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I Introduction

Recently, Latin America has entered another phase of the repeated cycles of boom
and bust in foreign capital inflows. After the rapid build-up of non-performing debt
uniil the early 1980s and the subsequent period of serious capital shortage, foreign
capital is now returning to Latin America in huge proportions. Net capital inflows
soared from less than US$ 10 billion in 1989 {o US$ 20 billion in 1990, US$ 39 biliion
in 1991, and an estimated US$ 57 billion in 1992 [ECLAC, 1992, Table 17].

This drastic change appears to suggest that economic advice is no longer needed as
to how debt-ridden economigs in Latin America may regain access to the
international capital market. Actually, the debate in political and scientific circles has
shifted to the issue of how to prevent another episode of excessive capital inflows
[see e‘g. Calvo, Leiderman, Reinhart 1992; 1993; Reisen 1993a]. The discussion on
the pros and cons of various types of policy intervention such as taxes on capital
imports, higher reserve requirements on bank deposits, as well as sterilized and non-
sterilized central bank intervention is based on the {explicit or implicit) assumption
that huge capital inflows to Latin America will prove to be another short-lived
phenomenon. The perceived "hot money” character of inlfows gives rise to several
concerns, which policy intervention is supposed fo tackie [Calvo, Leiderman,
Reinhart, 1993, pp. 251.]: .

- Capital inflows may adversely affect the international competitiveness of exports i
they result in an undesired real exchange rate appreciation.

- A misallocation of resources may result from massive inflows if gemestic financial
intermediation is deficient.

- A sudden reversal of speculative inflows ihreatens to trigger a domestic financial
crisis.

Much of the current debate suggests that the recent capital inflows and the ensuing
economic policy issues are rather bad news for Latin America. The present paper
challenges this view from dilierent angles. First, recemt rends of capital inflows to
Latin America are conirasted with evidence from other regions {Section i1). A
country-specific assessment of the significance and structure of capital inflows casts
doubts on the generalized "hot money" interpretation. Second, the differences
amang Latin American economies are related to economic policy and performance
indicators (Section 1II}. This analysis challenges the widespread perception of a
dominant role of external factors in explaining the boom of capitat inilows 1o Latin
America. It is argued that the critical question of whether capital inflows can be



sustained depends primarily on the policy stance of Latin American governmenis,
Eariier conclusions on how 10 ensure continued access to international capital
marke1s are shown fo remain highly relevant even under the present conditions of
booming inflows. Third, some policy options are discussed ta deal with unsustainable
capital inflows (Section V). The economic rationale for policy interventions is
questioned. While intervention is counterpreductive where capital imports can he
considered sustainable, its eifecliveness is shown 10 be serously fiawed when
inflows are of a "hot money" character. Couniries for which significant "hot money”
inflows are revealed are rather required to intensify domestic reform efforts in order
to reduce the risk of a sudden reversal of speculative transactions.

I From Outflows to Unsustainable Inflows?

1. Why Large Inflows Must be Pul into Perspective

The sheer rmagnilude of recenl capital inflows 1o Latin America and the sharp
contrast to the earlier shortage of foreign resources are typically taken as telling
indications of a short-lived boom episode. Several reasons indeed suggesi a
temporary phenomenon of paricutarly high transfers in the early 1990s.7 Inflows
related to privatization schemes are likely 10 decline with a decreasing number of
remaining stale enterprises. Similarly, the repatriation oi Hight capitai might have
significantly reduced the funds slill staying abroad. Economic recovery and rising
interest rates in the United States would weaken the incentive of US investors to
channel more capital to high-inlerest locations in Latin America. Moreover, shont-
term portfolio investment might easily flow out of the region once the economic
climate in the United States and other industrialized countries improves.

It would be strongly misleading, however, to consider the inflows to be excessive and
induced by speculation simply because the absolute numbers are large. First, capitat
inflows are not cutstandingly high relative to Latin Amersica's GNP. The inflow to GNP
ratio increased from 2 to 4.8 per cant in the period 1960-1992 [ECLAC, 1892, Table
17, World Bank, b]. The 1992 figura largely resembles the ratios reported for the
second half of the 1970s (5.1 per cent) and the early 1980s {1980-1981: 4.9 per
cent). it does not make much sense to contrast the recent figures with the period of
sericusly depressed capital inflows to Latin America.2

' Reisen[1993a) provides a concise summary of 1he main argumenis.
2 (n 1982-1989, the average inflow 1o GNP ralio was down to 1.4 per cent.



Second, a comparison between 10 Latin American countries and 8 Southgast Asian
couniries reveals that the rise in capital inflows in the early 1990s is not restricted to
the former region. Calvo, Leiderman and Reinhart {1993, Table 4) have calculated a
similarly large increase of the capital account to GDP ratio for Latin America (2.5
percentage paints) and Scutheast Asia (2.3 percentage points), when confronting
1990-1991 with 1984-1989. Moreover, the average ratio for the Asian economies is
considerably higher (3.5 vis-a-vis 0.4 per cent in 1990-1991). Against this
background, one may wonder why there is sO much ¢oncern about "speculative”
inflows to Latin America while such tears are hardly voiced with regard to Asia.

Third, and most importantly, the aggregate picture for Latin America abscures
pronounced country-specific differences. Comparing 1984-1989 and 1990-1991, the
change in the capital account to GDP ratio of the most important debtor countries
varies from -0.3 percentage points for Venezueia, and 1.2-1.6 percentage points for
Brazil and Argentina, to 5.8 percentage poinis for Chile and Mexico (ibid). This
variation provides a first indication that capital inflows are concentrated on countries
which have esiablished a strong reputation of reform-mindedness.® Table 1 presems
turther avidence in this respect. The capital inflow to GNP ratio increases for nearly
all sample couriries. But bath the initial level of this ratio and its increase differ
considerably. Taking averages for 1990-1992, the ratio is highesi for Bolivia (10.2
per cent) and Chile (8.4 per ¢cent). Brazil, Uruguay, Colombia and Venezuela range
at the bottom with ratios for 1.3 10 -2 per cent.

Table 1 - Tolal Net Capilal inllows 10 Selecled Lalin American Countries, 1990-1992

{per cenl of GNP)
1980 1991 19928 1980 1991 19923

Argentina 15 4.1 68 |Ecuador 56 68 9.4
Bolivia 83 943 131 |Mexico 46 78 82
Brazil 1.0 03 25 |Pem 6.5 a5 70
Chile 11.8 48 85 |Umguay 0.7 02 14
Colornbia 03 -18 13 | Venezueia -11.2 13 38
Cosla Rica 8.7 7.1 8.0
8 Preliminary estimates. GNP figures for 1992 were eslimated by applying prefiminary GDP
growth rales io GNP figures {or 1991,

Source: ECLAG [1992], World Bank {b, 1992]. -

¥ For a delailed assessment ol he link helween economic reforms and capilal inflows, see Seclion
.



2. Why "Hot Money" is Difficult to Identify

As concerns the sustainability of capital inflows 1o Latin America, the structure of
fransfers reveals important insights. The rnsk of a sudden reversal wvaties
considerably among the different typas of inflows. Evidently, this risk is lowest in the
case of toreign direct investment {FDI} [see also Reisen, 1993a, p. 3]. It remains
fairly low lor granis and longer-term loans from official sources. With regard ic
private credilors, the maturity structure of capital inflows is crucially important. The
widespread concern about the "hot money” character of inflows implicitly assumes
that short-term transfers from private sources constitute the bulk of recent capital
imports.

Hard facts justifying such an assumption are fargely lacking. This is not surprising
given that the available data are seriously deficient. The most detailed breakdown of
capital flows into major components is provided by the World Bank [b]. However, this
source presenis an incompletle piclure on igtal capital flows. The coverage of shor-
term, speculative flows is paricutarly poor. In the case of Lalin America, stalistical
deficiencies can be illustrated by contrasting World Bank daia with the more
comprehensive information con total flows provided by ECLAC (Table 2). The
widening discrepancy in the early 1890s may suggest that a rising proportion of "hot
money" fransactions escape the World Bank statistics.

Table 2 - The Riscrepancy in Met Capital Inflows to Latin America
between Ditferent Data Sources, 1990-1992

World Bank ECLAG (Mm@
detiniliond definition
() 2) 3
LIS$ bilfion per cent
1990 15.6 76.8
{163 203 {80.3)
1991 19.4 495
{22.1) 392 {56.4)
1992 18.4 323
{22.0) 57.0 {38.6)
a Long-term (nel) resource flows, excluding IMF loans. In parentheses:
including net flows ol shortterm debt and (net) IMF ioans. - P
Preliminary eslimales.

Source: ECLAC [1992], World Bank [y, 1992].




Again, however, a country-specific evaluation is very enlightening, although such a
disaggregation is possible for the period 1890-1991 only. Table 3 reveals that the
discrepancy between the dala sets is most pronounced for Pery and Brazil, where
comprehensive and caonsistent economic reforms were not implemented throughout
the 1980s.4 In these couniries, recent capital inflows may indeed consist of "hot
money" in the first place. In sharp contrast, long-term resource flows account for 72
per cent of total inflows {reported by ECLAC]) in the case of Chile, i.e. the economy

Table 3 - The Discrepancy in Net Capilal Infllows 10 Selected Lalin American Countries between
Ditlerent Dala Sources, 1990-19912

world Bank ECLAC | {13:(2) World Bank ECLAC | {11
definition? dedinflion definitiont detinition
{1} {2} (3} ) 2 {3}
US$ billien per cent USE billisn per cent
Argentina 1.90 6.77 281 ||Ecuador 0.41 129 a8
{3.09) {45.6) {0.23) (17.8)
Bolivia 110 0.80 137.5 [ Mexico 16.09 a2.18 50.0
(1.01%) {126.3) i (18.04) (56.1)
Brazil 119 5.96 20.0 Peru 0.39 6.30 8.2
{0.82) (13.8) . {0.65) (10.3)
Chile a 448 71.7 | Uruguay 0.18 0.13 1385
{2.03) (49.3) (Q-11) (84.8)
Colombia 0.56 -0.84 na. [ Venezuela 3.77 -4.69 na.
10.68) {n.a) {5.83) (na.)
Caosla Rica 0.59 0.88 67.0
0.59) 67.0)

3 pccumulated figures. - © Long-term {net) resource flows, axcluding IMF loans. In parentheses: including net
llows of short-term debi and (net} IMF loans.

Source: ECLAG [1992]: World Bank [b, 1982].

4 Colombia and Venezuela are not considered here. Negalive figures according to the broader
ECLAGC delinition suggesi thal speculative capilal outliows ralher than inflows remain unrecorded
by the World Bank. Although the discrepancy is less proncunced than for Colombia and
Venezuela, World Bank ligures exceed the ECLAC figures for Bolivia and Uruguay as well. In the
Balivian case, 70 per cent of long-lerm resource flows consist of grants.




with the longest reform tradition.’ Countries where domaestic policy adjustiments were
postponed {e.g. Mexico) or seriously delayed (e.g. Argentina) range between these
two extremes.

3. Why the Composition of Inflows Matters

The subsequent information on the structure of capifal inflows, as defined by the
World Bank, underscores that a country-specific perspective is required for any
meaningtul assessment of the sustainability issue. Typically, aggregate figures for
the whole region disguise remarkable differances at the country level. The data also
support the earlier argument that, in many respects, the revival of capital inflows to
Latin America is rather modesi when contrasted with the evidence lor other regicns.
The following sections focus on the composition of long-term inflows, especially the
contribution of FDI, and on their malurity structure.

Table A1 in the stalistical appendix reveals that Latin America has not yet restored
its attractiveness for foreign capital refative to other capital-importing regions. lts
share in total {long-term) flows to all reporting countries dwindled fram 35 per cent in
1980 to 11 per cent in 1989. Notwithstanding the subsequent recovery, Latin
America's share remained below 20 per cent. The inflow to GNP ratio for this region,
which had exceeded the overall average in 1980 (4.25 versus 3.97 per cent), was
little more than half the average figure in 1992, Measured by this ratio, Latin America
was not only ouiperformed by regions which largely depend on foreign aid transters
{particularly Sub-Sahara Africa; see Table A2). More importantly, a relative decline of
attracliveness is to be observed vis-a-vis East Asia, for which the steady increase of
resource inflows was interrupted only shorily in the mid-1960s,

The differences between Latin America and Easl Asia are most pronounced with
regard fo private non-guaranteed debt. Among the regions given in Table A1, only
East Asia succeeded to maintain positive, though temporarily declining, inflows of
this type throughout the period considered. In sharp centrast, Latin America suffered
most severely from outflows of private non-guaranteed debt, and the figures for the
early 1990s suggest that creditworthiness has not yet been regained. Latin
America’s position with respect to FDI is better, though impaired in relative terms.
After FDI inflows had more or less stagnated during the 1980s, they soared in 1991-
1992, The recent increase, supporing the sustainability of capital inflows, did not

5 According to World Bank dala [b, 1992], Chile signilicantly reduced its shon-term debi in 1991
Long-term tesource flows considerably exceeded tolal flows under this deliniion [Table 3),
supponing the argument that the bulk ol capital inllows to Chile is likely to be suslainable,



prevent, however, that the region lost in attractiveness as compared to East Asia.
The East Asian share in FDI flows to all reporiing countries nearly trebled from 14
per cent in 1980 to 39 per cent in 1992, whereas the share of Latin America was
down from 66 to 36 per cent.®

As compared to 1982, the {long-lerm) inflow to GNP ralio was still significantly lower
for most Latin American countties in the beginning of the 1990s (Table 4).7
Neverlheless, considerable differences are ewvident within the sample. The
discrepancy between the ratic in 1982 and its average in 1990-1991 is exceplionally
large for Argentina {10.8 percentage points), and considerably above the Latin
American average for Peru (5.5 percentage points), Brazil (4 percentage points) and
Colombia (3.6 percentage points). Apant from Uruguay, where absoluie figures are
marginal, the discrepancy is smallest for Chile {2.4 percentage points). A comparison
between Brazil and Mexico provides further evidence tentatively supporting the
hypothesized impact of economic reforms on restoring the attractiveness for forefgn
capital. In both countries, the inflow to GNP ratio dwindled to less than 1 per cent
during the first half of the 1980s. Thereafter the trend was completely different, The
ratio remained low and, lemporarily, became even negative in the case ol Brazil,
whereas Mexico experienced a significant recovery once the adjustment programme
gathered momentum (see also Section LlI).

Similar differences prevail among Latin Ameérican ecenomies as concerns major
components of capital inflows (Table 4). In 1983-1991, accumuiaied net outflows of
private non-guaranteed debt were highest for Brazil and Mexico. However, the latter
country regained creditworthiness in the early 1990s. Again, Chile ranks at the top of

&  Notwithstanding this unfavourable development for Latin America, the effect on the sustainabitity of
capital inflows {excluding short-lerm flows) is not straighiforward. Depressed debt inflows afier the
oulbreak ol the debt crisis and the recent increase of FDI resulted in high and increasing shares of
FDI in 10tal (long-lerm) capital inflows 1o Lalin America (Table A2). Throughout the period 1985
1992, the FDI share exceeded the respeciive share for Easl Asia. Correspondingly, the
contribulion of private creditors 1o total inflows became negalive in the case of Lalin America
whereas i was close lo one Ihird (average of the annual figures in Table A2) in the case of Easl
Asia, As argued above, the sk o a reversal of capital flows among the ¢ategaries included in
Table A2 is highest for debl from privale sources. Hence, it may be concluded ihat there is no
reason for concern with sespect 10 the sustainabidily of long-lerm capilal inllows to Lalin America,
The current debate on suslainabifily appears 10 be biased given that no such congerns are
expressed for East Asia, although the above figures suggest a higher risk of reversal.

The exceplion of Bolivia is due to the grants extended by foreign governmenis to support 1he
colntry’s economic stabilization programme {see also Table A3). Ecuador reported (marginal) net
outlliows in 1282: \he inflows of 1821-1992 are small as compared to the second half of the 1980s,
The comparison lor Venezuela suflers from lacking data.
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Table 4 - Net Resource Flows to Selected Latin American Counlnes, 1982-1331 {US$ billion)d

Argentna | Bolivia Biazi Chile | Colomina | Costa | Ecuador | Mexico Pes | Wruguay | Yenczucla
Rica
Tott 1982 594 026 1053 184 163 016 -0.06 970 143 0.24 095
fiorig -fevm) (11.5) (2.0) 4.1} {8.2) 4.3} 7.3 (-0.5} [C1]] {6.0} 27 {na}
1585 3.4% 004 180 127 237 41 0.47 055 0.35 003 Q6O
5.8} 1.5 09 29 7.0 [ It} 4.3 0.3} 123 {0.7} inay
1988 166 0.2 5325 112 86 028 .35 119 o [i2e] ] 461
119 7.0 1) (58 23 {6.6) 38 (X)) 18 {0.5) -1.0)
1969 [ 241 0.28 253 090 072 022 055 284 0.32 009 073
(k)] X)) (-0.6) {38 {19 (4.6} {6.0) 14y (2 na e
195 021 030 £01a 1.81 037 0.2 0.24 R g 027 004 0o4
0.2y {7.0) 0.0 (7.0} .0 3.8) 24} {38) (1)) [4.5) 2o
19 169 080 129 1.40 L.} 039 07 732 812 022 284
] () {16.7) 0.3} fan | (0s) | _i54) 1.8} 27 {02 24) (5.4)
longlem 1982 5.7 arma 799 143 126 012 E]| 797 1.33 0.24 070
genf® {111} 83) [Kli] 6.3} 13.3) 15.5) (-1.0} {4.9) (5.8} ©@n na}
1965 257 -0.04 052 112 122 018 039 -0.02 0.26 o0l 087
4.2) -1.5) ©.2) 179 4.0} 4.9 13.5) -0.0} . (0.7} (na)
1988 050 0.14 223 0.95 062 005 024 1,48 017 003 0.70
{0.6) (3.4 ©h “@n (15} (1.2 (28} (-0.9) (10 (0.4} -1&
1989 047 023 384 067 on -0.02 043 -0.24 0.14 0.08 052
. +0.7) 54 (-0.9} {29 {0.3} 0.4} 4.7 {:0.1) 10.5 o (1.3
ww | vs2 .40 -1.04 151 037 -0.08 011 0% 0.06 -0.05 0.48
{-1.8) 23 (-0.2) (5.9} (-0.4) -1.1} (L (26 0.2} (-0.6) o
1991 Q.79 .15 0.3 073 -0.27 0.16 0.03 250 0.07 o 092
fed 131} {0.1) 125 o 22 | o3 0.9y 10 1) 2% (.7
Private 1982 202 005 152 080 033 001 .18 .70 018 o1z o0
Agn-gua. 3.9} (1.7 fieX:] zn {0.9) {0.5) 1.6} (4.4} ©.8) 1.3} naj
ranteed 1985 | 018 003 076 -0.01 013 -0.02 004 -0.90 014 -0.07 005
{fong-term} 0.3 [ART] {04 (%K1} (0.4} (0.5} -0 4) 0.5} 08 (-1.6) {na}
debt 1988 001 0.00 0.49 046 o0l 002 005 are 0.0¢ 0.08 -1.19
{0.0) ©0) -0.2) 2.3) (0.0) {0.5) 0.5 1.7 0.0} {-08) 20
) Q00 000 091 058 -0.27 Q.00 004 07 000 006 AT
{0.0) {00 (02) 25) [E (0.0 ©4) 0.4} (-0.0) {08 (-0 4)
19%0 0.:0G 0.02 013 127 0.5 -0.00 o 044 -0.05 001 017
0.0} (0.5 {004 4.5 -0 4y 00 LAY {02) {0.2) 0.1 (0.4
1991 000 403 o1z 082 0.0% -0.00 -0.02 0.28 o 0.18 000
0.0} {-0.5} 0.0} 2.1} {0.0) oo | iem | oy | o g | o |
Foreigr 1982 023 003 291 040 037 003 004 166 005 0.00 0.26
diract 10.4) 1.0} n 1.9 (o {1.4) {83 1.0} 0.2 ©0) fnaj)
imesiment 1085 3 001 135 on 102 007 0.06 049 0.00 0.0 0.07
{1.9) (0.4 {0.6} {0.8) 12.0) 9 .5 (0.3} (0.0} 10.0) (na}
1988 115 4.0 297 014 020 .32 008 259 403 005 609
1% (0.2} (0.9} {0.7} i 5) 8 fid-1} 4.6} 0.2} 0.7) 02
1999 103 g2 127 018 058 0.1 008 04 0.06 00 021
L)) {05y ©.3 0.8 (1.8 (2.4 {09 s 0.2 0 {0.5)
1990 201 002 080 0.25 a50 016 008 263 004 0.00 045
{20 0.7 0.2} awm {13} 29 0.8} 3R] {0.1) (0.0} 10.5)
1931 244 005 160 0.52 0.42 AT 209 476 DM 000 191
{19 (1.0} (0.4} fiedy)] {11 05 0.6 {10 (0.0 {0.0} 138}

3 Iy parentheses: in pef centot GNP, - P Exduding IMF lans

Source: Workd Bank |b, 1992].



the sample in {erms of private non-guaranteed debt inflows since the late 1980s.
Meglecting the sample countries for which absolute FDI flows were extremely small,
Brazil represents the only economy for which FD1 flows were still seriously
depressed in 1991 as compared to 19828 By contrast, neighbouring countries
altracted increasing amounts of FDI. The growth of FDI was most impressive in
Argentina and Mexico.? Together with Chile, Costa Rica and Venezuela, these
countries received significant FDI inflows in terms of GNP in 1991, which helps the
sustainability of capital imporis (Table 4).%

4. Why the Maturity of Debt is important

As shown above, World Bank statistics are deficient as concerns shont-term capital
inflows. Nevertheless, they provide some imponant information which has been
largely neglected in the debale on sustainability. Such information relates to the
maturity of new cradit commitments and to the significance of short-term debt flows,
The widespread concern about the sustainability of capital flows fo Latin America
suggests that maturities have been shortened and shonr-term debt bas gained in
importance. The empirical support for these propositions is weak at best.

A comparison between Latin America and other regions reveals the following (Table
5):

- The average maturity of new commitments by alk creditors is somewhat lower in
Latin Ametica than in most other regions. This is due to the traditionally larger role

& This may be interpreled as another indicalion that the sustainability of capital inllows is at risk for
Brazil in the firsi place. However, a qualification is requiued since the dechne of debt flows was
more severa than the decrease of FDI llows {see also note 8). Because ol cutfliows of long-term
debt, the FBI share in lotal fong-lerm inllows |o Brazil exceeded 100 per cenl in 1991, as was (he
case lor Argentina and Colombia {Table A3). The sericusly eroded creditworthiness improved the
sustainabilily of the remaining long-term capital inllows, but ai the cost of a conlinued sherlage of
fareign resources.

% Righ FDI inflows 1o Venezuela were resiricted to 1991,

® The mierprelation of Table A3 may reasonably be restricled to counlries with positive accumutaled
debt flows in the period 1983-1991, i.e. less impaired or improved creditworthiness. The following
classificalion is then possible with regard to the changes in the struciure of long-term capital
inflows (1991 vis-a-vis 1985); First, the suslainability definitely improved in Ecuador (higher shares
ol FDI and granis), Chile {higher FDf share} ang Cosia Rica (higher FDI share, whilé the relalive
decline of granis was compensaled by credits from olflicial sowrces). Second, the FE share
remained very high for Mexico, allhough it compares unlavourably with periods o small total
inflows. Third, Bolivia does not face serious problems of sustainabifily due to ils continued strong
reliance on granis. Fourh, the evidence is inconclusive or incomplete lor Peru, Urugoay and
Venezuela.



Table 5 - The Maturity of Debt in Developing Counlries, 1885-1902

w03

la Prajected. - B Not available uniit 1985. - ¢ Period average.

All re- Lalin Sub- Morth East Asia South Eastem
porting America Sahara Affica and Asia Europe and
countnes | and the Africa | and Middle |  Pacific former Soviel
Caribbean East Union
Maturily of new commit-
ments {years)
Aff creditars 1985 154 126 223 154 145 282 84
19688 t50 132 243 18 17.5 234 7.7
1989 16.3 146 257 124 193 221 85
1830 163 152 253 1t5 138 2682 892
1891 16.0 148 282 135 17.4 222 87
Private creditors 1985 .8 a4 a1 1149 12 104 85
1988 83 89 100 6.6 112 106 7.2
1589 38 96 8.4 7.2 121 29 aa
1890 103 11 120 5.9 134 108 81
1991 02 g2 76 :31) 114 76 g
Short-term debt
{per centof total 1985 14.2 114 14.5 149 217 7.2 150
debl stocks) 1988 | 134 114 10.4 1.8 16.2 73 20.1
1484 14.8 14.0 11.1 127 168.9 78 231
1990 i85 156 122 13.6 185 77 176
1991 155 15.3 12.4 13.7 206 74 14.6
15923 | 1586 16.2 13.4 13.9 206 63 12.9
Nat lows of shori-term
deb?
per cent of net 1986 0.0 -159.0 272 8.3 -69.9 148 1
flows of total 1956 353 67.0 18.1 74 442 122 830
debt 1982 345 1823 160 204 154 152 632
1890 156 -f.4 309 100.9 422 10.0 n.a.
1991 301 619 -27.4 8.2 414 01 7.0
19028 | 150 a7 a 277 06 5.7 248
per centof GNPE 1986/87| 02 0.0 19 0.0 0.1 02 0.2
198889 0.4 05 09 03 03 0.2 a5
15950/91 03 02 0.4 o7 11 41 07
19924 5.2 04 0t 0.3 0.7 0.1 0.4

Saurce: World Bank [b, 1962).
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of loans from private sources which typically carry relatively short maturities. In
contrast to the above proposition, however, the average maturity did not decline
but rather increased. A clear decline is neitber to be observed with regard to the
maturities offered by private creditors; the average maiurity in 1990-1991 was
nearly the same as in 1983. -

The share of shori-term debt stocks in total debt slocks of Latin Amaerica
increased by 4-5 percentage poinis. Notwithstanding this unfavourable
development, the share remained considerably below that one of East Asia.

- The annual share of shori-term debf flows in tolal debt flows fluctuated heavily,
especially so in Latin America.!! Taking averages for 1990-1992, Latin America
(45 per cent) ranged between East Asia (38 per cent) and North Africa and the
WMiddle East {60 per cent). In lerms of GNP, the significance of short-terrn debt
inflows was considerably smaller than in East Asia in the early 1990s
Furthermare, the projected 1992 ratio of 0.4 per cent for Latin America compares
favourably with 1988-1989.

The evidence for individual countries is more difficulf to interpret {Table A4). Clear
trends can rarely be identified because small overall debt flows result in strong
annual variations of the indicators considered. The average maturity of new
commitments from all sources varigs accerding to the creditor structure of debt. It is
noteworthy, however, that the matutity declined in Brazil although the initial level of
12 years was already among the lowest in 1985. By contrast, the remaining seven
economies with maturities below 14 years in 1985 reported longer maturities of total
new commitments in 1990-1991.12 ’

In the early 19905, the stock of short-term debt reached about 20 per cent of total
debt stocks in Argeniina, Brazil, Peru and Uruguay (Table Ad). Again, the
sustainability of capital inflows appears 10 be at tisk in Brazil and Peru in the first
place, which expenenced the steepest rise of shor-term relative to total debt stocks.

1 For the extreme volatility of this indicator with respect 10 individual Latin American economies, see
Table Aq.

12 The changes in malurilies of commitments by private creditors are ralher puzzling. In some cases
{e.0. Cosla Rica, Peru), 1he observed volalilily is probably due to the limited number of underiying
loans. Fairly slable or increasing maturities {1990-1921 vis-a-vis 1885) are consistent with the
evidence on commilments rom all sources in the cases of Colombia, Ecuador, Mexico and
Uruguay. Not surprisingly, a pronounced decline of malurities is reporied for Brazil. Bowever, a
similarly strong dacling occusred in Chile. The latter development can be atltributed lo a significant
shifl Irom public and publicly guaranteed loans from private credilors to private nor-guaranteed
debi, the malurities of which are probably shorter jWorld Bank, b, 1992, Vol. Il, p. 75].
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Argentina comes close to these two countries.’ For all remaining sample countries,
the significance of short-term debt stocks is considerably lower.' In many of these
economies, net flows of shor-termn debt were negative in the early 1990s
{particularly in Chile and Bolivia}, which further weakens the justification of concerns
aboul sustainabilily. :

5. Why Flawed Indicators Provide Valuable Insights

Evidently, the discussion on the sustainability of capital inflows to Latin America
suffers from serious data shortcomings. Deficiencies and inconsistencies between
different sources are most pronounced where information is most urgently needed to
clarify the issue, i.e. with respect to short-term capital movemenis. Objections may
be raised against each individual indicator considered in the preceding paragraphs.
All the more surprisingly, however, the analysis results in a fairly consistent picture
and casts considerable doubts on the mainstream reasoning about problems of
sustaining capital inflows to Latin America.

Taken together, the indicators suggest four conclusions. First, it is implausible to
resin¢ct the discussion to Latin America. The risk of a sudden reversal of capital
inflows, as reflected by the data, is not exceptionally large as compared to other
regions such as East Asia. Second, the regional perspective must be supplemented
by a closer evaluation of country-specific evidence. Typically, the regicnal
aggregates for Latin America obscure remarkable differences at the country level.
Third, such a disaggregated analysis shows consistently that the suétainability of
capital inflows is at risk in Brazil and Peru in the first place. Concerns appear to be
largely unjustified in the case of Chile, while the evidence for 1he remaining sample
countries is less straightforward. Fourth, the ranking of Latin American economies in
terms of the sustainability of capital inflows seems to be related to their domestic
economic policies. The tentative proposilion of a link between reiorm-mindedness
and capital inflows will be evaluated in some more detail in the subsequent section.

13 On the role of exchange rate policies as an incentive for speculative capilal inflows (o Argentina,
see Seclion ).

1 Based on Ihe change ol lhis indicalor since 1985, Ihe suslainabilily of capital inllows improved
quite substantially in Bolivia, Colombia and Venezuela.
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ill.  Ecornomic Policy and the Sustainability of Capital Inflows

1. The Relevance of Domestic Policies

When the debt crisis erupted in the early 1980s, adverse global shocks such as oil
price hikes, the world recession and soa'ring interest rates were considered to be the
major cause in many early analyses [see e.g. the influential evaluation by Cline,
1984}. The focus is again on external factors in the gurrent debate on the nature of
recent capital inflows 1o Latin America. The universality of these inflows is attributed
to "falling interest rates, a continuing recession, and balance of payments
developments in the United States (thal) have encouraged investors to shift their
resources to Latin America" [Calvo, Leiderman, Reinhart, 1993, pp. 2f]. The
widespread concern aboul the sustainability of capital intlows is basically due 1o the
emphasis on global developments. Another reversal of capital movements is
anticipated once external conditions change to the detriment of the present
recipients.

Itis not to be denied that global events contributed to both the simullaneous onset of
the debt crisis and the recent boom of capital flows o Latin America. Surprisingly,
however, the debate on susiainability reveals the same bias towards external factors
as was the case with eatlier analyses of debt problems. Subsequent and more
comprehensive assessments of the causes of the debt crisis provided ample
empiricat evidence on the relevance ol domestic economic policies.’® Section ||
lentatively suggests that the economic policy stance of Latin American governmenis
might also explain the differences among the sample countries in terms of the
significance and structure of capital inflows. The analysis of this section attempts to
substantiate the link between domestic policies and the sustainability of capital
inflows. Subsequently, it is shown that such an analysis helps o develop appropriate
policy conclusions.

Previous investigations into the internal determinants of capital inflows have
identitied the "attractiveness portfcolio” of recipient countries 10 consist of tavourable
overall economic performance, macroeconomic stability, less pervasive government
interference into goods and factor markets, and favourable sovereign risk

15 Sachs [1985, p. 526] concluded: "The debt crisis of 1he early 1980s was Iriggered by a combination
ol globa! economic evenls and domestic developments in the debtor couriries ... The best
evidence for the role of dislinclively nalional developments is the success of many debtor countries
in surmounting external shocks without an emergency rescheduling”. See also Cuddington [1989);
Sachs [1989a); Nurnenkamp [ 1986].



perceptions.’® These policy areas can reasonably be supposed to matter jor the
sustainability of capital inflows as well. For some of them, it is refatively
straightiorward to construct meaningful indicaiors. In other respecis, this proves to
be faitly difficult, especially if cross-countty infarmation is required far the very recent
past, Because of data limitations, the subsequent discussion focuses on selected
indicators of economic performance and stability, and some proxies reflecting the
nsk perceptions of foreign capital suppliers. The evidence on government
encroachment on private economic activities is particularly deficient.’”

2, Economic Performance and Siability

For various reasons, the sustainability of capilal infiows is likely o depend on
{fundamental performance indicators such as per-capita GDP growth and the private
investment ratio. Times and again, economic growth has been shown to be a
crucially imponrtant determinant of FDI, i.¢. that type of capital inflow subject to the
lowest rnisk of a sudden reversat (see Seciion 1.3).'¢ A favourable growih
performance stimulates longer-term engagements of foreign investors and creditors.
It reduces the risk that external aobligations cannot be serviced because the
mobilization of due payments sufiers from demesiic resource constraints.'® High and
rising investment indicates promising growth prospects and reduces debt-overhang
concerns.®

The similarity in the ranking ‘of the sample countries with respect to the sustainability
of capital inflows on the gne hand, and the perormance indicators on the other hand
is striking (Table 6). Chile for which concerns about sustainability were found to be
largely unjustified experienced particutarly high growth rates, which further increased
in the late 19805 and early 1990s (1989-1892: 5.1 per cent). Moreover, this country

18 For delails, see Agarwal, Gubilz, Nunnerkamp [1991], Hiemenz, Nunnenkamp el al, [1991);
Nunnenkarmp |1992].

17 On conceptual quesiions and data conslrainls in analyzing goods and lactor markel distorlions,
see Hiemenz, Nurmenkamp et al. {1%91).

18 For an overview ol he leralure, see Agarwal, Gubilz, Nunnenkamp (1991, Chapler Il).
% On ransler risks, see Section 1IL4 below.

2 On the vicious circle of a debt overhang, depressed invesiment and impaired debt-service
capacily, see e.g. Krugman (1988}, for a crilical assessment, see £.g. Hofman, Reisen [1991].



Table 6 - Economic Growth and Privale Investmenl in Selected Lalin American Countrigs, 1885-1992

Per-capiia GDP growih Privaie invesimeni ratio
{per cent) {per cent of GDP}

1985882 1989 1990 1991 1992 | 1085887 1089 1590 1991
Argeniing 1.0 -7.5 1.0 6.0 4.8 6.2 4.8 45 na.
Balivia -1.9 0.4 0.2 1.7 11 22 2.0, 1.9 21
Brazil 27 1.4 6.1 -0.8 -3t na na. na. n.a.
Chila a5 8.0 0.3 4.1 78 81 13.7 15.6 13.9
Colombia 32 1.7 1.9 0.5 1.4 85 4.6 85 7.3
Costa Rica 0.6 2.6 n.a -1.4 1.5 139 16.1 12.7 152
Ecuador ot 23 -1.0 1.7 11 13 11.7 101 n.a.
Mexico 1.8 1.0 a2 14 0.5 133 14.4 148 151
Paru 0.5 -13.3 7.0 G 4.5 15.1 12.7 120 122
Uruguay 38 09 02 1.0 6.4 6.9 72 77 7a
Vgnazuela 1.6 -9.9 4.4 Ve 540 11.5 7o 49 az

@ Period averages. - O Preliminary estimales.

Source: Plellermann, Madarassy [1992]; ECLAC [1992].

reporied the steepest increase of privaie investment.?! Those economies for which
the above discussion suggesis 1he highest risk of a sudden reversal of capitat inflows
are to be found at the cpposite extreme. Only in Brazil and Peru, per-capita income
declined for three consecutive years in the 1990s. The reduction of the privale
investment ratio by about 3 percentage points in Peru, though from a high initial
level, was only surpassed by Venezuela. As in Section Il, the remaining sample
countries rank in a medium position. According to the performance indicators of
Table 6, the chances for susiainable capital inflows improved in Mexico while they
deteriorated in Colombia. For Argentina and Bolivia, il remains to be seen whether
privale investment wilt pick up as did economic growth.

Chile occupies a top position with regard io macroeconomic stability as weil (Table
7). Conlinued stabilization efforts supported a long-ierm, i.e. sustainable,
engagement of inveslors and creditors. Economic stability renders it easier for
private agents to assess the return to financial transactions. Instability reflected in
high and volatile inflation, excessive budget deficits and heavily fluctuating real
exchange rates is likely to induce a shifi towards projects with short pay-oft periods

21 The major emphasis is placed here on changes of the private invesiment ratio. Dillerent levels ol
this ralic across countries may be largely because privale invesiment is calculaled as lhe
diflerence between ioial gross domestic investment and consolidated public invesiment; los the
data problems inherent in this method, see Pielfermann, Madarassy [1992. pp. 71).
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Table 7 - Macroeconomic Siabifity in Selected Latin American Countries, 1985-1992

Argen- Bolivia Brazi Chia Colom- Cosla | Ecuador | Maexico Peiw Uruguay | Vena-

tina, hia Rica Zula
Inflagon 1085 | 3854 BI705 2290 6.2 224 108 244 637 1583 832 73
ratgd 1989 | 49236 166 18518 25 %1 100 ™2 19.7 &rrel 832 810
(pef cant) 199G | 13429 180 15846 273 324 273 493 299 6486 1290 365
1991 840 145 4758 187 68 253 49.0 Lk 1292 Bi%5 310

19920 180 14 11315 140 257 161 6.0 129 566 306 334

Budget 1985 -74 4% 2 -nz 24 3.2 -13 20 -84 22 24 51
dalicit® e | 05 | oz | asa na | -1 21 19 54 47 34 1
[per cont of (4.8 {-4.5) {-6.8} 55 -1 9) {41 {16} {5.1) {-4.2) {-3.4) t-1.1)
GOF) 1990 | na 18 57 na na KR 19 na ap 04 44
58 39 {t2 {15 0.4 {-4.43 26 2.9 {2.5% 0.1 0.2}
199 na. na. na na. na. 00 1.5 na. na. na na
2.2y (-3.0) ©3 . (0.4} -3.1) -1.2) (3.4 (-0.6) (0.4} 1.2
1992 na n.a na. na na. na na. na. na. na. na

mal | 30 | 18 (e | o4 | 2o | (32 a6 | 1o o | 7s

Aoa gliee- | 1989 144 138

72 kk] 153 110 150 110 22 m 184
tive ex: 1000 | 113 191 3 140 173 112 159 108 4z 120 152
change 1991 &6 215 6 138 m 121 151 “w 35 11 180
rakd 12 | 23 BS ) 174 156 142 9 k<) 104 169
{1985-100)
Enchange [ 1965 | 232 450 156 135 250 65 214 194 288 g7 320
gty 42
valatty!
3 Consumer prices. - ® Figures pond 1y the valiation b Novembiet {or Oclober) 1992 and November (Octcber) 198 « © Surplus

indicaled by positive figures. In parenthoses: ECILAG figures which are not comparable across counligs, The fatter ligwes cofrespond to the
national non-linancial public sector {exciuding provinces and munkipalitiest n the casze ol Argenidna; Ihe non-tnanclal public sector in the case ol
Bokvia, Colombia, Chile, Ecuador and Venezuela; 10 the operalonal deficn ol the non-nancial public sedtor in the cage of Brazil; to the central
governmenlin the case o Costa Rica, Mexico, Pey and Uruguay, Figures lor 1891 and 1992 are prefimimary estimates. - ¢ Rgai exchange rdte
hemwaen tha cuttency of 9ach countty and the quitencies ol s main rading panaers (weighted by the telawe parwcipation of frading p in
Ihe exparls of Ihe couriry wnder analyses). Consumer price indices were used as deflalors. - # January - - Sep er 5. - ! d
devlation of the real ellecive exchange rale

Source: ECLAC [1992); IMF [a].
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and, eventually, results in another reversal of capital flows. Such risks were
forestalled in Chile by its long-sianding reputation of containing infiation and
consolidating public sector balances. Furthermore, real exchange rate volatility was
kept at bay since 1985 {Table 7). Though less consistently, macroeconomic
instability has been low by Latin American standards in Colombia and Costa Rica as
well, i

Mere recently, major stabilization sefforts have reduced the risk of a sudden reversal
of capital movements in Bolivia and Mexico. Argentina followed suit in 1991,
However, exchange rate volatility has remained considerable in all three cases. The
exceptionally high standard deviation of the real eifective exchange rate in Bolivia is
due io sharp real devaluations. By conirasi, a real appreciation occurred in Argentina
and Mexico in the early 1290s. Both countries have implemented exchange-rate
based stabilization programmes, The subsequéni reai appreciation threatens (o
undermine the international competitiveness of their exports. It also implies that the
eftects of macroeconomic stabilization on the sustainability of capital inflows remain
ambiguous. Earlier experiences have shown that a nominal exchange rate anchor
encourages speculative capital inflows.2 A peg is apt to raise the "hot money" share
in capital inflows, since differentials between domestic and foreign short-term interest
rates can be exploited as long as the peg is credible [Reisen, 1993a, p. 4)].
Speculalive inflows might easily be reversed once the sustainability of the peg is
questioned by private agents.?

For some of the remaining sample countries, the sustainability of capital inflows is
threatened even more setiously. Fiscal consolidation suffers from low credibility in
Brazil where it was mainly achieved through the accumulation of arrears on the
external debt and the deferment of internal debt service [Ohana, Musst, 1981].
Furthermore, inflation is still exceptionally high. High, though reduced, inflation rates,
persisient public sector deficits, and volatile and dramatically appreciated real
exchange rates are salient features in Peru. Macroeconomic stability has neither
been achieved in Ecuador, Uruguay and Venezuela,

2 For a detailed evalualion of exchange-rale based stabilization episades in the Southern Cone of
Latin America in the 1970s and early 1980s, see |he condributions in the special issue of World
Developmeni [1985]; for a summary, see £.9. Edwards [1989, pp. 1641] as well as Schweicken,
Nunnenkamp, Hiemenz [1922, pp. 14If].

2 Schweickert [1993] anatyzes in detail the relation belween the exchange rate regime and capital
movemenis,



3. Siructural Adjustment and Consistency of Reforms

The above discussion on exchange rate policies has indicated that the sustainability
ot capital inflows also depends on the consistency of adjustment programmes. More
generally, it can be argued that isolated attempts at macroeconomic slabilization are
a necessary but insufficient condition 10 ensure continued capital inflows.2
Especially in Latin America, siabilization has to be supplemented by structural
reforms to be credible and sustainable {see also Nunnenkamp, Schmieding, 1991].
In order to improve the attractiveness for long-term capital inflows, distostions in
factor and goods markets must be removed [Hiemenz, Nunnenkamp el al., 1991}

Recent information on relevant indicators reflecling the degree of such distoriions is
seriously deficient.?s Therelore, the subsequent paragraphs are restricted to
indicators on the degree of openness to import competition and on export
periormance. Alihough this restriction is enforced by data limitations, the information
presented in Table 8 is highly relevant as concerns the impact of policy induced
distortions on the sustainability of capital imports. Besides tiscal policy, trade policy
interventions turned out t0 be at the root of Latin America’s impaired attractiveness
for foreign capital in the 1980s [see e.g. Sachs, 19893, and the underlying country
studies]. The elimination of an anti-export bias would help fo sustain capital inflows in
countries which had previously promoted import substitution. A less proteciionist and
more balanced trade regime prevents the misallocation of investment and may,
thereby, enhance the long-term financing of projects which are in canformity with the
country’'s comparative advantage. Openness towards world markets will probably

" raise the share of FDI in total capital inflows. Export-oriented FD! will be encouraged
in the first place. Furthermore, import barriers have recently been shown to be ill-
suited to stimulaie FD1 as a means to jump over protectionist fences jAgarwal,
Gubitz, Nunnenkamp, 1991]. It rather turned out that exporls from the home country
of foreign investors to potentiat host countries were a predecessor of FDI.

2 0On the retevance ol policy coherence for inducing (foreign and domestic} invesiment, see
Hiemenz, Nunnenkamp ¢l al. (1991, pp. 801.).

% For a tentative comparison of financial macket conditions between lour major deblor countries in
Latin America, see Nunnenkamp [1992]. Measured by real inlerest rates and tinancial deepening, it
turned out that the lunctioning of financial markets was seriously impaired in Argenting and Brazil.
Chile represenied the anlipole. Economic relorms in Mexico appeared to have helped overcoming
financial repression. More comprehensive informalion on factor and goods markels distortions is
available lor specific countnes. For example, it has been shown that Brazil's altractiveness lor
foreign capital suffered drom interventionist goods markets policies {e.q. the Iradition of price
controls), labour market deficiencies, and poficy induced shoricomings of financial inlermedialion
iNurnenkamp, Funke, Schweicken, 1942].
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Table 8 - External Trade ol Selecled Latin American Countries, 1885-1992

Impons Expons
[par ceni ol GDPY {per cent of world expons)
1385 1989 1990 1991 1985 1969 1990 1991 19929

Argentina 8.7 95 na. na 0.4& 0.33 037 0.35 n.a.
Bolivla 16.7 18.1 203 23.2 0.03 0.02 0.03 0.02 na
Brazil 71 5.1 35 na. 141 1.18 0.94 .92 Qa2
Chile 263 34.2 337 31.0 021 0.28 025 0.26 028
Colombia 125 13.8 148 13.0 0,19 0.20 020 a.21 0.9
Cosla 325 388 421 40.5 0.05 0.05 004 0.05 [HL]
Rica

Ecuador 209 3.2 285 K| 016 0.08 Q.08 0.08 0.08
Mexico 10.0 n.a na n.a. 1.21 079 081 07¢ n.a.
Peru 16.5 11,7 1.8 1.5 .16 .12 aan 010 0.09
Uruguay 21.1 19.2 193 19.8 0.05 .05 005 0.05 na.
Vanezuela | 181 223 202 262 Q.79 0.46 053 0.44 0.36

2 First wo quariers.

Sourca: IMF [a).

Indicators on the trade policy siance of Latin American governments would optimally
relate to effective protection rates which are, however, not available on a current
cross-couniry basis. As an imperlfect substitute, the development of impor/GDP
ratios and world market shares is portrayed in Table 8.% Notwilhstanding conceptual
limitations, the typical ranking of sample countries is revealed once again. Both
indicalors point 10 a further opening up towards world markets in the case of Chile.
At the opposite extreme, an increasing isolation from world markets 1s observed for

Brazil and Paru. The gvidence is more ambiguous for most of the remaining sample

countries. Rising import/GDP ratios suggest less protectionist irade policies in
Bolivia, Costa Rica, Ecuador and Venezuela. In some of these cases, declining world
market shares have to be attributed to depressed eil prices. The oil factor is also
imporiant for Mexico. However, a more favourable world market perlormance was
probably hindered by the real appreciation of the Mexican Peso in the early 1990s
(Table 7} [see also Corbo, 1992]. Argentina is currently facing the same risk. This
underlines the earlier argument that exchange-rale based stabilizalion programmes
may undermine the international competitiveness of exports and, as a corollary, the
suslainability of capital inflows.

% import/GDP ratios are subject lo a large country bias Therefore, the interprelation is restricled to
Ihe changes of this indicator over lime. Word market shares are influenced by dillerstt price
developments lor world exports on the one hand, and the sampls counlries’ exports on the other
hand. The ensuing dislonions are particularly large jor oil-exporing countries.
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4. Sovereign Risk Perceptions

The foreign debt situation has improved in neary all sample couniries when recent
debt-service ratios are compared 1o the situation in the mid-1980s (Table 9). In
countries such as Argentina, Brazil and Peru, however, lower debt-service ratios are
largely due to the accumulation of interest arrears. It is rather unlikely that capital
inflows are sustainable unless the unceraintias ansing from arrears are overcome.
Morecover, the persistance of arrears in some countries suggests that declining debt-
service ratios should not be misimerpreted as if sovereign risks were reduced across
the board.

Table @ - The Foreign Dety Siluation of Selecled Lalin American Countries, 1985-1992

Argen- Bolivia Brazd Chile Caolem- Costa | Ecuader | Mesico Pem Uruguay | vere-
lina bia Rica 2uelg
Debl- 1985 56.9 495 86 484 18 415 330 515 200 427 250
Sevice 1989 L 27 346 271 d5.1 177 56 379 B3 a1 245
ratis? 1990 254 00 286 20 300 245 32 278 109 425 232
ipen cent} | 1991 48,1 40 g 339 351 184 322 300 274 .2 187
Imerest 1905 0.7 O3] 034 000 ool om o 000 087 4.00 000
areas 1589 5513 005 376 o000 QLo 039 t07 000 332 0.00 om
{uss 1590 7e3 ool 024 Q00 0.0 oo 152 fui] 382 0.00 0.00
billion) 199 912 002 435 0.00 002 007 189 GO0 279 000 Q.00
Cradit 1505 210 75 308 233 L8 142 250 39.2 182 275 3ra
ra:ing" 1929 120 90 27a 336 359 184 17.8 30.3 102 288 3z
1900 182 132 %5 i7e 337 211 176 is0 1.1 309 g
1991 202 15.0 %5 411 3.6 25 196 3?7 122 a2 arz
19462 bl 3 170 27t 458 72 34 204 426 133 azg 390
Secondary | 1986 65 7 5 &7 na. na, na. =6 18 65 7
marhet 1987 2] 1 47 &1 n.a. n.a. na. 50 7 59 57
notason® | 1988 g 10 43 &5 na 12 12 44 5 4] 44
{per cent} | 1989 13 " 2 £ na 17 14 % [} S0 H
1990 20 " a5 74 62 H 20 46 4 57 50
1991 38 1 3 50 at 51 24 62 13 75 58
1992 a4 1€ 2 @ 7% 3 7 €3 15 I &

A yrgorcst and amarlization payments in por cenl of sxports of goods and services. - b The tnstitional Investors rating ranges from O {most
unfavourable} 1o 100 (mosl favourable): Seplember values. - © In per cenl of face vate of Inans; 1986-1901; fourlh quarter. 1992 Novermbet.

Source: World Bank [b, 1992}; World Bank [a]; Instilulional Investor [var. iss.|.

Sovereign risk adversely affects the sustainabilty of capital inflows as foreign
investors and creditors cannot be confident to be fully repaid in the fulure, The
theory of sovereign risk relates to the unwillingness of capital recipients 1o service
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their external obligations.? Debt inflows are subject to the risk of wilful default, while
FDI may be expropriated. Practically, the available indicators on the risk perceptions
of foreign capital suppliers cannot isolale the risk of wilful transfer restrictions from
the risk that capital recipients are unable to service external obligations. The country
credit ratings and the secondary market notations reported in Table 9 indicate 1he
degree to which any foreign engagement, apart from speculalive transacticns, is
discouraged because of unfavourable risk perceplions prevailing in international
capital markets.2 In other words, the indicators provide a summary assessment of
the afore-menticned elements of the sample countries’ "attractiveness portfolio” and,
thereby, of the consistency of their reform efforts.

MNat surprisingly, the ranking of the sample countries with regard to the two indicators
on risk perceptions reveals strong similarities:

- Chile outperformed all other sample countries. Secondary market notations

approached the face value of Chilsan debt recenily. The country's credit rating
improved most impressively since 1985 so that Chile ranked among the top third
of the 126 {developed and developing) countries evalualed by the Institutional
Investor in September 1992.
Cosia Rica represents another case of dramatically increasing secondary market
notations, and a steady and significant improvement of the credit raling. Apart
from Chile, a similarly strong increase of the latter indicator is only cbserved for
Bolivia, where it started irom an extremely low level, however.

- Typically, risk perceplions deteriorated severely over much of the 1980s, but
indicator values recovered thereafter. This applies to Argentina, Mexico and
Venezuela in particular. In the formér \wo cases, the recovery appears to be
closely related to the comprehensive reform programmes implemented in 1991
and the late 1980s respectively.

- Throughout the period under consideration, the indicators point to a relatively
favourable risk perception in the cases of Colombia and Uruguay. Bolivia and
Peru rank al the other extreme. Secondary markei notations improved somewhal
recently, but remained extremely low. The development of the credit rating reveals

2

-

For an overview, see Eaton, Gersovitz, Stiglitz [1286).

Mosl evidenlly, new lending is discouraged if the existing creditors do nol expect 10 be lully repaid.
The market valuation of addilicnal transters would become identical to the value of existing claims
{Doolay, 1986]. FOI inflows may be subject 10 similas disincentive problems. The profitabilly of new
toreign invesimeni will be impaired if investors expect a debl overhang 1o resylt in high 1axes levied
on investmenl-induced increrenial income [Sachs, 1989b; Agarwal, Gubilz, Nunnankamp, 1931,
pp. 78IE).
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a noteworthy difference between these two countries, however. The improvement
of this indicator for Bolivia and its deterigration for Peru had as a consequence
that the former couniry is no longer among the boltom quarer of all countries
considered by the Institutional Invesior, while Peru joined this subgroup recently.
Unfavourable risk perceptions in the case of Brazil support earlier concerns about
the sustlainability of capital inflows 1o this country. The evidence is striking in sev-
eral respects. Among the major Latin American debtor countries, Brazil is the only
one for which the credit rating in 1992 was still lower than in 1985. Secondary
market notations recovered only marginally from the bottom value of 22 per ceni
in 1989. The 1992 notation was less than 40 per cent of the 1886 notation, which
is outstandingly low as compared to other problem borrowers such as Argentina
and Venezuela. )

To summarize, the evaluation of risk perceptions largely confirms the evidence on
specific policy indicators and performance criteria reporied in previous sections. The
sustainability of capital inflows is at sericus risk in some Latin American countries,
paricularly in Brazil and Peru. Such risks are substantially lower for the rest of the
sample. Especially for Chile, concerms about the sustainability of capital inflows are
largely unjustified.

V. Policy Options to Deal with Unsustainable Capital Inflows

The preceding analysis offers several insights which contradict some (explicit or im-
plicit) assumptions underlying the current debate on capital inflows 1o Latin America.
First, it is rather good news that the region has regained access {0 internationat capi-
tal markets after a long period of serious shortage of foreign capital, notwithstanding
the policy challenges the recent trend reversal might involve. Second, the inflows are
not excessive when contrasted with the evidence on capital inflows to other regions
such as East Asia.

Third, any generalized "hot money” interpretation of capital inflows to Latin America
is grossly misleading. Their significance and struciure differ remarkably among the
economies of the region. Typically, the exiremes are represented by Chile on ihe
one hand, and Brazi! and Peru on the other hand. The evidence suggesls that unre-
ported "hot money” transactions are refatively small in the Chilean case, but signifi-
cantly larger for the latter countries. The traditionally favoured location of FDI in Latin
America, i.e. Brazil, suflered from a serious loss in altractiveness, especially vis-a-vis
Mexico. Allin all, the risk of a sudden reversal of inflows is heavily concenirated on a
limited number of sample ¢ouniries, among which Brazil and Peru figure prominently.
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Fourth, it cannot be denied that external faclors play an important role in explaining
the recent boom of capital inflows. However, the couniry-specific differences in terms
of sustainability are clearly related to domestic economic performance and the policy
stance of Latin American governmenis. Long-term capital inflows are concentrated
on countries such as Chile and Mexico which have established a strong reputation of
reform-mindedness. While these countries have stabilized their economies and
opened up towards worid markets, persistent macroeconomic instability and further
isolation from inlernaiional competition endanger the sustainability of inflows in Brazil
and Peru. Risk perceplions developed unfavourably where governments continued
to adhere to a muddiing-through approac_h. the most prominent exampte oi which is
Brazil. By conirast, comprehensive retorm efforts helped to restore creditworthiness,
€.9. in Argentina and Mexico. However, remaining policy inconsistencies must be
tackled in the latter countries. A sudden reversal of capital inflows canaot be ruled
out as long as speculative fransfers are encouraged by using the exchange rate as a
nominal anchor.

These results have important policy implications. This refers {0 the ongoing discus-
sion on how to interfere with present capital inflows in the first place [see ¢.g. Calve,
Leiderman, Reinhart 1992; 1993; Reisen, 1993a]. The economic rationale of any in-
iervention is questionable it capital inflows can reasonably be considered sustain-
able. Furthermore, the effecliveness of the various options to deal with unsustainable
inflows is open to question once politico-economic constraints are taken inlo
account. And, finally, the above analysis suggests that broadly defined economic
policy reforms are superior to targeted intervention for enhancing the sustainability of
capital inflows.

The economic rationale for policy intervention rests on the alleged adverse impact ot
capital inflows on (i} the international competitiveness of exponts, and {ii) domestic fi-
nancial stabilly ance inflows are reversed (see also Section ). Such concerns are
largely unjustified, however, if the prospects of sustaining the inflows are {fairly good.
Under such favourable condilions, which prevail particularly in Chile, increased ex-
change rate flucluations triggered by volatile capital flows, and the ensuing uncer-
tainties for exporters are unlikely to materialize. The real appreciation which perma-
nent capital inflows might induce may lead to a new exchange rate equilibrium so
that policy intervention would be counterproductive. Furthermore, capilai inflows do
nol automatically resull in a considerable real appreciation. lts degree is reduced {0
the extent that capital inflows are spent on Iraded goods, e.g. higher imports. It is
consistent with this reasoning that the real exchange rate appreciated (vis-a-vis
1985) in Brazil and Peru whose imponts declined relative to GDP, while all sample
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couniries with rising import t0 GDP ratios prevented the real exchange rate from
apprecialing.

The eflectiveness of various interventionist policy options 1o deat with unsustainable
inflows is llawed on purely economic grounds [Calvo, Leiderman, Reinhart, 1992, pp.
34t

Experience suggests that taxes on capital inflows can be easily svaded, e.g.
through misinvoicing of irade transactions.

- Non-sterilized intervention by the central bank, i.e. the absorption of imported for-
eign capital in exchange for domestic money, adds to inflationary pressures.
Thereby, it creates the real exchange rate appreciation if was supposed to
combal.

- Inthe case of slevilized intervention, the central bank absorbs the imported loreign
capital in exchange for governmeant bonds.2* While additional inflationary pressure
is avoided, sterilization tends to maintain relatively high domestic inlerest rates.
Persistently high international interest-rate differentials do not only have adverse
fiscal effects, but also perpetuaie the capital inflows which led to the intervention
in the first place.®

- Trade policy measures such as export subsidies, through which the export sector
might be insulated from the real exchange rate appreciation, could considerably
distonrt the allocation ot resources and undermine fiscal consolidation,

Political economy arguments raise further doubts as concerns the effecliveness of
policy intervention, particularly in a Latin American context. For example, it may be
announced that trade policy measures will be phased out in order to contain misallo-
cation and fiscal costs. However, past experience in Lafin America renders it rather
unlikely that such announcements would be credible and induce the desired privale
sector response. More generally, from a political economy point of view, scepticism
is justified as to the governments’ ability and willingness to react appropriately and as
timely as would be required by sudden changes in capital flows. There is liltle reason
10 assume thal governments know betier than private agents operating in financiai
markets, whether capital inflows will prove to be a speculative bubble or turn out 1o

23 This type of intervention has been the mosi popular policy response recenily. Chile and Colombia
are examples in Latin America.

3 1| does not help very much thal the liscal costs ol slerilized intervention are negligible in present
value lerms if capilal inllows and the ensuing exchange rale appreciation are correclly assessed as
temporary |Reisen, 19932, p. 7} In a Latin American conlexl, the credibility of governmenis is at
stake. Consequently, the immediate fiscal impact is likely 1o dominate private sector behaviour.
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be sustainable. Even if the need for intervention is correctly assessed, any delay in
the decision process may eventually result in pro-cyclical poiicy effects, rather than
smoothing booms and busts in short-term capital movemenis,

Finally, intervention may adversely affect the sustainability of capital inflows even
under the most favourable circumsiances, i.e. when problems of implemeniation ¢an
be avoided. The negative side effects of policy interference threaten to undermine
the credibility of eccnomic reform programmes. This is most evident if the
macroceconomic environment is destabilized. Macroscenomic stabilization has been
shown to be crucially important 10 enhance the sustainability of capitat inflows. Ad-
hoc interventions resulting in higher inflation and larger fiscal deficits would, thus,
compromise favourable longer-term effects of successful stabilization, even if shon-
term specufation were contained. A similar conflict exists with respect to trade-re-
lated interventions which would delay the opening up of Latin American economies
towards world markets.

Interventionist poiicies threaten to erode the very basis on which their effecliveness
relies, i.e. the government's credibility. This conllict might be easier to avoid by gov-
ermments which have gstablished a strong reputation of macroeconomic stability and
world market orientation.! While this may apply to industrialized countries and Asian
NIEs, the condilions are dramatically different in mast Latin American couniries. For
this region, the critical question of whether recent capital inflows ¢an be susiained
depends primarily on the consistency of economic reform programmes and the gov-
ernments’ revealed determinaiion {0 stay on course.

Tradilional policy conclusions on how 1o ensure continued access to internationai
capital markeis remain highly relevant under the present conditions of booming in-
flows to Latin America. Pervasive evidence supports the proposition that reform-
mindedness and strong internal adiustment efforts help susiaining urgently neaded
foreign capital inflows. Latin American countries such as Brazil and Peru, facing
considerable risks of a sudden reversal of speculative inllows should no longer post-
pone a comprehénsive overhaul of misguided domestic policies. The increasing
number ¢f success stories in the region provides mosl relevant lessons in this
respect. In dealing with unsustainable capital inflows, the intensification of reform
efforis is clearly superior 1o discretionary policy interference.

3 On successlul stenlized intervention in Asian countries, see Reisen [1993b].
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Table A1 - Net Rescurce Flows to Developing Counlries, 1980-1952 {US$ b_illion]a

All .Latin Sub- North Easl South Eastern
reporting | America | Sabara Alrica and | Asia and | Asia Europe
counlries | and Iha Alrica Middle Pacific and former
1 _Caribbean East Soviel Union
Total 1980 84.22 2378 11.05 11.60 1237 576 827
(long-term} {3.97) {4.25) {5.73} {5.79) {2.35) {261) {3.96}
1985 5315 13.40 9.59 10.84 1504 5.74 3.46
{2.26) {211} {5.45) (3.24) [2.81) {2.08) {0.47)
1988 £9.61 1335 13.75 810 1366 894 276
212 {1.73) {9.18) {291 {1.79) {2.55) 10.32)
1989 7248 775 1596 6.38 16.83 8.89 475
[2.08) (0.58) (10.68) (2.38} (215) {243 {0.56}
1930 2044 1565 1731 8.19 26331 7.80 2402
{2.40) {1.54) {1070} (2.94} (2971 2.on (1.03)
1991 | 101.24 1937 1792 725 3179 9.07 9.02
(267} {1.82) {11.03) (2.86) {3.34) {257} {1.09}
1go2b 12246 18.40 17.80 954 34€8 10.09 2296
{2.99) {1.55) {10.56) (3.50) (317) 2.50) (2.84)
Long-term 1980 6243 2290 794 541 1041 322 813
{2.94) (3.31) {412 (3.20) {1.98) {1.46) {389
1985 3798 780 vz 5.8 10.93 4.00 3.44
{1.36) {1.23} {211) {2.04) {1.53) [1.4%) {0.47)
1988 32.06 369 6.09 532 4.73 642 275
{0.08) {0.48) {4.08) {1.91) {D62) {1.83) {0.32)
1989 30.58 -1.05 &62 157 827 6.33 4.48
{0.87) {-0.124 {4.43) (1.33) (0.94) {1.77) (0.53)
1980 3982 Xl 497 o 1355 499 8.11
{1.05] {0.55} 3407 (011 (1.53) {1.29} 0.92}
18991 v 50 3 355 1.33 17 06 597 397
10.9%) 031 {219 {0.5% {175 {1.69) {0,494
19920 5421 223 a7 238 17.37 650 17.26
(1.33) {01 (2.20) (0.87) (1.59) {1.80) {(2.14)
Privaig 1960 483 5.00 059 0.14 152 0.20 121
non-guaraniced {0 486) {0.87) {0.286) (0.07) (0.29) (0.0%) (0.58)
flong-term} 1985 099 -2.08 2.42 024 0.47 019 032
debt {-0.04} (-0.33) (0.24) {0.07) {0.08} (007} {-0.02)
1988 277 -3485% 0.50 004 069 0407 002
(-0.08} (-0.51) 10.33) {0.01) {0.09) {-0.02) {0.00)
1989 2,07 -152 0.45 -0.08 283 -0.04 0.+7
{0.08} (017 {0.20) -0.02) {032} (-0.01}) {0.02)
1930 aze 1.14 .47 -0.09 8.54 012 0.01
0:22) 0.11) {0.29) (-0.03) (074 (-0.03) {0.00)
1991 €99 Q.76 .40 -0.06 6.48 o -0.37
10.18) {0.07 {0.25) i-0.02 {0.68) (0.00) (-0.04)
1992b[ 529 0.61 0.07 014 5.90 0.14 0.01
{013} (-0.05) {-3.04) {-0.05) {0.54) {000

10.04)




Table At continued

V) Latin Sub- Norih Easi South Eastern
reporting 1 America | Sahara Aliica and | Asia and | Asia Europe
countries | and the Alrica Middle Pagific and former .
Caribbean Easl Soviel Union '
Foreign 1980 925 612 002 132 132 Qi o.M
direct invest- {0.44) {089} {0.01) {0.69) {0.25) {0.05) {0.00)
ment 1985 1096 435 132 150 3.8 0.16 002
{0.39) {0.68) (0.75) {0.45) {0.56) {0.05) (0.00)
1958 19.74 8. 1.04 1.46 7.50 0.23 002
[0.60} {1.04) {0.69) {0.53) {3.99) {0.07) {000}
1989 2332 74 248 1.62 997 0.23 027
{0.66) {0.81) {1.66) {0.60) {1.04) {0.06) {0.03)
1990 24.01 773 067 1.16 1089 0.29 030
{0.64) {0.76) (041} (0.42) {123} 0.07) {0.03)
191 334 12.77 1.75 Leira ] 13.02 0.36 2.3
{089 (1.20} {1.08) {0.28) (137) {010} 10.29)
19520 3828 13.78 1.28 206 1506 042 270
1094} 1118 10.76) {0.75) {1.28) {0.42) {033

3 |n parentheses: in per cent of GNP, - B Projecied. - © Excluding IMF loans.

Source; World Bank [b. 1992].




Tabla A2 - The Stsucture of Net Resousrce Flows 1o ODeveloping Countries, 19851992

Total long- Grants2 Foreign direct Long-lerm debt??

lerm llows _ |investment Otlicial Private
creditors credilors®

{U5% billion} per cent

All reporiing 1985 63.1 225 174 327 27.4
couniries 1988 626 256 284 255 20.5
: 1991 1012 29.5 35 26.2 10.9
1992d 1225 245 N2 247 19.5
Latin America 1985 134 94 324 18 16.6
and the 1985 133 123 60.0 308 -3.2
Carlbbean 19914 19.4 17.0 85.9 85 76
19g2d 184 13.0 749 255 -133
Sub-Sahara 1985 96 475 127 324 6.3
Africa 1988 13.8 481 76 329 13
1991 17.9 705 97 19.7 0.1
1992d 17.8 71.1 7.2 245 27
North Africa 1985 10.8 234 138 421 20.7
and Middie East 1988 8.1 6.3 18.1 27.0 386
1991 72 718 98 356 7.2
19920 95 53.4 216 347 08
East Asia 1985 159 1.5 20.0 206 47.9
and Pacific 1985 137 9.8 55.6 242 10.4
1991 318 54 410 17.7 360
15920 34.7 6.5 434 17.3 328
South Asia 1985 57 275 27 52,6 17.1
1988 89 25.5 26 55.5 16.4
1991 a1 30.3 35 585 70
19929 10.1 31.4 42 58.4 6.0
Eastern Ewrope 1985 35 0.0 04 179 816
and former 1988 238 0.1 05 633 162.7
Soviet Union 1991 4.0 295 285 40.0 360
19924 23.0 13.1 18 212 540

4 Excluding lechnical cooperalion grants. - b Excluding IMF loans. - © Includes pubiic and publicly guaraneed
debt from private creditors plus lotal non-guaranteed private debt. - 9 Projected.

Source: World Barlk [b, 1992].



Table AJ - The Struciure of Nel Resource Flows 10 Selected Latin American Gounlries, 1985-1991

Fotal long- Granis@ Fereign direct Long-term debid
term flows invesimenl | Olficial creditors Private
creditors®
{US% billion) per cenl

Argenlina 1985 349 0.2 263 (}.2 673
1988 1.66 11 69.0 265 33
1991 1.69 24 144 .5 s 783
Bolivia 1685 0.04 161.4 227 23 818
1989 0.29 hd.4 -3.5 71.8 -22.6
191N 4.480 749 65 208 23
Brazv 1985 190 18 7.0 443 -17 1
1988 5.25 0% 55.6 0.5 421
199 1.2% 36 124.4 -t20.1 921
Chile 1985 1.27 25 90 344 542
1998 1.12 23 126 57.0 282
19 1.40 69 41.2 35 484
Colombia 1985 2.37 08 431 395 16.5
1988 0.86 40 . 237 39.0 332
1991 0.20 256 2111 =739 -62.3
Cosla Rica 1985 0.41 401 17.0 zs 102
1968 0.28 Jse 431 18.4 -1.4
199 039 216 369 49.9 8.3
Ecuador 1985 047 53 131 39.0 246
1983 035 a8 230 796 -11.2
1991 017 337 512 62.0 -47.0
Mexico 1985 055 14.3 89.8 147.9 -151.9
1988 1.19 8.4 218.3 gd.4 -209.2
1993 7az ;) 65.0 19.1 150
Peru 1985 0.35 258 03 519 221
1988 03t 380 84 44.8 8.8
1991 012 168.9 -5.6 39.5 927
Uruguay 1985 003 69 0.0 34.5 58.6
1988 004 AB6 1343 1371 -2229
1991 0.22 45 1.3 616 339

Venezueta 1985 -0.60 na. na. n.a. n.a.

1988 -0.61 na. n.a. n.a. n.a.
1991 284 02 67.4 19.7 127

2 Exgluding technical cooperation grarnls. - b Exctuding IMF loans. - € Includes public and publicly guaranteed
debt from private creditors plus lotal non-guaranized private debd.

Source: World Bank (b, 1992).




Table A4 - The Malurity of Debt in Selecled Latin Amersican Counlnies, 1985-1991

Begenting | Botivia Eianl Chile | Colomblal Cosia | Couador | Mexico Pery Uruguay | vense- —|
Rica 2uala
Maturity of new
commitments (yaars) )
AR 1985 a5 303 12.0 134 120 184 135 120 209 55 128
crediors 1988 153 208 13 126 132 200 183 14 112 101 72
1989 184 27 1.7 16.3 145 182 121 156 1448 127 My
1990 184 281 1.7 17.4 16.4 152 148 134 78 1.7 t4.4
19491 129 250 11 " 147 A 64 155 125 296 127 15.1
Frivare 18985 20 &8 9.2 104 88 134 as a5 )9 &3 121
crediors 1968 77 na, 105 a6 0§ 58 8.0 7.a 110 749 53
1989 69 &8 948 65 115 19,3 82 3] 181 76 2.0
1980 80 [-11] 72 77 98 az ay 0.1 6.7 8.5 134
1991 na. 192 53 54 10g 11 G4 g2 na, 103 102
Short-term dobt
{per cent 1385 132 137 at 8.2 218 :1:) 114 58 152 08 253
of iotaf dedi 1589 o7 72 94 12 a5 131 1 b4 263 124 15.1
siocks) 1959 1259 62 16.7 165 a8 153 124 108 26.7 219 T
1990 16.2 36 208 175 B3 o 150 B9 2ED 257 50
1921 220 28 173 123 1.1 84 176 W03 227 239 -39
Net fiows of short-lerm
debt
per can of 1985 -229,1 na na. 229 148 335 | 1343 na na 778 na
agt iows of 1989 439 na. 49 174 78 na. 11 1757 704 na. 2435
fotal dei? 1685 na. Il na 542 45 na 53 847 na 1935 | na
1960 na. na, na, 228 na. na na, 101 na, na. 13
1931 302 £33 n.a. na . 128 a3 350 1615 Fra. 201
per cant of 199687 -1a 13 0.2 11 -2 -1 -tg 21 45 -5d fa.
GHAY 1988/89 032 25 08 22 0.1 00 0.1 12 04 19 18
199041 [+h] Q.7 a1 -4 a2 D4 0.1 0.2 X ] 05 [4X1]

a1l netilows of total debt are ¢lose 1 zero {bekow USS 100 million) or negative. - b pgriod average.

Source: World Bank [b, 1992).



