International financial! flows
The financial crises of 1997-99 have put the growing interdependencies among countries in the spotlight and led to rheir intense scrutiny. International capital flows to developing countries, though still concentrated in a dozen or so host economies, are rapidly becoming a major force, making the effective development, regulation, and liberalization of finan-

ing their upward trend.6 Much has rightly been made of die technological developments in computing and telecommunications that are reducing transactions costs. In addition, considerable attention has been given to the possibility that hedge funds and the use of new derivatives instruments could increase the volatility of capital flows.7 At the same time, financial innovation has done much to contain the newly emergent risks and create a rich menu of investment possibilities—another trend that will not be arrested, simply because the potential rewards are so attractive.8 More significant, the supply of financial resources will expand over the next two decades, fed by pension and mutual funds in industrial societies (box 1.1). The value of global pension assets rose from $6 trillion in 1992 to $9,7 trillion in 1997. Although

the rate of growth of pension assets in the United Kingdom and the United States could drop to 6-7 percent a year over the medium term, the projected value of global assets for 2002 is a hefty $13.7 trillion. These resources will be -aggressively seeking high returns throughout the world.
Increases in demand for funds will match, if not exceed, any increase in supply. Some 85 percent of the world's people reside in developing countries, half of them in cities. Large numbers of them (close to 1.5 billion in 2000) live on less than $1 a day (a widely used poverty line). To modernize, industrialize, and urbanize, developing countries will need huge injections of capital. Most of it will come from domestic savings, but well-run developing countries offering solid returns can expect to supplement their
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savings wirh resources from all over the globe.17 Developing countries are also the fastest-growing markets for the products of multinational corporations.18 As these markets expand they will attract ever-greater amounts of foreign direct investment, which provides jobs and managerial and technical expertise, as well as capital. But die governments of developing countries must take measures to attract such investment, since it will not automatically find its way to them. In 1996 investors sent only one-quarter of their money to the developing world.19
The globalization of financial markets affects development because finance plays such an important role in economic growth and industrialization.20 Financial globalization affects growth in two ways: by increasing the global supply of capital, and by promoting domestic financial development that improves allocative efficiency, creates new financial instruments,21 and. raises the quality of banking services.22 Competition comes not only from other domestic banks but also from foreign banks and from thriving nonbank financial intermediaries. Both complement banks and, in die case of stock markets and other monitoring agencies, enhance discipline by continuously assessing information on portfolios and performance.23 Moreover, experience suggests that foreign financial institutions do not undermine domestic banking systems; they are rarely dominant and tend to exhibit a long-term commitment.24
The financial performance of emerging markets in the 1990s made capital account liberalization an attractive option for developing countries. Markets seemed broadly stable and fairly disciplined, and many countries began to view the recommended sequence of liberalization (starting with the building of regulatory capabilities and the strengthening of banking and financial markets) as less important than research had indicated it was.25 Several developing countries, urged by the weight of opinion in some industrial countries, began loosening controls on inflows and outflows of capital, and while most retained some constraints, a few abolished all of them.26 Furthermore, openness remained the most popular option as containing outflows became increasingly difficult and the advantages of inflows grew ever more evident.
The crisis in East Asia in 1997 made policymak-ers apprehensive about further financial globalization. Several of the most successful emerging economies

have been badly bruised by financial turbulence associated with the East Asian meltdown. In fact, the costs of the crisis have been much higher than those associated with other recent financial debacles (figure 1 ,3). But the fiscal costs pale in comparison with the forgone growth and increased poverty and inequality these crises can create, especially in urban areas (figure 1.4).27 The East Asian crsis has abruptly pushed die issue of sequencing liberalization measures to the top of the policy agenda. Several questions need to be answered. What role can capital controls play in minimizing exposure to sudden changes in the sentiment of portfolio investors? Are controls on capital outflows desirable, or even possible? And, given the increasing number of international/transactions of goods and services, how easily can these controls be sidestepped?
Like earlier crises, the East Asian meltdown has enhanced the attractiveness of long-term capital investment, with one difference. Until recently, governments preferred debt to equity financing or to foreign direct investment, both because they did not want foreign interests controlling major segments of the economy and because domestic owners of major corporations feared losing control.28 The mood began shifting as countries recognized that foreign direct investment brings with it not only capital but also tech-
Figure 1.3
Source: Figures for Indonesia, Malaysia, and Thailand are from official sources; figures for other countries are from Wall Street Journal. December 9, 1998.
Nonperforming loans can account for up to 50 percent of all bank loans at the peak of a banking crisis
Figure 1.4
Resolving bank crises can cost
up to 40 percent of GDP

Figure 1.5
Foreign direct investment was less volatile than commercial bank loans and total portfolio flows, 1992-97
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Note: Resolution costs include the government's direct costs as well as quasi-fiscal costs such as exchange rate subsidies, as defined by the IMF. Source: Caprio and Klingebiel 1999.

Source: UNCTAD. World Investment Report. 1998.
nology, market access, and organizational skills.29 Studies of recent episodes of financial turmoil have focused on the volatility of certain private financial flows and the ways.in which it helps create an unstable environment and hurts economic development. An analysis of the period 1992-97 shows that foreign direct investment was less volatile (as measured by the coefficient of variation) than commercial bank loans and foreign portfolio flows (figure 1.5).
In 1997 developing countries accounted for 30 percent of the foreign direct investment stock, or $1.04 trillion, 90 percent of which originated in industrial countries (table 1.1). Five countries—Argentina, Brazil, China, Mexico, and Poland—received half the total for developing countries.30 Multinational corporations account for much of this investment. Their investment stimulates export-led growth in well-positioned economies through spillovers arising from the sourcing of their products, and distribution of their production facilities.31 Philips Electronics, for instance, employs more workers in China than in the Netherlands. Alliances between multinationals continue to fuse markets as corporations take advantage of scale and scope economies and cope with the rising cost of technological innovation.32 Chapter 3

details how developing countries can reform their institutions and policies to attract more foreign direct investment.
The East Asian crisis also raised the issue of whether coordinated macroeconomic and regulatory actions could have averted or mitigated the crisis and lessened the contagion effects. A number of institutional possibilities are explored in chapter 3. Closer policy coordination among the principal economies in the Asia-Pacific region might have kept the exchange rate and associated interest rate fluctuations within reasonable bounds, leading to earlier concerted action to contain the crisis.33 Coordination and some degree of uniformity could also have extended to financial regulation. Regional and possibly international bodies could have reviewed national banking practices to determine their compliance with the basic prudential rules for banks established by the Basle Accords. (In principle, countries can adopt unilateral or regional standards higher than those in the Basle Accords, including the changes in the accords proposed in 1999.)3*
