleagues Graciela Kaminsky and
Carlos Vegh) finds typically that the
announcements that set off the chain
reactions came as a surprise to finan-
cial markets. The distinction between
anticipated and unanticipated events
appears critical, because advance warn-
ing allows investors to adjust their
portfolios in anticipation of the event.
In all cases where there were signifi-
cant immediate international repercus-
sions, a leveraged common creditor
was involved — be it commercial
banks, hedge funds, mutual funds, or
individual bondholders — who helped
to propagate the contagion across
national borders.

Additional work with Graciela
Kaminsky indicates that contagion is
more regional than global” We find

that susceptibility to contagion is high-
ly nonlinear. A single country falling
victim to a crisis is not a particulatly
good predictor of crisis elsewhere, be
it in the same region or in another part
of the globe. However, if several
countries fall prey, then it is a different
story. That is, the probability of a
domestic crisis rises sharply if a core
group of countries are already infect-
ed. Is the regional complexion of con-
tagion attributable to trade links, as
some studies have suggested, or to
financial links — particularly through
the role played by banks? Our results
suggest that it is difficult to distinguish
between the two, because most coun-
tries linked in trade are also linked in
finance. In the Asian crises of 1997,
Japanese banks played a similar role in
propagating disturbances to that
played by US. banks in the debt crisis
of the early 1980s.

I identify the links between these
episodes of currency crises and bank-
ing crises in another paper with
Graciela Kaminsky.® In particular,
problems in the banking sector typical-
ly precede a currency crisis, creating a
vicious spiral in which the currency
strains then deepen the banking prob-
lems. The anatomy of these episodes
suggests that crises occur as the econ-
omy enters a recession, following a
prolonged boom in economic activity
that was fueled by credit, capital
inflows, and accompanied by an over-
valued currency.

The Policy Response

Given this experience of wide
swings in foreign funding, it is not sur-
prising that policymakers in many
emerging market economies have
come to fear large current account
deficits, irrespective of how they are
financed, but particularly if they are
financed by short-term debt. The cap-
ital inflow slowdown or teversal could
push the country into insolvency or
drastically lower the productivity of its
existing capital stock. These multiple
concerns have produced multiple
responses to capital inflows.

The policy of first recourse
across countries and over time has
been sterilized intervention.” To avoid
some (or all) of the nominal exchange
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rate appreciation that would have
resulted from the capital inflow, mone-
tary authorities have tended to inter-
vene in the foreign exchange market
and accumulate foreign exchange
reserves. To offset some or all of the
associated monetary expansion, central
banks have most often opted to sell
Treasury bills or central bank paper.
Central banks also have tools to neu-
tralize the effects on the money stock
of their foreign exchange operations
beyond offsetting domestic open mar-
ket transactions. Importantly, the
effect of the sale (purchase) of domes-
tic currency can be offset by raising
(lowering) reserve requirements to
keep the money stock constant.”
However, as long as domestic reserves
do not pay a competitive interest rate,
reserve requirements are a tax on the
banking system. Changes in the tax can
have real effects, including on the
exchange value of the currency.
Moreover, depending on the incidence
of the reserve tax, domestic spending
and production may change as well.

Fiscal austerity measures, particu-
larly on the spending side, have been
used to alleviate some of the pressures
on the real exchange rate and to cool
down overheating in the economy.
Furthermore, fiscal surpluses deposit-
ed at the central bank have helped to
“sterilize” the expansive monetary
effects of foreign exchange purchases.

The process of trade liberaliza-
tion has been accelerated in some
cases, in the hope that productivity
gains in the nontraded sector could
dampen pressures on the real exchange
rate. Moreover, reducing distortions
associated with controls on trade may
temporarily widen the current account
deficit—effectively absorbing some of
the inflows without boosting domestic
demand.

Liberalization of capital outflows
also has been a popular response to
rising capital inflows. By permitting
domestic residents to hold foreign
assets, the conventional wisdom holds,
gross outflows would increase—there-
by reducing net.

Various forms of controls on
capital inflows—whether in the form
of taxes, quantitative restrictions, ot in
the guise of “prudential measures”—
have been imposed on the financial

sector, usually with the aim of deter-
ring short-term inflows." (Sometimes
these controls take the form of pru-
dential measures to curb the exposure
of the domestic banking sector to the
vagaries of real estate prices and equi-
ty markets.) One main finding of my
paper with Todd Smith, however, is
that the tax rate on capital inflows
must be very high in order to have
much effect on the capital account bal-
ance.”? For instance, a reduction in the
capital account balance by 5 percent of
GDP would require a tax rate on net
interest payments on foreign-held debt
on the order of 85 percent for one
year or 60 percent for two years.

Allowing the nominal exchange
rate to appreciate (or be revalued in
cases where the exchange arrangement
is less flexible) also has to be consid-
ered as part of the menu of viable pol-
icy responses, particularly as inflows
become persistent. As noted in my
paper with Reinhart, long-lived attempts
to avoid a nominal appreciation via
unsterilized foreign exchange market
intervention will fuel a monetary
expansion (owing to the accumulation
of foreign exchange reserves), which
may prove inflationary. While sterilized
intervention may curtail the monetary
expansion, it can become both increas-
ingly difficult to implement and costly
over time. In some cases, the authori-
ties reached the conclusion that, if an
appreciation of the real exchange rate
was Inevitable, it was better that it
occur through a change in the nominal
exchange rate than through a pick-up in
domestic inflation.

Often, policymakers have resort-
ed to some combination of these poli-
cies. A repeated lesson is that the law of
unintended consequences has not been
repealed. Multiple policy responses to
capital inflows have tended to interact
in ways that were probably not antici-
pated by the framers of such policies.
Most likely, even the best policy mix
cannot altogether avoid the eventual
reversal of capital flows, given that they
are so sensitive to the behavior of
investors in financial centers. The
appropriate policy mix may dampen
the amplitude of the swings in capital
flows, thus ensuring a softer landing
when international investors retrench.
The strongest policy lesson is that con-

servative fiscal policy and zealous
supervision of the domestic financial
sector are essential at all times, espe-
cially when expectations are buoyant.
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Prospects for Social Security Reform in the United States

Kent Smetters*®

One of the most far-reaching
shifts in fiscal policy around the world
during the past two decades has been
the fundamental restructuring of pub-
lic pension systems. Over two dozen
countries across five continents have
converted at least part of their pay-as-
you-go, defined-benefit, public pen-
sion systems into systems based on
funded, defined-contribution accounts.
Several additional countries are cur-
rently in the process of conversion,
and even more countries, including the
United States, ate debating it.

The shift toward defined-contri-
bution plans in the private sector has
increased the mobility of workers,
because traditional defined-benefit
plans have a “lock-in effect” that dis-
courages employees from switching
employers. Therefore, the conversion
of public pension plans to the defined-
contribution model sometimes has
been lumped together as part of this
same “modernization” movement.
However, that explanation is problem-
atic, because public pension plans ate

* Smetters is a Research Associate in the
NBER’ Program on Public Economics and
an associate professor at The Wharton School
at the University of Pennsylvania. His pro-
file appears later in this issue.

typically already fairly portable across
employers. With a few exceptions, the
public pension benefit formula in most
countries is dependent on the wages of
the worker regardless of the actual
employer.

In fact, the public plan conver-
sions seem fairly puzzling at first. To
be sure, many common arguments
have been put forth in favor of “per-
sonal accounts” including the potential
to earn higher rates of return in equi-
ties, increased national savings, as well
as greater bequeath-ability. However,
even if we believed that a portion of
the equity premium were a “freebie”
and not just a compensation for risk,
higher returns could be earned by a
public pension system by investing in
equities, which has the added benefit
of potentially improving risk sharing
across generations." National saving
also could be increased by pre-funding
the traditional pension system. The
traditional pension scheme also could
be complemented with a life insurance
payment upon death that replicated
the bequeath-ability aspect of personal
accounts.

Indeed, in a deterministic setting,
the traditional public defined benefit
pension systems in theory could
achieve the same economic objectives
as personal accounts. In the presence

of 1idiosyncratic risks, traditional
defined-benefit systems more easily
allow for sharing wage and longevity
uncertainty.” Relatively larger transac-
tion costs in defined contribution
plans, as well as problems associated
with financial literacy, moral hazard,
and adverse selection, only seem to
buttress the case for the traditional
design. So why are more and more
countries abandoning the traditional
design for the funded, defined contri-
bution model that, in theory, is no bet-
ter than the traditional design and
potentially even worse?

Adding to the puzzle is that these
reforms have taken on numerous
shapes and sizes across the world.
While, politically, the adoption of per-
sonal accounts are often linked to
demographic concerns (for example,
retitement of baby boomers in the
United States), the actual evidence
does not seem to support this motive
for personal accounts. Indeed, the
largest reforms occurred in less devel-
oped countries where future demo-
graphic problems are projected to be
the fast severe, including Chile (1981),
Columbia (1993), Peru (1993), Mexico
(1997), Bolivia (1997), El Salvador
(1998), and Kazakhstan (1998). In each
of these countries, the vast majority of
the final expected retirement benefit is
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