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Abstract

The characteristics of recent capital inflows into Latin America
are discussed. It is argued that these inflows are partly explained by
conditions outside the region, like recession in the United States and
lower international interest rates. This suggests the possibility that
a reversal of those conditions may lead to a future capital outflow,
increasing the macroeconomic vulnerability of Latin American economies.
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Summar

During the past two years, Latin America has received sizable inter-
national capital flows, amounting to $24 billion in 1990 and $40 billion
in 1991. In most cases, they have been accompanied by a marked accumulation
in international reserves, significant appreciations in real exchange rates,
booming stock markets, faster economic growth, and wider current account
deficits. Although the restoration of voluntary access to international
capital markets after nearly a decade has been heralded as a positive
development, the resurgence in capital inflows has also been a source of
concern to policymakers in the region, who fear, in particular, that the
accompanying real exchange rate appreciation will adversely affect the
export sector. In addition, given that the previous capital inflow episode
was followed by the debt crisis of the 1980s, there are fears that some of
the capital inflows are of the "hot money" variety. These highly specula-
tive flows could be reversed on short notice and, possibly, spark a domestic
financial crisis.

This paper focuses on two aspects of the present capital inflow
phenomenon. First, in an effort to determine how vulnerable these economies
are to an unexpected reversal in capital flows, it assesses quantitatively
to what extent the recent increase is due to external forces. Second, it
discusses the form and timing of the appropriate policy response, examining
the pros and cons of a menu of policy measures, including taxes on capital
imports, trade policy, fiscal tightening, central bank sterilized and
nonsterilized intervention, and banking regulations.

The empirical analysis indicates that capital is returning to most
Latin American countries despite considerable differences in domestic
policies and macroeconomic conditions. External forces, particularly
developments in the United States, have played an important role in
inducing capital flows into Latin America. The sharp decline in U.S.
interest rates, the continuing recession, and capital account developments
in the United States have encouraged a portfolio shift toward Latin American
assets. The policy analysis suggests that, although external factors be
reversed in the future, it is difficult to advocate sterilized intervention,
given the fiscal burdens it entails, unless countries adopt a strong fiscal
stance and capital inflows are expected to be short-lived. A more compre-
hensive policy intervention mix, including raising marginal reserve
requirements on short-term bank deposit, imposing taxes on short-term
capital imports, or a combination of these measures, are viable policy
alternatives to deal with the possible detrimental effects of substantial
capital inflows.



I. Introduction

The revival of substantial international capital inflows to Latin
America is perhaps the most notable and visible change in the economic
situation of the region during the last two years. While capital inflows to
Latin America averaged about $8 billion a year in the second half of the
1980s, they surged to $24 billion in 1990 and to $40 billion by 1991. Of
the latter amount, 45 percent went to Mexico, and most of the remainder went
to Argentina, Brazil, Chile, Colombia, and Venezuela. Interestingly,
capital is returning to most Latin American countries despite the wide
differences in macroeconomic policies and economic performance between them.
In most countries, the increased capital inflows are accompanied by an
appreciation in the real exchange rate, booming stock and real estate
markets, faster economic growth, an accumulation of international reserves,
and a strong recovery of secondary market prices for foreign loans.

Without doubt, an important part of this phenomenon is explained by the
fundamental economic and political reforms which have recently taken place
in a number of these countries, including the restructuring of their
external debts. Indeed, it would have been difficult to attract foreign
capital in the magnitudes mentioned above without these reforms.
Nevertheless, while domestic reform is a necessary ingredient for capital
inflows, it only partially explains Latin America’s forceful reentry in
international capital markets. For instance, domestic reforms alone cannot
explain why capital inflows have occurred in countries that had not
undertaken substantial reforms or why they did not occur, until only
recently, in countries where reforms where introduced well before 1990. 1In
order for domestic reforms to explain the observed comovement of capital
inflows across countries in the region, one would have to posit the
existence of strong reputational externalities (or "contagion" effects),
where reforms in some of the countries give rise to expectations of future
reforms in other countries in the region.

This paper maintains that some of the renewal of capital inflows to
Latin America is due to external factors, and can be considered as an
external shock common to the region. We argue that falling interest rates,
a continuing recession, and balance of payments developments in the United
States, along with developments in other industrialized countries, have
encouraged investors to shift their resources to Latin America to take
advantage of renewed investment opportunities and the increased solvency in
that region. 1/ Taking into account economic developments outside the
region helps to explain the universality of these inflows., From a
historical perspective then, the present episode may well be an additional

1/ Latin America is not the only region that has experienced increased
capital inflows in 1991. In fact, similar developments have occurred in
Asia and the Middle East. At the same time, there had been a marked rise in
capital outflows from the United States and Japan.



case of financial shocks in the Center that affect the Periphery, of the
type stressed by Diaz Alejandro in several of his contributions. 1/

International capital inflows affect the Latin American economies in at
least four dimensions. 2/ First, they increase the availability of
capital in the individual economies. As debt and equity capital become more
mobile and accessible, domestic agents can better smooth out their
consumption over time and investors can more promptly react to changes in
expected profitability. Second, capital inflows have been associated with a
marked appreciation of the real exchange rate in most of the sample
countries. The larger transfer from abroad has to be accompanied by an
increase in domestic absorption. Assuming normality of tradable and
nontradable goods, at the initial real exchange rate domestic residents plan
to spend part of the transfer in terms of tradable goods. This cannot be an
equilibrium outcome because foreign transfers must, by definition, be spent
entirely on tradable goods. Therefore, the real exchange rate has to
appreciate in order to induce a shift away from nontradable and into
tradable goods,

Third, capital inflows impose their own burdens and challenges on
domestic policymaking. The desire by some central banks to attenuate the
degree of real exchange rate appreciation in the short run frequently leads
them to actively intervene and purchase from the private sector part of the
inward flow of foreign exchange. Moreover, the attempt to avoid domestic
monetization of these purchases has often led the monetary authorities to
sterilize some of the inflows, which tends to perpetuate a high
domestic/foreign interest rate differential, and gives rise to increased
fiscal burdens. The extent to which the inflows are sustainable is also of
concern to the authorities. The history of Latin America gives reason for
such concern: the major episodes of capital inflows, during the 1920s and
1978-81, were followed by major economic crises and capital outflows, such
as in the 1930s and the debt crisis in the mid-1980s.

Fourth, capital inflows can provide important--yet ambiguous--signals
to participants in world financial markets. On the one hand, an increase in
the inflows can be interpreted as reflecting more favorable medium- and
long-term investment opportunities in the receiving country. Yet, on the
other hand, capital may pour in for purely short-term speculative purposes
to a country where lack of credibility of government policies leads to high
nominal returns on domestic financial assets. In fact, there have been
several such episodes in Latin America, where lack of credibility and a
short-term financial bubble were associated with large inflows of "hot
money" from abroad. While it remains to be seen which one of these two
scenarios best fits the present episode, the strong recovery in secondary
market prices of bank claims on several of these countries (Chart 1) and

l/ See e.g. Diaz Alejandro (1983, 1984).

2/ For a recent study of the effects of capital movements, see
International Monetary Fund (March 1991). On the role of reforms and
capital account liberalization, see Mathieson and Rojas—Suarez (1992).
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various other indicators of country risk provide at least partial signals in
support of the first, more favorable, scenario. 1/

This paper has three main objectives which are developed based on data
for ten Latin American countries. 2/ The first is to document the current
episode of capital inflows to Latin America and to compare it to earlier
such episodes. The second is to quantitatively assess the role of external
factors in accounting for the observed capital inflows and the real exchange
rate appreciation. The third is to elaborate on the implications of capital
inflows for economic policy in Latin American countries. The paper is
organized as follows. Section II deals with the basic concepts and the
relationship between capital inflows, the accumulation of reserves, and the
gap between national saving and investment. The stylized facts about
capital inflows to the region are documented in Section III, which includes
a comparison with previous episodes. Section IV provides a quantitative
assessment of the role of external factors on the accumulation of reserves
and on the real exchange rate appreciation in the ten countries considered.
The implications of capital inflows for domestic economic policy are
discussed in Section V.

ITI. The Accounting of Capital Flows

International capital flows are recorded in the non-reserve capital
account of the balance of payments. This account includes all international
transactions with assets other than official reserves, such as transactions
in money, stocks, government bonds, land, factories, and so on. When a
national agent sells an asset to someone abroad, the transaction enters his
country's balance of payments as a credit on the capital account and is
regarded as a capital inflow. Accordingly, net borrowing abroad by domestic
agents or a purchase of domestic stocks by foreigners are considered as
capital inflows, which respectively represent debt and equity finance. The
methodology of the International Monetary Fund breaks down capital flows
into three main categories: foreign direct investment, portfolio
investment, and other capital.

The simple rules of double-entry accounting ensure that, up to
statistical discrepancies, the capital account surplus or net capital inflow
(denoted by KA) is related to the current account surplus (denoted by CA)
and to the official reserves account (denoted by RA) of the balance of
payments through the identity:

CA+ KA +RA=0, 3/

1/ For tracing on the evolution over time of individual country ratings
see, for instance, LDC Debt Report by Salomon Brothers.

2/ The countries included in our sample are: Argentina, Bolivia, Brazil,
Chile, Colombia, Ecuador, Mexico, Peru, Uruguay, and Venezuela.

3/ Notice that RA<O implies accumulation of reserves by the monetary
authority.




An important property of the current account is that it measures the change
in the economy’s net foreign wealth. A country that runs a current account
deficit must finance this deficit either by a private capital inflow or by a
reduction in its official reserves. In both cases the country is running
down its net foreign wealth. Another important characteristic of the
current account is that national income accounting implies that its surplus
is equal to the difference between national saving and national investment
(that is, CA = S-I). Accordingly, an increase in the current account
deficit can be traced to either an increase in national investment, a
decline in national savings, or any combination of these variables that
results in an increased investment/savings gap. Finally, the official
reserves account records purchases or sales of official reserve assets by
central banks. Thus, this account measures the extent of official foreign
exchange intervention by the authorities, and is often referred to as the
official settlements balance or the overall balance of payments (see
footnote 3 on page 3).

The foregoing discussion indicates that there are two polar cases of
central bank intervention under increased capital inflows. In a no-
intervention scenario, the increased net exports of assets in the capital
account are financing an increase in net imports of goods and services.
Under these circumstances, capital inflows would not be associated with
changes in central banks'’ holdings of official reserves. At the other
extreme is a scenario in which the domestic authorities actively intervene
and purchase the foreign exchange brought in by the capital inflow. Thus,
the increase in KA is matched, one-to-one, by an increase in official
reserves (recorded as a reduction in RA). In this case, there is no change
in the gap between national saving and national investment, nor is there any
change in the net foreign wealth of the economy. That is, the capital
inflow would then be perfectly correlated with changes in official reserves.

In reality, we observe foreign exchange market intervention but not on
a scale that would produce a one-to-one relationship between reserves
accumulation and capital inflow. Put differently, the observed increase in
capital inflows to Latin America is partly matched by an increase in the
region’'s current account deficit and by an increase in central banks’
official reserves. The pertinent data are discussed in the next section.

IIT. Stylized Facts

In this section we quantify some of the key aspects of the current
episode of capital inflows to Latin America and the related underlying
macroeconomic developments. 1/ To document the regional aspects of

l/ See also Financial Times (1992), Kuczynski (1992), and Salomon
Brothers (1992).




this phenomenon we aggregate annual data and focus on Latin America as a
whole. 1/ Monthly data for individual countries provide greater detail

and are also discussed here and in the section that follows. The current
developments are then compared with previous episodes of capital inflow.
Last, we elaborate on the role of external developments, especially those in
the United States.

Tt Anatomy of capital inflows

Table 1 presents a breakdown of Latin America’s balance of payments
into its three main accounts. The capital inflows under consideration
appear in the form of surpluses in the capital account, of about $24 billion
in 1990 and about $40 billion in 1991. It can be seen that a substantial
fraction of the inflows have been channelled to foreign exchange reserves,
which increased by about $33 billion in 1990-91. About 63 percent of the
inflow in 1990 was matched by an increase in official reserves, leaving the
remaining 37 percent to finance the deficit in the current account. Yet,
the latter increased markedly in 1991, accounting for 55 percent of the
capital inflow. Considering 1990-91 as a whole, the net capital inflow was
equally split into a widening in the current account deficit (a reduction in
CA) and an increase in official reserves (a reduction in RA). The former
suggests that capital inflows have been associated with an increase in the
gap between national investment and national saving. In countries like
Chile and Mexico, an important part of the inflows has financed increases in
private investment; yet, in countries like Argentina and Brazil there has
been a marked rise in private consumption. 2/ The increase in official
reserves, in turn, indicates that the capital inflow was met with a rather
heavy degree of foreign exchange market intervention by the various monetary
authorities.

Part of the increased capital inflows represent repatriation of
previous flight capital (whose stock abroad is estimated at about $200
billion at the end of the 1980s). 3/ But, there also are new investors in
Latin America. Table 2 reports various items in the capital account of
Latin America, Notice that quantitatively the most important item is the
increase in net external borrowing, which accounts for 70 percent of the
capital inflow in 1990-91, and which is primarily borrowing by the private

1/ For the purposes of the present section, Latin America includes the
same set of countries included under Western Hemisphere in IMF's World
Economic Outlook and International Financial Statistics.

2/ These figures, which are available from the authors, express
investment and consumption as shares of GDP and rely on preliminary national
income accounts data for 1991.

3/ On the role of various policy measures to reverse capital flight —
such as amnesties, capital account liberalization, and introduction of
foreign—currency denominated domestic instruments — see International
Monetary Fund (December 1991) and Mathieson and Rojas-Suarez (1992).
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