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BOARD OF GOVERNORS

OF THE
FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 20551

/ \/ October 30, 1996 SFFICE OF The CHAIRMAN
(;,/‘t’((/ P\\

Chairman Greenspan:

You asked us to remind you today to invite James D. Wolfensohn this
evening to join the Conference of Chairmen at its December dinner gathering and
to offer remarks after dinner. We have attached the invitation list for the
Conference for your convenient reference.

Features of the dinner event:

When:

Where:

Invitees:

After dinner:

Attachment

Wednesday, December 4, 1996
Reception at 6:30 p.m.; dinner served at 7:00 p.m.
Event concludes no later than 9:00 p.m.

At the Terrace Level of the Martin Building of the
Board of Governors, "C" Street, NW, between 20th and 21st
Streets, Washington, D.C.

The Board of Governors of the Federal Reserve System, the
Chairmen and Deputy Chairmen of the twelve Federal
Reserve Banks, plus a few senior staff. Attendance should
number about 45 persons.

Remarks by a guest speaker on the topic of his choice,
considered totally off the record. No press admitted. Taking
a few questions after the remarks is always appreciated.

Thank you for extending the invitation.

Merphil Kondo and Kay Oliver



CONFERENCE OF CHAIRMEN OF THE FEDERAL RESERVE BANKS
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Board of Governors of the Federal Reserve System

Washington, D.C.
Wednesday, December 4 and Thursday, December 5, 1996
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Jerome H. Grossman, M.D.
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International Brotherhood of Electrical Workers
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(10/29/96)
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William C. Brainard
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Yale University

New Haven, Connecticut

Thomas W. Jones

Vice Chairman, President, and Chief
Operating Officer
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Association-College Retirement
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New York, New York
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President and Chief Operating Officer
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G. Watts Humphrey, Jr.
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Officer

Kansas City Power & Light Company
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Robert L. Strickland
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Lowe’s Companies, Inc.
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Daniel E. Sweat, Jr.*
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President and Chief Executive Officer
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Susan S. Elliott
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Systems Service Enterprises, Inc.
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David A. Koch
Chairman

Graco, Inc.
Minneapolis, Minnesota
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Cece Smith
General Partner

Phillips-Smith Specialty Retail Group
Dallas, Texas

FEDERAL RESERVE BANK OF SAN FRANCISCO

Judith M. Runstad
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Foster Pepper & Shefelman
Seattle, Washington
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Roger R. Hemminghaus

Chairman, President, and Chief Executive
Officer

Diamond Shamrock, Inc.
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Your questions regarding private capital flows
1. Breakdown of countries receiving private capital flows: See attached chart from DEC.

2. The 1996 increase in private capital flows: DEC is reviewing the figures country by
country, and it will take some time before they are certain. But they are confident of the
figures cited ($232 billion without Korea; $257 billion with Korea) within a margin of
error of $10 billion either way.

3. Concerning the 1995 figure ($197 billion, including Korea). Yes, DEC says the figure
has only recently been revised upward to this level, and that it is correct.

4. Concerning the developing countries’ share of GDP. In constant dollar terms, the
developing countries’ share of world GDP is currently at 20 percent and should increase
to 25 percent by the year 2005. My DEC source also points out the following excerpt
from Global Economic Prospects: “Developing countries already account for about one-
fourth of industrial country exports. On current trends that share could rise to well over
one-third by the end of the next decade. In purchasing power parity terms, developing
countries could then account for more than half of world output (it is 44 percent now),
and three developing countries — China, India, and Indonesia — could be among the
world’s six largest economies. . . By 2010, developing countries would also account for
56 percent of global consumption and 57 percent of global capital formation (again in
PPP terms).”

5. Population increase: World population is indeed projected to increase by 2.5 billion to
8 billion by the year 2025.



DEC-84-1996 17:5S7 FROM INTL. ECONOMIC DEPT. TO 21677 P.B2

Private flows to developing countries, 1990-96

(USS billions)

1990 1991 1992 1993 1994 1995 1996"
All developing countries 44.0 57.2 928 1575 1542 1793 2313
Major recipients:
China 8.1 75 213 396 44 4 46.5 40.9
Mexico 8.2 12.0 9.2 21.2 17.7 10.2 26.5
Brazil 0.5 3.6 9.8 16.1 12.2 20,6 14.2
Malaysia 1.8 42 6.0 11.3 89 11.9 15.7
Argentina A2 29 58 16.6 8.2 98 148
Indonesia 3.2 34 4.6 1.1 77 11.8 23.0
Thailand 4.5 5.0 43 6.7 4.1 9.4 14.3
India 1.9 1.6 1.7 4.6 6.4 3.6 8.0
Russian Federation 5.6 0.2 10.5 3.1 0.7 0.6 2.7
Chile 2:1 1.2 1.6 2.2 43 4.8 44
Hungary -0.3 1.0 1.2 4.7 2.8 7.5 2.0
Philippines 0.6 0.4 -0.8 2.8 42 43 6.7
Others 8.0 14.2 17.6 27.5 32.6 38.3 58.1
Low-income countries 11.9 11.4 24.6 48.7 56.9 54.1 57.0
Middle-income countries 32.) 45.8 68.2 1088 974 1252 1743

Developing countries including Korea 45.1 62.7 1003 1662 1623 197.1 2556

a Prcliminary.
Note: The country ranking is bascd on cumuiative 1990-96 private capital flows rcccived.
Source: World Bank data.



Mr. James D. Wolfensohn

Conference of Federal Reserve Bank Chairman
December 4, 1996

Talking Points
Private Capital Flows to Developing Countries

Growth of flows: The 1990s has seen an explosion of private capital flows to developing
countries. It has gone from around $32 billion in 1989 to an estimated $230 billion in
1996.

Composition of flows: Foreign direct investment is the largest component (estimated $93
million for 1996). But a notable feature of this upsurge has been the growth of portfolio
flows, both bonds and equities. Starting from almost nothing in 1989, portfolio flows are
estimated to reach over $90 billion in 1996. These flows have continued to increase
despite higher international interest rates and the Mexican peso crisis.

Growth of stock markets: Today over 60 developing countries have stock markets,
compared with half that number in 1985. Their capitalization has increased more than
ten-fold over the past decade, from $171 billion in 1985 to $1.9 trillion in 1995.
Liquidity has increased even faster: turnover rose from 26% to 85% of emerging market
capitalization between 1985 and 1994. And the number of domestic companies listed on
emerging markets more than doubled from around 9,000 in 1985 to nearly 19,500 in
1995,

Behind the growth. Economic growth has been on the upswing in developing countries.
Their GDP is growing at 5-6 percent a year [twice the OECD rate] and we expect this
growth to continue into the next century. Prospects for higher returns and opportunities
for risk diversification have led to growing investment in emerging markets by
institutional investors. In 1986 there were 17 emerging market country funds and 9
regional or global funds. By 1995 there were nearly 500 country funds and over 800
regional and global funds, which are allocating increasing proportions of their portfolios
to emerging markets. Pension funds have followed suit.

Strong fundamentals attract investment: Countries with the strongest economic
fundamentals [e.g., high investment/GDP ration, low inflation, and low real exchange rate
variability] have received the largest flows as a proportion of domestic GDP. Portfolio
flows remain sensitive to movements in both global and domestic interest rates, but the
fundamentals are at work here too [the country credit rating, secondary bond prices,
price-earnings rations in domestic stock markets, etc.]



The benefits of this growth: This growth in investment — and in the capacity for local
investment — helps developing countries. It fuels the growth of business enterprises that
are bringing new prosperity, jobs and a better life around the world. It helps us at home
too. U.S. exports to developing countries have more than doubled from $91 billion in
1987 to more than $191 billion in 1995.

Problem -- the concentration of investment: The disturbing trend is that over the period
1990-95, only a dozen countries accounted for more than 90 percent of net private flows
[although countries such as Hungary, India, Poland, the Philippines and Vietnam are
attracting more private capital since 1993]. The entire continent of Africa received less
than $5 billion in private capital flows in 1995, less than 3 percent of the total for
developing areas.

Problem — cautious institutional investors: Despite impressive increases, the share of
emerging markets in the portfolios of institutional investors remains small. Even in the
US, where institutional investors have increased their exposure to emerging markets more
rapidly, mutual funds and pension funds are estimated to hold an average of only 2
percent of their portfolios in emerging markets. For most other industrial countries these
shares are much lower.

Variation in volatility of flows between countries: Volatility of portfolio investment
has been a major concern since the Mexico Peso Crisis, although it has shown an
impressive comeback since the first half of 1995. Overall volatility of private capital
flows has come down in the 1990s. This suggests that markets have entered a more
mature phase. Governments have shown an awareness and ability to respond quickly and
aggressively to changes in market conditions. But there is also significant variation in
volatility [Asia being less subject to volatility than other areas]. And markets have
become more discriminating between countries on the basis of their underlying
fundamentals.

The volatility of capital flows and potential vulnerability to reversals remain a concern at
the level of individual countries. Venezuela and Turkey were the first to experience
major capital flow reversals in the 1990s [Venezuela had a reversal of $5.4 billion, or 9
percent of GDP from 1992-94; Turkey lost $19 billion, or 11 percent of GNP, 1993-94].
Mexico’s reversal was notable not only for being the largest in terms of magnitude [$20.4
billion], but also for triggering large reversals in several other countries, most notably
Argentina and Brazil.

The sources of vulnerability:

1. Emerging markets remain more susceptible to potential investor herding.

2. Many countries are trying to maintain macroeconomic stability without strong fiscal
underpinnings. Interest rates in these countries tend to be high, attracting short-term
flows, but sometimes without the necessary long-term fundamentals.



3. The banking systems in many recipient countries are quite fragile, and the surges in
flows can greatly exacerbate these vulnerabilities. In many cases, banking systems
have only recently been deregulated, the incentive framework is distorted toward
excessive risk taking, banks are poorly capitalized, and prudential regulation and
supervision capabilities have not yet been established.

Policy lessons from cross-country experience:

1. Fiscal policy needs to be even more cautious and responsive in the face of large
capital inflows. This will both alleviate pressures of overheating and reduce
vulnerability to large reversals.

2. There is strong merit in curbing lending booms associated with capital inflows while
addressing the underlying weaknesses of the banking systems.

3. Development of well-functioning capital markets will both reduce risks of potential
instability and attract a growing pool of portfolio investment.

The Response of the World Bank Group

The World Bank Group has been working hard to help our client countries (where 4.5
billion people live) meet the challenges of attracting investment and avoiding volatility.
Some of you may be more familiar with the Bank than others, so perhaps I should take a
minute to give you an overview of what we look like:

The IBRD and IDA. First, there is the World Bank itself. This is the original Bank,
which was created to make loans to sovereign governments for purposes of
reconstruction. Over the years it has evolved from an institution that lent mostly for
infrastructure into one that lends around $22 billion a year in all areas of development,
including agriculture, the environment, health and education. The Bank has a
concessional lending arm, the International Development Association (IDA), funded by
taxpayer dollars, which lends to the poorest of poor countries [e.g., most African
countries fall under IDA — for about half its total lending of around $6 billion].

IFC. Second, there is the International Finance Corporation (IFC), the part of the World
Bank Group that works directly with the private sector. In partnership with corporations
and financial institutions, IFC works in countries where there are great investment
opportunities, but where the private sector is generally unwilling to go, building a base
for the local private sector to take off. Since its founding in 1956, it has provided
financing to nearly 2,000 companies in 125 countries. Last year alone, IFC mobilized
more than $8 billion in support of projects worldwide with investments in infrastructure,
emerging stock markets, improved regulatory environments and much more. And IFC is
growing.

MIGA. Third, there is the Multilateral Investment Guarantee Agency (MIGA), which
provides private investors going into developing countries with guarantees against



political and other non-commercial risk. Its guarantees have catalyzed foreign direct
investments now totaling an estimated $15 billion, and its on-line marketing and
information service — the [IPAnet — offers data and analysis on the business climate in
more than 90 countries.

The changing Bank Group. As a Group, we are changing. We are increasing the level
of service to our clients; creating new products; and acting as a connector and broker
between governments, the private sector, and civil society. We are becoming what I have
called the “Knowledge Bank,” by which I mean we will be able to use the information
technology available now to make our vast store of knowledge on almost any topic in
development and make it universally available. We are also working together more
closely as a group. This is particularly true of our efforts in the private sector. We have
created the Private Sector Development Group, which unifies the different areas of the
Bank working on private sector issues.

What have we been doing?

Legal and policy framework. We are working throughout our client countries to help
them build the legal and policy framework that will make them attractive to investors and
allow real competition. [you may want to mention capacity building and anti-corruption
measures in connection with this].

e Russia is a particularly interesting example because they have had to start from
scratch with building a regulatory structure for private investment and transactions.
The Bank Group, and particularly IFC, have been helping Russia design a capital
market development strategy flexible enough to meet its constantly shifting
conditions. Given how massive its privatization program has come, we have had to
act quickly to help new capital markets handle the pressure. IFC has responded by
sending experienced senior staff to advise the Russian Federal Commission for
Securities Markets (a new body with ministerial status that is principal regulator of
capital markets); and it has helped several regions with voucher privatization
programs.

e India is another good example. Beginning in 1991, with our advice and support India
implemented economic reforms such as investment deregulation, trade liberalization,
financial reforms and tax reforms that have transformed the environment for private
investment. New rules for foreign portfolio investment have made it a lot easier to
participate in stock markets. As a result Foreign direct investment went from $165
million in 1990 to more than $600 million in 1994. Portfolio investment went from
next to nothing in 1990 to more than $4 billion in 1994.

e And we are expanding our work to improve the investment environment into new,
tougher environments. At our Annual Meetings this year, [FC announced a new



initiative that will extend its reach to 24 nations where it has never worked before —
such as several Central African nations.

Private sector assessments. In many countries, the structure of the private sector and the
constraints to its development are not even known. Since 1992 we’ve been carrying out
private sector assessments, and these are forming the basis of dialogue with government
on joint work in policy and institutional reform. We’ve done over 30 of these in
countries as diverse as Ghana, Indonesia, India, Poland and Egypt; and we have a half
dozen more being done this year.

Building financial institutions. Financial sector development is at the core of building a
business-friendly environment, and we are lending in support of both policy reforms and
building the technical capacity of financial institutions to handle systemic shocks like the
Mexico and Argentina crises. We are working to build up our own specialized expertise
in areas like privatization of state-run banks, banking supervision, central banking,
liquidity management and dealing with bad assets.

e [or example, we are involved in building financial systems throughout the former
Soviet Union and Eastern Europe. In Russia our support for financial institution
development comes in the form of one of the largest technical assistance loans the
Bank has ever made -- $200 million — to build the capacity of 25 core private
commercial banks which will have to operate at International Banking Standard. In
Poland a technical assistance project has successfully twinned Polish and
international banks. In Hungary, the Bank and IFC began work to build bond and
equity markets as far back as 1985, and we are now helping Hungary with a loan to
build its banking supervision capacity. We are also providing significant technical
assistance and advice to Latvia and Lithuania in dealing with their present financial
sector problems.

e In India, IFC invested in the first country-wide stock brokerage, which allowed
arbitrage among its 16 or so stock exchanges. IFC also helped pave the way for
private sector mutual funds in India.

e [ should add that at our Annual Meetings a couple of months ago, the Managing
Director of the IMF, Michel Camdessus, and I announced that the Bank and the Fund
would be launching a joint initiative to work together in finding ways of improving
financial systems in the developing countries.

Building portfolio investment funds. In 1984, our International Finance Corporation
(IFC) helped catalyze the emerging markets portfolio industry when it launched the
Korea Fund [a $60 million issue, publicly offered on the NYSE, with management by
Scudder, Stevens & Clark; and underwriting syndicate led by First Boston Group, the
IFC and Shearson Lehman]. Two years later the IFC helped launch the Emerging
Markets Growth Fund, the first global fund targeted at emerging markets [starting with



$50 million, by 1994 the EMGF had net assets of $5.5 billion]. These early successes
kindled the interest of investors worldwide. Since 1986, the IFC has underwritten or
invested in over 30 other portfolio investment funds. For each dollar that IFC has
invested in funds, other investors have provided an average of $6.80 [i.e., IFC’s own
commitments of $806 million have been associated with $6.3 billion at initial fund
capitalization].

Providing advice to our clients. Our Foreign Investment Advisory Service (FIAS) is
a joint venture of the Bank and the IFC which for 11 years has advised governments [in
about 100 countries] on investment laws and regulations, taxation, and ways to attract
investors; it also helps governments establish investment promotion agencies. In China,
for example, FIAS helped the government overcome its unwillingness to convert local
currency earnings to foreign exchange by advising it in creating what became a national,
computer-linked free market for forex. FIAS’ most recent project in China has aimed to
accelerate private infrastructure investments by eliminating policy and regulatory
bottlenecks.

Increasing information. Finally, we are producing the information that investors need
to enter new markets with adequate levels of comfort. The Emerging Markets Data
Base, produced by IFC, has gained international recognition as the world’s premier
source of reliable and comprehensive information on stock markets in developing
countries [it covers 44 of them]. It is the basis for The IFC Investable Indexes (IFCI),
which have become the principal benchmark for emerging markets used by institutional
investors. Four years ago, virtually no emerging markets investments were made on a
“passive” indexed basis. Now nearly $10 billion is managed by index. Roughly three-
quarters of this is based on IFC indexes.
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Private Capital Flows and Emerging Markets

Private capital flows to developing countries have proven to be remarkably resilient.
Despite the increases in U.S. interest rates in 1994 and the Mexico crisis in 1995, private
flows have continued to grow albeit at a slower rate. Total private flows (including
Korea which this year has been classified as a high income country) are estimated to have
reached $197 billion in 1995 compared with $166 billion in 1993 (see Table 1).
Preliminary indications are that private capital flows will surpass $250 billion in 1996
($230 billion to low and middle income countries).

The main reason that private capital flows have shown resilience is because a very large
proportion of these flows is in the form of foreign direct investment, which is less
susceptible to cyclical swings and short-term shocks. But portfolio flows have also
shown an impressive recovery from the aftershocks of the Mexico crisis. Despite the
large drop in the first half of 1995, portfolio flows recorded only a small decline for the
year as a whole, and a significant increase in 1996 to levels that are comparable to the
peak reached in 1993.

While low interest rates in industrial countries provided an initial impetus to the surge in
portfolio investment in emerging markets, our view is that these flows have reached a
new phase, driven by increased financial integration. Two fundamental forces are driving
the growing investor interest in and integration of developing countries:
- higher longer-term expected rates of return following policy reforms and
improved creditworthiness, and;
- the opportunities that developing countries provide for risk diversification
because of low correlations between returns in developing and industrial
countries.

These forces have been buttressed by sweeping changes in the enabling environment in
both industrial and developing countries.

Economic growth in developing countries has been on the upswing in the 1990s, and
unlike in the 1980s, is expected to remain significantly stronger than in industrial
countries (Figure 1). Prospects for higher returns and opportunities for risk
diversification have led to growing investment in emerging markets by institutional
investors (Figures 2 and 3). In 1986 there were 17 emerging market country funds and 9
regional or global funds. By 1995 there were nearly 500 country funds and over 8§00
regional and global funds. International and global funds are also allocating increasing
proportions of their portfolios to emerging markets. Pension funds have followed suit.
Even though they began to invest in emerging markets more recently, allocations of U.S.
pension funds to emerging markets are now comparable to those of mutual funds, with
some of the larger funds investing considerably higher proportions.



Despite the impressive increases, the share of emerging markets in the portfolios of
institutional investors remains small—well below their share in world market
capitalization. Even in the United States, where institutional investors have increased
their exposure to emerging markets more rapidly, mutual funds and pension funds are
estimated to hold an average of only 2 percent of their portfolios in emerging markets.
For most other industrial countries these shares are much lower.

The structural forces driving capital flows to developing countries will continue to
unfold, with the aging of populations providing an added new impetus over the medium
and longer-term. Net private capital flows to developing countries are therefore expected
to be sustained over the medium term although the rate of growth will inevitably decline.
We also expect that private flows are likely to be less sensitive to small changes in
international interest rates and in the current low inflationary environment, the likelihood
of large increases in interest rates is low. As the events after the Mexico crisis have
demonstrated, contagion effects are also not likely to be long lasting, as markets are
becoming more discerning and governments more responsive to changes in market
sentiment.

The main risks of large reversals and systemic risk lie at the individual country level.
Although some of the major recipients such as Chile now have a well established track
record, many other countries remain vulnerable to potential reversals for three main
reasons.

- First, emerging markets remain more susceptible to potential investor herding.
- Second, many countries are trying to maintain macroeconomic stability without
strong fiscal underpinnings. Interest rates in these countries tend to be high,
attracting short-term flows, but sometimes without the necessary long term

fundamentals.
- Third, the banking systems in many recipient countries are quite fragile, and the
surges in flows can greatly exacerbate these vulnerabilities.

There is, therefore, a need for a prudent stance on the part of governments despite the
market orientation of the new flows. Three main policy lessons are emerging from cross-
country experience in this regard:

- First, fiscal policy needs to be even more cautious and responsive in the face of
large capital inflows. This will both alleviate pressures of overheating and
reduce vulnerability to large reversals.

- Second, there is strong merit in curbing lending booms associated with capital
inflows while addressing the underlying weaknesses of the banking systems.

- And, third, development of well functioning capital markets will both reduce
risks of potential instability and attract the growing pool of portfolio investment.



TABLE 1

Aggregate net long-term private capital flows to developing countries, 1989 - 1996

(Including Korea, Rep.)

(USS$ billions) 1989 1990 1991 1992 1993 1994 1995 1996 *

Total private capital flows 40.6 45.1 62.7 100.3 166.2 162.3 197.1 256.6
Foreign direct investment 24.0 25.0 35.0 46.6 68.3 80.2 93.3 95.0
Bonds 4.1 25 12.8 12:5 39.6 335 38.8 57.7
Portfolio equity investment 3.4 3.7 75 14.0 50.9 35.2 35.7 49.2
Commercial banks 1.0 2.0 3.5 14.0 -0.7 11.6 33.8 47.2
Others 8.2 11.8 3.9 13.1 8.0 1.9 -4.4 7.6

a. Preliminary.

Source: World Bank data.

Aggregate net long-term private capital flows to developing countries, 1989 - 1996

(Excluding Korea, Rep.)

(US$ billions) 1989 1990 1991 1992 1993 1994 1995 1996 °

Total private capital flows 41.2 44.0 57.2 92.8 1575 1542 1793 2323
Foreign direct investment 252 24.2 33.8 459 67.7 79.4 91.8 93.2
Bonds 4.0 2.3 10.1 9.9 35.9 29.3 29.3 45.8
Portfolio equity investment 3.4 3.2 7.2 11.0 44.9 32.7 32.1 45.7
Commercial banks 2.2 3.0 2.8 12.5 -0.3 11.0 30.6 39.8
Others 8.5 112 3.3 13.5 9.2 1.8 -4.4 7.9

a. Preliminary.
Source: World Bank data.

NOTE : THE 1996 NUMBERS ARE VERY PRELIMINARY AND FOR YOUR USE ONLY.



Figure 1 Growth in developing and industrial countries, 1980-2005
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Figure 2 Emerging market and other international assets of U.S. open end mutual
funds
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Figure 3 Emerging market and other international assets of U.S. pension funds
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TO:
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EXTENSION:

SUBJECT:

OFFICE MEMORANDUM

December 4, 1996

Mr. James D. Wolfensohn

Geoff Bergen )7/>

85225

Your questions regarding private capital flows

1. Breakdown of countries receiving private capital flows: See attached chart from DEC.
They are pounding out more comprehensive numbers right now.

2. The 1996 increase in private capital flows: DEC is reviewing the figures country by
country, and it will take some time before they are certain. But they are confident of the
figures cited ($232 billion without Korea; $257 billion with Korea) within a margin of
error of $10 billion either way.

3. Concerning the 1995 figure ($197 billion, including Korea). Yes, DEC says the figure
has only recently been revised upward to this level, and that it is correct.

4. Concerning the developing countries’ share of GDP. DEC is checking on this right
now.

5. Population increase: World population is indeed projected to increase by 2.5 billion to
8 billion by the year 2025.
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Introduction

While the composition of private flows has broadened, however, their destination has
become more concentrated. Only a dozen countries accounted for more than 90 percent of net
private flows attracted by developing countries during 1990-95 (figure 1.3). In contrast, the
top twelve recipients accounted for [75] percent of total private capital flows during 1975-82.
When scaled by GDP, the distribution of the flows is less uneven, since the top twelve
countries also account for [80] percent of developing country GDP. The base of recipients is
also broadening steadily. Countries such as Hungary, India, Poland, Philippines and Vietnam

have been attracting larger volumes of private capital flows since 1993.

Figure 1.3 Private Capital Flows Are Concentrated in a Few Countries
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Source: World Bank Debtor Reporting System.

In terms of regional distribution, East Asia and Latin America account for the dominant
and roughly equivalent shares of private capital flows (figure 1.4). Whereas East Asia has
increased its share steadily over the past two decades, Latin America has seen a more dramatic
recovery from the sharp decline during the post-debt crisis years. The Europe and Central

Asia region is the third largest destination for private capital flows. Although South Asia’s

p.3
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OF THE
FEDERAL RESERVE SYSTEM

WABHINGTON. B. €. 30881

November 25, 1996

TO: Geoff Bergen
World Bank via FAX 202-522-1677
FROM: Merphil Kondo

Federal Reserve Board 202-452-3875

I've attached a copy of the memo we sent to Chairman Greenspan to remind
him about asking Mr. Wolfensohn to dinner. It outlines the features of the event.

Also included are the Schedule of Events for this meeting of the Conference
of Chairmen, the Invitation list of participants (with two substitutes noted), and the
organizational guidelines for the Conference. On the latter document | listed the
members of the Executive Committee, who will be seated at the dinner table with
Mr. Wolfensohn and Chairman Greenspan.

As you are aware, all directors on the boards of the Federal Reserve Banks
are "outside" directors; none is an officer of a Reserve Bank. They are drawn from
the various sectors of the economy, and are grouped into 3 classes. One class is
wholly bankers, and the other two may nogt be by law. In fact, the directors who
comprise the class from which the Chairman and Deputy Chairman of each board
are chosen by the Board of Governors may not even own shares in banks, and
may not be officers, employees or directors of banks under the law.

Will you be joining us for dinner? Or will Mr. Wolfensohn be accompanied
by someone else? We'd appreciate the opportunity to prepare for any staff who
will accompany him.

Mr. Vincent Cremona, our Chief of Protocol, will be in contact with your
offices to coordinate arrangements for Mr. Wolfensohn's appearance here, | plan
to ask him to call Lai-Foong Goh to initiate coordination. Is there another person
he should call instead?

| will be happy to help you in any way | can. | will be out of the office
tomorrow and, of course, for the Thanksgiving weekend. | will be here on
Wednesday. But you should also feel free to call my colleague, Kay Oliver, at
202-452-3392 for any assistance you require.

Attachments



Dinner Information



11-25-1996 18:48 FROM FEDERAL RESERVE BD-BDM TO 202+522+1677 P.G33

WNIIUIVES WP WSS W R VIIIRIIS -
OF THE

FEDERAL RESERVE SYSTEM

WABHINGTON, U. C. 30881

October 30, 1996

Chairman Greenspan:

You asked us to remind you today to invite James D. Wolfensohn this
evening to join the Conference of Chairmen at its December dinner gathering and
to offer remarks after dinner. We have attached the invitation list for the
Conference for your convenient reference.

Features of the dinner event:

When: Wednesday, December 4, 1996
Reception at 6:30 p.m.; dinner served at 7:00 p.m.
Event concludes no later than 9:00 p.m.

Where: At the Terrace Level of the Martin Building of the
Board of Governors, "C" Street, NW, between 20th and 21st
Streets, Washington, D.C.

Invitees: The Board of Governors of the Federal Reserve Systemn, the
Chairmen and Deputy Chairmen of the twelve Federal
Reserve Banks, plus a few senior staff. Attendance should
number about 45 persons.

After dinner: Remarks by a guest speaker on the topic of his choice,
considered totally off the record. No press admitted, Taking
a few questions after the remarks is always appreciated.

Thank you for extending the invitation.

Merphil Kondo and Kay Oliver

Plhone #60) H6R 8T 462 33%
FAX# @02) HSR-9827

Attachment
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Schedule of Events

for the

Conference of Chairmen of the Federal Reserve Banks

Wednesday, December 4, 1996

5:45 p.n.

630 p.m.

7:00 p.m.

Thursday, December 5, 1996

7.45 a.m.

8:30 a.m.

8:45 am.

10:15am.

10:45 a.m.

Washington, D.C.

Tour of current art exhibit (optional)
The group will assemble on the street level
of the Federal Reserve's Martin Building.

Reception
Martin Building, Terrace I «vel, Room L

Dinner Meeting n.h

Martin Building, Terrace Level, Room D
Remarks by James D. Wolfensohn, President
International Bank for Reconstruction and

Development (The World Bank)

All plenary sessions will be held in Room E.

Buffet Breakfast ﬂ.h

Martin Building, Terrace lrvel, Room F
Executive Committee, Room H
Others, Room F

Opening Remarks
Cece Smith, Chairman, Conference of Chairman

Business Meeting
Report of the Executive Committee
Report of the 1996 Nominating Committee

Roundtable discussion of current economic conditions
(Seven minutes per District)

Current Policy Issues
The Honorable Alan Greenspan, Chairman, Board of Governors

Break (’\!é ) g;

11/13/96
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Thursday, December 5, 1996 (Cont'd)

11:00 am, Update on European Financial Integration
~Edwin M. Truman, Staff Director for
Jnternational Finance

11:35 am. Outlovok for Banking Legislation
--Donald J. Winn, Assistant to the Board for
Congressional Liaison

11:50 am. Issues of Interest to Reserve Banks
The Honorable Edward W. Kelley, Jr., Member of the
Board of Governors

1:00 p.m. Adjournment

Buffet Lunch
Murtin Building, Terrace Level, Room F

e Mo de e ks bW W M M N e o e e i el A

Offices of the Board of Guvernors and its staff are located in two
buildings on C Strect, N.W., between 20th and 21st Streets, directly
across the street from cach other. The older building is the Marriner
S. Eccles Building, and the newer, more modernistic building is the
William McChesney Martin, Jr,, Building. Entrances to both
buildings are on C Street.

The Eccles and Martin Buildings are nonsmoking buildings.

%% If you wish to smoke, please consult 8 member of the conferencc
staff for locations of designated smoking areas.

Location of Meeting

4 All meals and mceting scssions will take place on the Terrace Level
Sessions and Meals

of the Martin Building.

11/13/96
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DATE:

TO:

FROM:

EXTENSION:

SUBJECT:

OFFICE MEMORANDUM

December 3, 1996

Mzr. James D. Wolfensohn

Geoff Bergen /7 é

85225
Talking Points for conference of Federal Reserve Bank Chairmen, Dec. 4

Attached are suggested talking points for your remarks to the Federal Reserve Chairman.
My apologies for their lateness. I had drawn up a draft on a different topic [the
importance of the World Bank to the American economy], when I heard through Hany
you wanted material on financial markets. The first section of the attached points draws
on the material provided by DEC yesterday. The latter sections of the talking points are
an adaptation of the material in your talking points for the Russell 20-20 Association, as
they indicate what the Bank is doing to help our clients build stronger financial markets.



Mr. James D. Wolfensohn

Conference of Federal Reserve Bank Chairman
December 4, 1996

Talking Points
Private Capital Flows to Developing Countries

Growth of flows: The 1990s has seen an explosion of private capital flows to developing
countries. It has gone from around $32 billion in 1989 to an $220 billion in 1996. These
flows have continued to increase despite higher international interest rates and the
Mexican peso crisis.

Composition of flows: Foreign direct investment is the largest component ($90 million
in 1995, or 54 percent of the total). But a notable feature of this upsurge has been the
growth of portfolio flows, both bonds and equities. Starting from almost nothing in 1989,
portfolio flows reached around $60 billion in 1995 (30 percent of total private flows).

Growth of stock markets: Today over 60 developing countries have stock markets,
compared with half that number in 1985. Their capitalization has increased more than
ten-fold over the past decade, from $171 billion in 1985 to $1.9 trillion in 1995.
Liquidity has increased even faster: turnover rose from 26% to 85% of emerging market
capitalization between 1985 and 1994. And the number of domestic companies listed on
emerging markets more than doubled from around 9,000 in 1985 to nearly 19,500 in
1988,

The benefits of this growth: This growth in investment — and in the capacity for local
investment — helps developing countries. It fuels the growth of business enterprises that
are bringing new prosperity, jobs and a better life around the world. It helps us at home
too. U.S. exports to developing countries have more than doubled from $91 billion in
1987 to more than $191 billion in 1995.

Problem -- the concentration of investment: The disturbing trend is that over the period
1990-95, only a dozen countries accounted for more than 90 percent of net private flows
[although countries such as Hungary, India, Poland, the Philippines and Vietnam are
attracting more private capital since 1993]. The entire continent of Africa received less
than $5 billion in private capital flows in 1995, less than 3 percent of the total for
developing areas.

Strong fundamentals attract investment: Countries with the strongest economic
fundamentals [e.g., high investment/GDP ration, low inflation, and low real exchange rate
variability] have received the largest flows as a proportion of domestic GDP. Portfolio
flows remain sensitive to movements in both global and domestic interest rates, but the



fundamentals are at work here too [the country credit rating, secondary bond prices,
price-earnings rations in domestic stock markets, etc. ]

Variation in volatility of flows between countries: Volatility of portfolio investment
has been a major concern since the Mexico Peso Crisis, although it has shown an
impressive comeback since the first half of 1995. Overall volatility of private capital
flows has come down in the 1990s. This suggests that markets have entered a more
mature phase. Governments have shown an awareness and ability to respond quickly and
aggressively to changes in market conditions. But there is also significant variation in
volatility [Asia being less subject to volatility than other areas]. And markets have
become more discriminating between countries on the basis of their underlying
fundamentals.

The volatility of capital flows and potential vulnerability to reversals remain a concern at
the level of individual countries. Venezuela and Tukey were the first to experience major
capital flow reversals in the 1990s [Venezuela had a reversal of $5.4 billion, or 9 percent
of GDP from 1992-94; Turkey lost $19 billion, or 11 percent of GNP, 1993-94].
Mexico’s reversal was notable not only for being the largest in terms of magnitude [$20.4
billion], but also for triggering large reversals in several other countries, most notably
Argentina and Brazil.

The challenge for developing countries: The challenge for developing countries varies
from one to the next. For some [e.g., all of sub-Saharan Africa] the challenge is attracting
investors — which means a focus on the fundamentals. For others [such as Mexico] it is
how to avoid overheating [in terms of widening current account deficits, inflationary
pressures and real exchange rate appreciation] and vulnerability to large reversals or
private flows.

The key problem of banking systems: A major challenge throughout the developing
areas is strengthening the banking systems. One of the lessons of Mexico and Argentina
is that banks play an even more dominant role in financial intermediation than in
industrial countries; and that their health is generally quite weak. In many cases, banking
systems have only recently been deregulated, the incentive framework is distorted toward
excessive risk taking, banks are poorly capitalized, and prudential regulation and
supervision capabilities have not yet been established. The danger this poses is that
increased openness of the financial system risks inefficient intermediation of capital
inflows and risk taking by banks.

The Response of the World Bank Group

The World Bank Group has been working hard to help our client countries (where 4.5
billion people live) meet the challenges of attracting investment and avoiding volatility.
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Some of you may be more familiar with the Bank than others, so perhaps I should take a
minute to give you an overview of what we look like:

The IBRD and IDA. First, there is the World Bank itself. This is the original Bank,
which was created to make loans to sovereign governments for purposes of
reconstruction. Over the years it has evolved from an institution that lent mostly for
infrastructure into one that lends around $22 billion a year in all areas of development,
including agriculture, the environment, health and education. The Bank has a
concessional lending arm, the International Development Association (IDA), funded by
taxpayer dollars, which lends to the poorest of poor countries [e.g., most African
countries fall under IDA — for about half its total lending of around $6 billion].

IFC. Second, there is the International Finance Corporation (IFC), the part of the World
Bank Group that works directly with the private sector. In partnership with corporations
and financial institutions, IFC works in countries where there are great investment
opportunities, but where the private sector is generally unwilling to go, building a base
for the local private sector to take off. Since its founding in 1956, it has provided
financing to nearly 2,000 companies in 125 countries. Last year alone, IFC mobilized
more than $8 billion in support of projects worldwide with investments in infrastructure,
emerging stock markets, improved regulatory environments and much more. And IFC is
growing.

MIGA. Third, there is the Multilateral Investment Guarantee Agency (MIGA), which
provides private investors going into developing countries with guarantees against
political and other non-commercial risk. Its guarantees have catalyzed foreign direct
investments now totaling an estimated $15 billion, and its on-line marketing and
information service — the IPAnet — offers data and analysis on the business climate in
more than 90 countries.

The changing Bank Group. As a Group, we are changing. We are increasing the level
of service to our clients; creating new products; and acting as a connector and broker
between governments, the private sector, and civil society. We are becoming what I have
called the “Knowledge Bank,” by which I mean we will be able to use the information
technology available now to make our vast store of knowledge on almost any topic in
development and make it universally available. We are also working together more
closely as a group. This is particularly true of our efforts in the private sector. We have
created the Private Sector Development Group, which unifies the different areas of the
Bank working on private sector issues.

What have we been doing?

Legal and policy framework. We are working throughout our client countries to help
them build the legal and policy framework that will make them attractive to investors and



allow real competition. [you may want to mention capacity building and anti-corruption
measures in connection with this].

e Russia is a particularly interesting example because they have had to start from
scratch with building a regulatory structure for private investment and transactions.
The Bank Group, and particularly IFC, have been helping Russia design a capital
market development strategy flexible enough to meet its constantly shifting
conditions. Given how massive its privatization program has come, we have had to
act quickly to help new capital markets handle the pressure. IFC has responded by
sending experienced senior staff to advise the Russian Federal Commission for
Securities Markets (a new body with ministerial status that is principal regulator of
capital markets); and it has helped several regions with voucher privatization
programs.

e India is another good example. Beginning in 1991, with our advice and support India
implemented economic reforms such as investment deregulation, trade liberalization,
financial reforms and tax reforms that have transformed the environment for private
investment. New rules for foreign portfolio investment have made it a lot easier to
participate in stock markets. As a result Foreign direct investment went from $165
million in 1990 to more than $600 million in 1994. Portfolio investment went from
next to nothing in 1990 to more than $4 billion in 1994.

e And we are expanding our work to improve the investment environment into new,
tougher environments. At our Annual Meetings this year, IFC announced a new
initiative that will extend its reach to 24 nations where it has never worked before —
such as several Central African nations.

Private sector assessments. In many countries, the structure of the private sector and the
constraints to its development are not even known. Since 1992 we’ve been carrying out
private sector assessments, and these are forming the basis of dialogue with government
on joint work in policy and institutional reform. We’ve done over 30 of these in
countries as diverse as Ghana, Indonesia, India, Poland and Egypt; and we have a half
dozen more being done this year.

Building financial institutions. Financial sector development is at the core of building a
business-friendly environment, and we are lending in support of both policy reforms and
building the technical capacity of financial institutions to handle systemic shocks like the
Mexico and Argentina crises. We are working to build up our own specialized expertise
in areas like privatization of state-run banks, banking supervision, central banking,
liquidity management and dealing with bad assets.

e For example, we are involved in building financial systems throughout the former
Soviet Union and Eastern Europe. In Russia our support for financial institution
development comes in the form of one of the largest technical assistance loans the



Bank has ever made -- $200 million — to build the capacity of 25 core private
commercial banks which will have to operate at International Banking Standard. In
Poland a technical assistance project has successfully twinned Polish and
international banks. In Hungary, the Bank and IFC began work to build bond and
equity markets as far back as 1985, and we are now helping Hungary with a loan to
build its banking supervision capacity. We are also providing significant technical
assistance and advice to Latvia and Lithuania in dealing with their present financial
sector problems.

e In India, IFC invested in the first country-wide stock brokerage, which allowed
arbitrage among its 16 or so stock exchanges. IFC also helped pave the way for
private sector mutual funds in India.

e [ should add that at our Annual Meetings a couple of months ago, the Managing
Director of the IMF, Michel Camdessus, and I announced that the Bank and the Fund
would be launching a joint initiative to work together in finding ways of improving
financial systems in the developing countries.

Building portfolio investment funds. In 1984, our International Finance Corporation
(IFC) helped catalyze the emerging markets portfolio industry when it launched the
Korea Fund [a $60 million issue, publicly offered on the NYSE, with management by
Scudder, Stevens & Clark; and underwriting syndicate led by First Boston Group, the
IFC and Shearson Lehman]. Two years later the IFC helped launch the Emerging
Markets Growth Fund, the first global fund targeted at emerging markets [starting with
$50 million, by 1994 the EMGF had net assets of $5.5 billion]. These early successes
kindled the interest of investors worldwide. Since 1986, the IFC has underwritten or
invested in over 30 other portfolio investment funds. For each dollar that IFC has
invested in funds, other investors have provided an average of $6.80 [i.e., IFC’s own
commitments of $806 million have been associated with $6.3 billion at initial fund
capitalization].

Providing advice to our clients. Our Foreign Investment Advisory Service (FIAS) is
a joint venture of the Bank and the IFC which for 11 years has advised governments [in
about 100 countries] on investment laws and regulations, taxation, and ways to attract
investors; it also helps governments establish investment promotion agencies. In China,
for example, FIAS helped the government overcome its unwillingness to convert local
currency earnings to foreign exchange by advising it in creating what became a national,
computer-linked free market for forex. FIAS’ most recent project in China has aimed to
accelerate private infrastructure investments by eliminating policy and regulatory
bottlenecks.

Increasing information. Finally, we are producing the information that investors need
to enter new markets with adequate levels of comfort. The Emerging Markets Data
Base, produced by IFC, has gained international recognition as the world’s premier



source of reliable and comprehensive information on stock markets in developing
countries [it covers 44 of them]. It is the basis for The IFC Investable Indexes (IFCI),
which have become the principal benchmark for emerging markets used by institutional
investors. Four years ago, virtually no emerging markets investments were made on a
“passive” indexed basis. Now nearly $10 billion is managed by index. Roughly three-
quarters of this is based on IFC indexes.
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CONFERENCE OF CHAIRMEN OF THE FEDERAL RESERVE BANKS
at the
Board of Governors of the Federal Reserve System
Washington, D.C.
Wednesday, December 4 and Thursday, December 5, 1996

INVITATION LIST
Chalrmen Deputy Chairmen
FEDERAL RESERVE BANK OF BOSTON
Jerome H. Grossman, M.D. William C. Brainard
Chairman and Chief Executive Officer Chairman
Health Quality LLC Department of Economics
Boston, Massachusetts Yale University

New Haven, Connecticut

FEDERAL RESERVE BANK OF NEW YORK

John C. Whitehead Thomas W. Jones

Chairman Vice Chairman, President, and Chief
AEA Investors Inc. Operating Officer

New York, New York Teachers Insurance and Annuity

Association-College Retirement
Equities Fund
New York, New York

FEDERAL RESERVE BANK OF PHILADELPHIA

Donald J. Kennedy Joan Carter

Business Manager President and Chief Operating Officer
Intemational Brotherhood of Electrical Workers UM Holdings Ltd.

Local Union No. 269 Haddonfield, New Jersey

Trenton, New Jersey

FEDERAL RESERVE BANK OF CLEVELAND

A. William Reynolds G. Watts Humphrey, Jr.

Chief Executive President .
Old Mill Group GWH Holdings, Inc.
Hudson, Ohio Pittsburgh, Pennsylvania

(10/30/96)
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FEDERAL RESERVE BANK OF RICHMOND

Claudine B. Malone ™

President

Financial & Management Consulting, Inc.
McLean, Virginia

FEDERAL RESERVE BANK OF ATLANTA

Hugh M. Brown

President and Chief Executive Officer
BAMSI, Inc,

Titusville, Florida

FEDERAL RESERVE BANK OF CHICAGO

Robert M. Healey

Member

lllinois State LLabor Relations Board
Chicago, lNllinois

FEDERAL RESERVE BANK OF ST. LOUIS

John F. McDonnell

Chairman

McDonnell Douglas Corporation
St. Louis, Missouri

FEDERAL RESERVE BANK OF MINNEAPOLIS

Jean D. Kinsey

Professor, Consumption Economics
Director, Retail Food Industry Center
University of Minnesota

St. Paul, Minnesota

FEDERAL RESERVE BANK OF KANSAS CITY

A. Drue Jennings

Chairman, President, and Chief Executive
Officer

Kansas City Power & Light Company

Kansas City, Missouri

(10/30/98)
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Robert L. Strickland

Chairrmman

Lowe's Companies, Inc.
Winston-Salem, North Carolina

Daniel E. Sweat, Jr.*
Program Director
The America Project
Atlanta, Georgia

David R. Jones"*

President and Chief Executive Officer
Atlanta Gas Light Company

Atlanta, Georgia

Lester H. McKeever, Jr.
Managing Partner

Washington, Pittman & McKeever
Chicago, lllinois

Susan S, Elliott

President and Chief Executive Officer
Systems Service Enterprises, Inc.

St. Louis, Missouri

David A. Koch
Chairman

Graco, Inc.
Minneapolis, Minnesota

Jo Marie Dancik

Area Managing Partner
Ernst & Young

Denver, Colorado
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FEDERAL RESERVE BANK OF DALLAS

Cece Smith

General Partner

Phillips-Smith Specialty Retail Group
Dallas, Texas

FEDERAL RESERVE BANK OF SAN
FRANCISCO

Judith M. Runstad

Partner

Foster Pepper & Shefelman
Seattle, Washington

202+522+1677 P.©OS

Roger R. Hemminghaus

~ Chairman, President, and Chief Executive

Officer
Diamond Shamrock, Inc.
San Antonio, Texas

James A. Vohs

Chairman (Retired)

Kaiser Foundation Health Plan, Inc.
and Kaiser Foundation Hospitals

Oakland, California

Ferurh ) RESERVE PANK OF R1etia o ND

g‘fe/ah@.h Brobeck s
Excewt i D}«ﬁc&fa}/

Consumen Federaleor - 1 Areernica

k)ﬂ S!‘Cl(j }v?-) ’ DC,

* Director not attending.
**  Substitute.

(10/30/96)
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Revised organizational guidelines for the Conference of Chairmen
Adopted by the Conference on December 2, 1994

Membership

The membership of the Conference shall consist of the
Chairmen of the 12 Federal Reserve Banks. The Deputy Chairmen of
the 12 Federal Reserve Banks shall be invited to participate in
meetings of the Conference. In the absence of the Chairman of a
Federal Reserve Bank, the Deputy Chairman of the Bank shall serve
as a member of the Conference.

If either the Chairman or the Deputy Chairman is unable
to attend the meeting, the third Class C director of the Reserve
Bank shall be invited to attend. If the third Class C director is
unable to attend, then a Class B director shall be invited to
attend. If neither the Chairman nor the Deputy Chairman is able to
attend, then the third Class C director and a Class B director
shall be invited. The third Class C director shall serve as a
member of the Conference only in the absence or disability of both
the Chairman and Deputy Chairman of a Reserve Bank. No Class B
director may serve as a member.

Meetings

A nmeeting of the Conference shall be held at least once
each year, or more often, upon the call of the Chairdan of the
Conference at the request of the Executive Committee of the
Conference or of the Board of Governors of the Federal Reserve
system. In the absence or disability of the Chairman, the call may
be made by the Vice Chairman of the Conference.

Qfficers

At its last meeting each year, the Conference shall
select from among its members a Chairman and Vice Chairman who
shall serve until the selection of their successors at the last
weeting of the Conference in the succeeding year.
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e ve tees

At its last meeting each year, the Conference shall
v select from among its members an Executive Committee, which shall
consist of the Chairman of the Conference, the Vice Chairman of the
Conference, and one other member of the Conference. The Executive
Committee shall serve until the adjournment of the last meeting of
the Conference in the succeeding year. The Chairman of the
Conference shall serve as the Chairman of the Executive Committee,
and in his absence or disability the Vice Chairman shall chair the
Executive Committee. In order to provide for rotation in
membership on the Executive Committee, at least one new member of
the Committee shall be elected each year and no member of the
Committee shall serve for more than three terms in succession.

The Conference may select such other committees as it may
desire from time to time from among its members. If appointed at
the last meeting of the Conference for the year, the committee
shall serve through the adjournment of the last meeting of the
Conference in the succeeding year. If appointed at any other
meeting of the Conference, the committee shall serve through the
adjournment of the last meeting of the Conference in the same
calendar year. To the degree practicable, there shall be rotation
in the membership of the committees of the Conference.
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December 2, 1996

Mr. James Wolfensohn

Jim:

As requested by Geoff Bergen, attached is some draft material from the
forthcoming study on private capital flows as background for your presentation to the
Federal Reserve Board. This is probably too detailed and unpolished for direct use and as
agreed with Geoft, we will prepare a succinct note on portfolio flows and emerging
markets by tomorrow.

In the meantime, however, here is a guide to the attached sections:

e The “Introduction” provides key facts and figures on the changing nature and
role of private capital and an overview of the main policy challenges
confronting recipient countries.

e The section on “The New International Environment™ provides evidence and
analysis of the structural character of the new private capital flows and
implications for potential volatility. The introduction of this section contains a
brief overview.

e The section on “The Effects of Integration on Domestic Financial Systems”
examines the challenges of managing the financial sector in a more integrated
environment. The introduction of the section summarizes the main findings.

e Finally, the section on “Preparing Capital Markets for Financial Integration”
focuses on the challenges for capital market reform arising from the much
higher proportion of flows that are now likely to be intermediated through
capital markets. The key findings are reported in the summary and conclusions
of the section (pages 72-76).

Best regards.

Attachment

cc: Amar Bhattacharya

INTERNATIONAL ECONOMICS DEPARTMENT
ROOM: N-4-043 TELEPHONE: (202) 473-3800 FACSIMILE: (202) 522-1135
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Introduction

Resurgence of Private Capital Flows

The early 1990s saw a dramatic resurgence in the flow of private capital to developing
countries. After declining from an annual average of [$43] billion in 1975-82 to [$32] billion
in the post-debt crisis years of 1983-89, net private capital flows to developing countries
increased almost fourfold between 1989 and 1993, reaching $152 billion (figure 1.1).
Although the rate of growth has slowed substantially since 1993, private capital flows to
developing countries have continued to increase in net terms despite higher international
interest rates and the Mexican peso crisis, and are estimated to have reached [$220] billion in
1996. Private capital flows to developing countries have not only surpassed the levels reached
during the peak of the commercial bank lending boom, but now dwarf official flows in terms
of relative importance (figure 1.1). Their importance relative to the economies of developing
countries has also increased very significantly, from 3.7 percent of developing countries’ fixed
investment in 1990 to 13 percent in 1995; again, almost double that attained before the debt

Crisis.

Associated with the surge in private flows has been a major shift in the composition of
these flows (figure 1.2). Whereas traditional commercial bank lending used to account for
more than 65 percent of all private flows, foreign direct investment has now emerged as the
most important component of private capital flows, reaching more than $90 billion in 1995, or
54 percent of total private flows. Another notable feature of private capital flows in the 1990s
has been the growth of portfolio flows—both bonds and equities. Starting from a negligible
level in 1989, portfolio flows reached [$60] billion in 1995, or 30 percent of total private
capital flows. Total equity flows—foreign direct investment and portfolio equity—now
constitute more than 60 percent of total private capital flows. As a result of these changes, the

composition of private flows is now much more broad based than during the 1980s.
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Figure 1.1 The Surge in Private Capital Flows to Developing Countries
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Figure 1.2 Changing Composition of Private Capital Flows
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While the composition of private flows has broadened, however, their destination has
become more concentrated. Only a dozen countries accounted for more than 90 percent of net
private flows attracted by developing countries during 1990-95 (figure 1.3). In contrast, the
top twelve recipients accounted for [75] percent of total private capital flows during 1975-82.
When scaled by GDP, the distribution of the flows is less uneven, since the top twelve
countries also account for [80] percent of developing country GDP. The base of recipients is
also broadening steadily. Countries such as Hungary, India, Poland, Philippines and Vietnam

have been attracting larger volumes of private capital flows since 1993.

Figure 1.3 Private Capital Flows Are Concentrated in a Few Countries
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In terms of regional distribution, East Asia and Latin America account for the dominant
and roughly equivalent shares of private capital flows (figure 1.4). Whereas East Asia has
increased its share steadily over the past two decades, Latin America has seen a more dramatic
recovery from the sharp decline during the post-debt crisis years. The Europe and Central

Asia region is the third largest destination for private capital flows. Although South Asia’s

.3
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share of world private capital flows has declined substantially compared to the 1980s, the level
of private capital flows during 1990-95 is nevertheless higher than in the 1980s. In the case
of the Middle East and North Africa and Sub-Saharan Africa, absolute levels of international
capital flows have not increased substantially in the 1990s, so that their share in overall private

flows has fallen sharply.

The composition of flows also varies markedly across regions (figure 1.5). East Asia
traditionally has had a very high share of foreign direct investment, although in recent years
portfolio flows have been the most rapidly growing component, accounting in 1995 for more
than 30 percent of overall flows. In Latin America, by contrast, portfolio flows are the
dominant component of overall flows, although foreign direct investment is becoming more
important. South Asia has followed a pattern similar to that of Latin America, with the initial
surge largely in the form of portfolio flows, followed by foreign direct investment. Europe
and Central Asia, and especially Eastern Europe, has followed the East Asia pattern, with
foreign direct investment initially the most important form of private capital inflows. Foreign
direct investment and bank borrowing (including short-term debt) dominate in the case of the
Middle East and North Africa and Sub-Saharan Africa, but this is largely because neither
region has been able to tap into international bond and equity markets. Despite these
differences in the composition of international private capital flows, however, the trend is

toward a more balanced structure, and differences have narrowed since the early 1990s.
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Figure 1.4 Regional Composition of Private Capital Flows
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Figure 1. 5 Variation in Composition of International Private Capital Flows Across
Regions, 1990-95
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Apart from international capital flows, private transfers and other private flows
(reflecting movements of capital associated with nationals including capital flight) play a very
important role in several regions (figure 1.6). Such flows are, in fact, more important than
recorded international private capital flows in the case of the Middle East and North Africa
and South Asia. Once these private transfers and unrecorded private flows are taken into
account, the differences in the ratio of private capital flows to GDP are less pronounced across

regions. Overall, Sub-Saharan Africa has the lowest ratio of private flows from all sources to

GDP.
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Figure 1.6 Composition of Overall Private Capital Flows by Region
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The importance of these other private flows is also evident at the country level (figure
1.7). Private transfers play a dominant role in several countries in Africa (Uganda, Tanzania),
the Middle East (Egypt, Morocco), and South Asia (India, Pakistan, and Sri Lanka). On the
other hand, outflows of national private capital have been significant in the cases of Argentina,
Korea, the Philippines, and Turkey. There are also noteworthy differences among countries in
the composition of international private capital. For instance, of all the countries shown in

figure 1.7, Mexico has the largest share of portfolio flows and short-term debt.

P
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Figure 1.7 Importance and Composition of Private Flows for Selected Countries, 1990-95
(percent of total flows)
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Growing Financial Integration

The level and the changing composition of private capital flows suggests that the
current wave of private capital is a manifestation of increased financial integration of
developing countries with international financial markets. In the 1980s, private sector lending
was mostly in the form of bank lending and to sovereign governments. The bulk of private
capital flows now is to the private sector, and is increasingly taking place through channels

that link markets for capital in developing countries with their international counterparts.

Direct measures of financial integration are not feasible to construct for developing
countries given that truly floating exchange rates and forward markets exist for only a small
proportion of developing countries. We therefore constructed an indirect measure of financial
integration, using three separate elements: a country’s access to international financial
markets; its ability to attract gross financing; and the level of diversification of the country’s
financing (Box 1.1). These indices are then used to evaluate the degree of financial integration

of countries and the extent of change that has taken place between 1985-87 and 1992-94.

Two main conclusions emerge from these results:

o First, developing countries as a group have become more integrated since the mid-1980s.
The number of countries that are classified as highly integrated increased from two in
1985-87 to thirteen in 1992-94, whereas the number of countries as moderately integrated
increased from twenty-four to twenty-six.

e Second, the predominant number of developing countries are still in the very early stages

of financial integration.
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Box 1.1 Measuring Financial Integration

To assess the degree to which countries are financially integrated, we have used several measures to
construct an overall index of integration. We computed the index for the periods 1985-87 and 1992-94, in order to
evaluate the degree of integration that has taken place since the mid 1980s.

The first measure looks at a country’s access to international financial markets. This is provided by the
country risk ratings of the Institutional Investor Survey. Ratings of less than 20 are categorized as “low,” ratings
of greater than 50 as “high,” and ratings in between as “medium.”

The second measure looks at a country’s ability to attract private external financing and the extent of
integration already achieved by comparing the ratio of private capital flows to GDP. Countries whose flows
amount to less than 10 percent of GDP were categorized as “low,” countries whose flows exceed 20 percent were
considered “high,” and countries in between were categorized as “medium.” Since financial integration implies
the linking of markets, however, all flows were not weighted equally in this measure. Thus, a country receiving
private flows primarily in the form of FDI is likely to be less integrated with world financial markets than is a
country which receives flows in the form of portfolio and commercial bank lending. Portfolio flows were
therefore given a weight of 5, bank flows a weight of 3, and FDI a weight of 1.

The third measure looks at the level of diversification of a country’s financing, based on the composition
of flows. The composition matters because they have different effects on financial integration: FDI benefits local
suppliers, who may turn to foreign equity investors to obtain financing for expansion; banking inflows, which lead
to a deepening of the financial system, may enhance the liquidity of stock markets and thus increase the latter’s
attractiveness to foreign investors; and so forth. A significant participation in all three forms of flows is desirable
for balanced integration. Countries receiving a minimum of 5 percent of total flows for each type of flow were
categorized as “high.” Countries that received a minimum of 5 percent in two types of flows were categorized as
“medium,” and the remaining countries were categorized as “low.”

These measures were then converted to an overall index of financial integration. As box table  below
shows, developing countries as a group have become more integrated since the mid 1980s. The number of
countries falling into “high” integration category has increased sizably, as has the number of countries falling into
the “medium” category.

continue....
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Table 1 Change in Degree of Financial Integration

1992.94

1985.87

enting
Trinidad and Tobago Low
Panama Low
Zambia Low
Nicaragua Low
Venezuela Low
Myanmar Low
Suriname Low
Togo Low
Tanzania Low
Swaziland Low
South Africa Low E
Peru Low Togo
Paraguay Low Mauritania Low
Sierra Leone Low Myanmar Low
Senegal Low Nicaragua Low
Dominican Republic Low Tanzania Low
Costa Rica Low Senegal Low
Congo Low Sierra Leone Low
Ghana Low Venezuela Low
Gabon Low Niger Low
El Salvador Low Nigeria Low
China Low Zambia Low
Benin Low Guatemala Low
Bangladesh Low Burkina Faso Low
Algeria Low Guyana Low
Burkina Faso Low Guinea-Bissau Low
Brazil Low Gabon Low
Bolivia Low Costa Rica Low
Lesotho Low Congo Low
Jamaica Low El Salvador Low
Madagascar Low Dominican Republic Low
Mauritania Low Haiti Low
Mali Low Madagascar Low
Hungary Low Lesotho Low
Guyana Low Mali Low
Guinea-Bissau Low Algeria Low
Guatemala Low Bangladesh Low
Honduras Low Bolivia Low
Haiti Low Renin Low

High
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Surges, Reversals and Volatility of Capital Flows

Growing financial integration and the increased reliance on private capital have raised
widespread concerns among both policymakers and market participants about the susceptibility
of emerging markets to increased volatility, including potentially large reversals of private
capital flows. Indeed, the decline in private flows, especially portfolio flows, following the
interest rate increases in early 1994 and the Mexico peso crisis, were seen as stark reminders

of the potential for such volatility.

At the aggregate level though, private capital flows to developing countries have
proven to be remarkably resilient. Although portfolio flows declined sharply in 1994 and
immediately after the Mexico crisis, in the end, private capital flows in aggregate recorded
impressive increases in both 1995 and 1996 (figure 1.8). The main reason for the resilience of
private capital flows has been the sustained increase in foreign direct investment during this
period reflecting its greater resilience to cyclical swings and short-term shocks. But portfolio
flows have also shown an impressive recovery from the aftershocks of the Mexico crisis.
Despite the large decline in the first half of 1995, portfolio flows recorded only a small decline
for the year as a whole, and a significant increase in 1996 to levels that are comparable to the

peak reached in 1993.
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Figure 1.8 Resilience in Private Capital Flows
(vear-on-year changes, $ billion)
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The sustained increases in private capital flows in the face of recent shocks suggests
that markets have entered a more mature phase (see World Development Finance, 1997).
Governments have demonstrated an awareness and ability to respond promptly and
aggressively to changes in market conditions. And markets have become more discriminating

between countries on the basis of their underlying fundamentals.

However, volatility of flows and potential vulnerability to reversals remain a concern at
the individual country level. Indeed, there appear to be significant differences at the country
level in the experience with the initial surge of private capital, subsequent reversals and, more

generally, the degree of volatility of private capital flows.
Although a surge in private capital flows during the 1990s has been common to

virtually all major recipients of private capital flows, there has been considerable variation

between countries in the timing, duration and magnitude of the surge (Table 1.1). Chile,

p.13
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Costa Rica, Malaysia, Thailand, and until 1994, Mexico, experienced the earliest and
cumulatively largest surges of private capital flows in the 1990s. At the other end, South
Asian countries and those in Europe and Central Asia typically experienced the surge after
1992 and of generally smaller magnitudes. It is striking that the maximum annual surge has
been higher than 5 percent of GDP for more than half of the 21 countries, and that 5 countries
saw a maximum annual surge in excess of 10 percent of GDP. To put this in perspective, the
oil boom of 1979-80, which is among the largest positive shocks received by a group of
countries, amounted to only 3-5 percent of GDP for the major oil exporting developing

countries.

Table 1.1 The Variation in the Surge in Private Capital Flows During the 1990s

Country Surge Period Cumulative Flows/ Maximum Annual Flow/
1994 GDP GDP
Argentina 1991-1994 10.9 4.8
Brazil 1992-1994 5.6 2.8
Chile 1989-1994 26.7 8.6
Colombia 1992-1994 10.2 5.3
Costa Rica 1987-1994 45.3 12.0
Hungary 1993-1994 24.8 17.6
India 1992-1994 5.6 2.6
Indonesia 1990-1994 5.8 2.5
Korea 1991-1994 7.0 2.6
Malaysia 1989-1994 46.5 23.1
Mexico 1989-1994 26.6 8.4
Morocco 1990-1994 15:9 5:1
Pakistan 1992-1993 6.3 4.4
Peru 1991-1994 20.2 10.0
Philippines 1989-1994 20.6 7.8
Poland 1992-1994 131 6.8
Sri Lanka 1991-1994 19.5 8.3
Thailand 1988-1994 46.6 12.3
Tunisia 1992-1994 10.6 4.6
Turkey 1992-1993 7.9 4.1
Venezuela 1992-1993 5:5 3.3

Source: World Bank Debtor Reporting System
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With the surge in private capital flows has come the threat of major reversals of these
flows. A number of countries have seen such reversals (Table 1.2). Venezuela and Turkey
were the first to experience major capital flow reversals in the 1990s, in both cases following a
loss of investor confidence in government policies. The reversal of private capital flows in
the case of Mexico was notable in two respects; it was the largest in terms of magnitude, and it
triggered large reversals in several other countries, most markedly in Argentina and Brazil.
Although these episodes of capital flow reversals in the 1990s are larger in absolute
magnitudes than similar episodes during the debt crisis, they are not significantly higher in

relation to GNP or the level of reserves.

Table 1.2 Large Reversals in Private Capital Flows

Country Years Magnitude of Reversal as Percent Reversal as
Reversal of Foreign Exchange Percent of GNP
(US$ billion) Reserves
Mexico 1994-1995 20.4 333 5
Turkey 1993-1994 19.0 306 11
Mexico 1981-1983 11.4 308 5
Argentina 1993-1994 10.2 76 4
Malaysia 1993-19%4 6.4 24 11
Argentina 1981-1983 5.8 226 8
Turkey 1977-1979 5.5 860 12
Venezuela 1992-1994 5.4 58 9
Venezuela 1988-1989 3.1 104 5
Chile 1981-1983 2.8 89 9
Chile 1990-1991 2.5 41 9
Pakistan 1994-1995 2.3 79 4

Sources: World Bank Debtor Reporting System.
IMF International Financial Statistics.

Apart from the vulnerability to major reversals, countries have been concerned about
increased volatility associated with private capital flows, especially portfolio flows. What is
the evidence in this regard? Overall volatility of reserves has shown no systematic increase
with the increased flow of private capital in the 1990s (figure 1.9). Indeed there are more

instances where reserve volatility has come down in the 1990s than where it has gone up. Of
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course this could be due to the fact that developing countries vulnerability to real external
shocks has come down during this period. Tables 1.3 and 1.4 present more direct evidence on
capital account volatility, including for individual components of private capital flows.
Several conclusions can be drawn from this evidence about the volatility of private capital

flows:

e First, that volatility of the capital account and of private capital flows have tended to come
down in the 1990s.

e Second, that there is significant variation in volatility between countries. Asia generally
shows less volatility, and has reduced volatility by more, than Latin America.

e Third, that different types of flows show significant differences in the degree of volatility.
As expected, foreign direct investment is the least volatile. Portfolio flows show a higher
degree of volatility, but the level of volatility has generally tended to come down. The
level of volatility of bank lending, by contrast, has gone up in part because net flows have
become relatively small.

e Finally, while the level of volatility has tended to come down in the 1990s, the average
level of flows is much higher in the 1990s, so that the absolute variation, and consequently

its impact, is much larger than what it was in the 1980s.

p.-16



Figure 1.9 Changes in Volatility of Reserves: 1980-89 and 1992-96

(based on quarterly foreign exchange reserve levels)
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Table 1.3 Volatility of Private Capital Flows from the U. S.

(based on quarterly net flows; levels in $ billion)

1980's 1990's
Average  Standard Coefficient Average Standard Coefficient
Level Deviation of Level Deviation of
Variation Variation

Latin America
Total Private Capital Flows 4,177 8,013 1.92 6,685 13,943 2.09
Direct Investment 421 1,495 3.55 3,216 2,084 0.65
Foreign Securities -285 397 -1.39 1,923 3,393 1.76
Non-Bank -74 1,359 -18.41 449 5,906 13.15
Bank 3,896 8,366 2.15 1,116 11,223 10.06
Africa and Asia
Total Private Capital Flows 1,031 2,558 2.48 3,550 5,285 1.49
Direct Investment 411 816 1.99 1,570 875 0.56
Foreign Securities -203 505 -2.48 1,226 1,793 1.46
Non-Bank -12 193 -15.87 408 938 2.30
Bank 1,049 2,093 2.00 367 4,493 12.24

Source: Survey of Business, U.S. Treasury.
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Table 1.4 Volatility of Capital Flows — Selected Countries

(coefficient of variation of quarterly flows)

Overall Capital Account Foreign Direct Investment Portfolio Investment
1980's 1990's 1980's 1990's 1980's 1990's
Argentina 1.28 1.09 1.01 1.26 43.60 2.96
Indonesia 0.93 0.70 0.82%* 0.39 3.38 1.61
Korea -334.24 0.92 1.22 0.59 4.55 0.87
Mexico 3.85 0.66 0.47 0.62 -3.34 1.25
Pakistan 0.71 0.65 0.68 0.30** 1.39 0.76
Philippines 1.21 0.75 1.79 0.99 0.68 0.30
Sri Lanka 0.55 0.61 0.36 0.76%* 0.68 0.30
Thailand 0.78 0.33 0.83 0.23** 0.68 0.30

*1981-1988
*#* 1990-1993
Source: IMF International Financial Statistics.

Developing Country Context and Policy Challenges

The surge in private capital flows has been underpinned by a significant improvement
in fundamentals of the recipient countries. Two key areas of improvement are: fiscal
performance and the sustainability of external debt (figures 1.10 and 1.11). The improvement
has been particularly pronounced for the Brady countries, i.e., the group of countries that had
debt workouts initiated under the Brady program. Both fiscal performance and the gains in
external debt sustainability in these countries have been boosted by the decline in international
interest rates in the 1990s (Dooley et al, 1995). Many of the other major recipients, including
the East Asian countries and some others such as Chile, have had longer track records of
sustained adjustment and have not been as burdened by debt overhangs. These countries have
benefited from the largest increases in private capital flows, especially foreign direct

investment.
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Figure 1.10 Trends in Fiscal Performance
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Figure 1.11 Developing Country Indebtedness
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The large volume of private capital inflows attracted by developing countries during
1990-95 has been absorbed very differently than during the previous lending boom (figure
1.12). Less than half has been reflected on average in a widening of the current account
deficit. This is because a very large share of the capital inflows has been absorbed so far in
the form of reserve accumulation. This outcome reflects a conscious effort by many countries
to avoid excessively large current account deficits and the buildup of potential vulnerability to
reversals in capital flows.  The flip side of this policy choice has been the challenge of

managing inflationary pressures arising from increases in the monetary base.

Figure 1.12 Where Did All the Capital Go?

(Average for all developing countries)
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Although circumstances vary across countries (including the causes of the capital
inflows), large scale capital inflows and growing financial integration raise three main

macroeconomic challenges for current and prospective integrating countries:

e First, how to avoid overheating (in terms of widening current account deficits, inflationary
pressures and real exchange rate appreciation) given the often large magnitude of capital
inflows.

e Second, how to avoid vulnerability to large reversals of private flows and potential
liquidity crises of the kind suffered recently by Mexico.

e And, third, how to adapt the instruments and mix of macroeconomic policies to be able to

achieve macroeconomic objectives in a more integrated setting.

Recent difficulties faced by the banking systems in Mexico and Argentina have
underlined the importance of the soundness of the banking system to ensuring macroeconomic
and financial stability in a more integrated environment. In this regard, two contrasting facts
stand out about the banking system in developing countries. First, that they play an even more
dominant role in financial intermediation than in industrial countries (figure 1.13). Second,
that the health of the banking system is much weaker in developing countries (figure 1.14). In
many instances, the banking systems have only been recently deregulated, the incentive
framework is distorted towards excessive risk taking, banks are poorly capitalized, and the
prudential regulation and supervision capabilities have not yet been established. Increased
openness of the financial system under these circumstances poses considerable danger that
capital inflows will be inefficiently intermediated and that the banking system will incur
additional risks, thereby not only undermining the benefits of capital inflows, but potentially

magnifying macroeconomic and financial sector vulnerability.
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Figure 1.13 Banks Account for a Relatively High Share of Financial Intermediation
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Figure 1. 14 Health of Banking System
(Moody's Bank Financial Strength Ratings for Selected Countries, May 1991; percent of total rated banks)
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The fragility of the banking system can also become an important constraint for
macroeconomic policy. For instance, in the case of both the Mexican and Venezuelan
financial crises, the authorities were reluctant to raise interest rates in the face of a loss of
reserves because of concerns about its effects on the health of the banking system. Unsettled
macroeconomic conditions, in turn, can have severe repercussions on the domestic banking
system.  Most major banking crises have been preceded by a deterioration in the
macroeconomic environment (Reinhart and Kaminski, 1996). An important challenge facing
developing country policymakers, therefore, is how to manage the joint process of external
financial liberalization and domestic financial sector reform, especially where macroeconomic

conditions are still unsettled.

Although the banking system remains the main conduit for the domestic intermediation
of private capital inflows, capital markets in developing countries are playing an increasingly
important role with the growth in portfolio flows. Accompanying the surge in portfolio equity
flows to developing countries has been a spectacular increase in the size and trading volumes
of many emerging equity markets (figure 1.15 and 1.16). By the end of 1994 the combined
market capitalization of eighteen major developing countries included in the IFC Emerging
Markets Index had grown to thirteen times its size in 1985, rising from $95 billion to $1.2
trillion (from 7 percent to 43 percent of GDP on average). While market capitalization
relative to GDP is still much smaller on average in developing than in industrial countries, that

difference narrowed sharply between 1985 and 1994.

p.23



Introduction

Figure 1.15 Growth of Emerging Capital Markets, 1986-95
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Figure 1. 16 International Flows Have Provided Impetus to Emerging Markets
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The surge in portfolio flows and increased foreign presence in developing country
markets has provided a boost to financial sector depth and liquidity and has been an important
force in stimulating market reform and institutional development. ~Many emerging markets
have made dramatic progress in reforming their markets, especially with respect to market
infrastructure. There is, however, still a substantial gap between emerging and developed
markets even for the more progressive countries in East Asia and Latin America. Developing
countries face a continuing challenge to develop and deepen their capital markets so as to be
able to tap the growing pool of portfolio investment and minimize the risks of potential

volatility.
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The New International Environment

The New International Environment

Introduction

The sustained increase in private capital flows to developing countries despite the cyclical
recovery in industrial countries suggests that these flows have reached a new phase, driven by
increased financial integration. Two fundamental structural forces are driving the growing
investor interest in and integration of developing countries: improvements in longer-term
expected rates of return, following policy reforms and strengthening creditworthiness, and the
opportunities developing countries offer for risk diversification because rates of return in these

countries are not very closely correlated with rates of return in industrial countries. '

While higher expected returns were the driving force of private flows to developing
countries during the late 1970s and early 1980s—before the onset of the debt crisis—a new force
associated with the flows of the 1990s has been portfolio diversification. Opportunities for
diversifying risk in developing countries began to emerge in a significant way in the late 1980s
and early 1990s, as equity markets in these countries started to broaden and deepen. That private
capital flows in the 1990s are being driven by considerations of risk diversification as well as
expectations of higher returns is reflected in the fact that developing countries have now become
recipients of portfolio equity flows—the form of investment for which risk diversification is

most important—and that gross flows are sizably larger than net flows.

Another change since the 1980s is the magnitude and speed of response of private capital
to new opportunities. This is due to changes that have taken place in the enabling environment of
both industrial and developing countries; that is, in the economic and regulatory conditions that

influence production and govern the operation of capital markets.

I So while rates of return would tend to fall in say, Germany if they fall in the United States, rates of return in
countries in Asia would be much less affected because these countries are less integrated with industrial countries.
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In industrial countries two key developments have encouraged cross-border investment.
First, competition and rising costs in domestic markets, along with falling transport and
communications costs, have caused firms to look for opportunities to increase efficiency and
returns (profits) by producing abroad. This is leading to the progressive globalization of
production and to the growth of “efficiency seeking” foreign direct investment (FDI) flows.
Second, financial markets all have been transformed over a span of two decades, from relatively
insulated and regulated national markets to a globally integrated market. This has been brought
about by a mutually reinforcing process of advances in communications, information, and
financial instruments and by progressive internal and external deregulation of financial markets.
An important facet of the globalization of capital markets has been the growing importance of

institutional investors who are both willing and able to invest internationally.

The enabling environment in many developing countries is also changing rapidly through
the progressive lowering of barriers to trade and foreign investment, the liberalization of
domestic financial markets and the removal of restrictions on capital movements, and the
implementation of privatization programs. This has meant that private capital flows now have
both the ability to move more easily and more opportunities for investment. Figure 2.1

summarizes the key elements in the process that is underway.

Of all types of capital flows, foreign direct investment has responded most vigorously to
the improving economic environment in developing countries. What is also striking however, is
the growth of portfolio bond and equity flows. Whereas developing countries attracted barely any
portfolio flows a decade ago, in the past five years they have received almost 30 percent of
global equity flows. This growth was first stimulated by mutual funds which were at the
forefront of emerging market investments. More recently, pension funds have followed suit,
either investing through mutual funds or directly on their own account. As a result, institutional

investors now form a very important part of the investor base in emerging markets.
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Figure 2.1 Structural Forces are Driving Private Capital to Developing Countries
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