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Foreword

INANCIAL MARKETS AROUND THE WORLD ARE RAPIDLY INTE-

grating into a single global marketplace, and developing coun-

tries are increasingly part of this process. The process is being
driven by advances in communications and information technology,
deregulation of financial markets, and the rising importance of insti-
tutional investors that are able and willing to invest internationally.
The good news is that developing countries are attracting private capi-
tal flows by improving macroeconomic policy and by establishing
institutions and regulatory regimes that have increased creditworthi-
ness and promise a more stable environment. Moreover, investors are
also becoming more sophisticated in differentiating among countries
and their economic fundamentals. Finally, after the Mexican crisis of
1994-95, the international community has realized that more should
be done to reduce volatility and risks in international financial mar-
kets by improving market disclosure and strengthening coordination
among national authorities.

Nevertheless, there remain reasons for concern. First, for the twenty
or so countries that have been the major recipients, the management of
private capital flows has not proved to be easy. It is not just the volume
of flows, but the speed at which such investment pours in—and can be
withdrawn—that present particular challenges to these economies.
Governments need to build the kind of macroeconomic, regulatory,
and institutional environments that channel this private capital into
broad-based and sustainable growth. Second, the overwhelming major-
ity of developing countries, in particular the smaller low-income
economies, still need to create the conditions to attract private capital
and must depend on declining official flows.

This report makes a serious and timely contribution to the analysis
of these issues. It explores the nature of the changes that are leading to
the integration of developing countries in world financial markets, and
it analyzes the policy challenges these countries face in attracting and
managing private capital flows. It concludes, for example, that coun-
tries receiving large capital inflows should avoid using them to finance
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large fiscal deficits or consumption booms. The report also includes
specific recommendations and warnings on regulatory design that may
be useful to developing countries as they seek to maximize the positive
contribution of capital inflows while minimizing their potentially dis-
ruptive effects.

This book, therefore, will be highly useful to policymakers in devel-
oping countries and, more generally, to all development specialists. But
it will also be essential reading for members of the global financial com-
munity. Investors have seen in recent years how dynamic—and some-
times volatile—emerging markets can be. Understanding these
opportunities and challenges is critical for everyone.

The report also comes at an important time for the World Bank.
The challenge for the Bank and other development agencies is to create
strategies to help developing countries leverage private capital flows so
that all benefit. The research presented in this book is an important
step in constructing such strategies.

Like previous volumes in the Policy Research Report series, Private
Capital Flows to Developing Countries is designed for a wide audience. It
is a product of the staff of the World Bank; the judgments made in the
report do not necessarily reflect the views of the Board of Directors or
the governments they represent.

Joseph E. Stiglitz
Senior Vice President

and Chief Economist
The World Bank

April 1997
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Data Notes

in other World Bank publications if more reliable data have
become available, if a different base year has been used for
constant price data, or if countries have been classified differently.

H ISTORICAL DATA IN THIS BOOK MAY DIFFER FROM THOSE

m Billion is 1,000 million.
m 7rillion is 1,000 billion.

W Dollars are current U.S. dollars unless otherwise specified.

Abbreviations and Acronyms

ASEAN  Association of Southeast Asian Nations

BIS Bank for International Settlements

C&S Clearance and settlement (securities)

CPI Consumer price index

FDI Foreign direct investment

IFC International Finance Corporation

IFCI IFC Emerging Markets Index

IMF International Monetary Fund

10sCO  International Organization of Securities Commissions
ISSA International Society of Securities Administrators
GDP Gross domestic product

GNP Gross national product

SRO Self-regulatory organization
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Summary

HE WORLD’S FINANCIAL MARKETS ARE RAPIDLY

integrating into a single global marketplace, and

ready or not, developing countries, starting from

different points and moving at various speeds, are

being drawn into this process. If they have adequate

institutions and sound policies, developing countries
may proceed smoothly along the road to financial integration and
gain the considerable benefits that integration can bring. Most of
them, however, lack the prerequisites for a smooth journey, and some
may be so ill prepared that they lose more than they gain from finan-
cial integration. Developing countries have little choice about whether
to follow this path, because advances in communications and new
developments in finance have made the course inevitable. They can,
however, decide how they wish to travel, choosing policies that benefit
the economy and avert potential shocks.

This volume describes the forces that have created and that sustain
this road, analyzes the benefits and problems likely to be encountered
on it, and examines the experiences of those who are farther along on
the journey to see what can be learned from them.

The Changing Financial Environment

While the cyclical downturn in global interest rates provided an im-
portant initial impetus for the resumption of private capital flows to
developing countries in the 1990s, these flows have now entered a new
phase, reflecting structural forces that are leading to progressive finan-
cial integration of developing countries into world financial markets.
The two primary forces that are driving investor interest in developing



