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I ntroduction

You have heard it dl before. Capitd flows are not dl the same Frankel and Rose,
1996; Kaminsky, Lizondo and Reinhart, 1998). Just as with cholesteral, there is the good kind
and the bad kind. The good kind — foreign direct invessment (FDI) — brings with it technology,
manageriad skills and market access and thus accelerates growth and development Aitken,
Hanson, and Harrison, 1997; Blomstrom and Kokko, 1997; Borensztein, De Gregorio, and
Lee, 1998). Furthermore, it is bolted down and cannot leave so easily at the first sign of trouble.
It flows in because it is attracted by the long-term prospects of a country and the confidence
that its policies and indtitutions inspire. The bad cholesterol is represented by debt, especidly of
the short-term variety. It is driven by speculative consderations based on interest rate
differentials and exchange rate expectations, not on long-term consderations. Its movement is
often the result of mord hazard digtortions such as implicit exchange rate guarantees or the
willingness of governments to balout the banking system. It is the firg to run for the exits in
times of trouble and is responsble for the boom-bust cycles of the 1990s (Chuhan, Perez-
Quiros, and Popper, 1996; Chuhan, Claessens and Mamingi, 1998; Claessens, Dooley, and
Warner, 1995; Dooley, Claessens and Warner, 1995; Sarno and Taylor, 1999).

Thisanalyss casts current Latin American eventsin avery favorable light: the flow of
capitd to Latin Americais becoming increasingly dominated by FDI. In fact, while private
capital inflows (i.e. totd cholesterol) declined to US$ 68.6 billion in 1999, off 36 percent from a
peak of US$107 hillion in 1997 (see Figure 1), FDI¥4 the good cholesterol3 has been
exploding. In fact, from less than USS$ 10 billion in the early 90's (see Figure 2), and US$ 35.8
billion (36.8 percent of private flows) as recently as 1996, FDI reached US$ 66.5 hillion in
1999, just under 97 percent of net private capita inflowsin 1999 (see Figure 1).

How should we interpret the upsurge in FDI? Is it the consequence of a better policy
environment? Isit asign of confidence in the growth prospects and policies of Latin America?
Should countries try to promote FDI while discouraging other types of flows?



This paper studies the proposition that capita inflows tend to take the form of FDI
Y4i.e. the share of FDI intotd liabilities tends to be higher¥4 in countries that are safer, more
promising and with better inditutions and policies. It finds that this view is patently wrong since it
gtands the historica record on its head. It then uses aternative theories to make sense of the
facts. It begins by studying the determinants of the Size and composition of the flows of private
capital across countries. It finds that while capital flows tend to go to countries that are safer and
have better indtitutions and financid markets, the share of FDI in total flowsis not an indication
of good hedlth. On the contrary, countries that are riskier, lessfinancialy developed and have
weeker indtitutions tend to attract less capital but more of it in the form of FDI. Hence,
interpreting the rising share of FDI, asasign of good hedlth is unwarranted.! Thisis even more
0, given that FDI’ s recent rise has taken place while tota private capitd inflows have fallen.

After establishing the stylized facts we move on to darify some of the misunderstandings
that emerge from the mere definition of foreign direct invesment. In particular, FDI is not the
foreign firm itsdlf but only one of the ways in which it finances itsdf. We will argue, following
Coase (1937) and Williamson (1985), that firms are in themselves subgtitutes for the market
and will tend to extend their borders wherever they encounter missing or inefficient markets. In
this context, foreign companies deding with such markets will want to have hierarchica control
(i.e. establish firms), in those environments where transaction codts (i.e. the costs of relying on
the market) are high. Hence, in countries with inefficient financid markets, inadequate contract
enforcement and poor protection of intellectua property, foreign companies will want to operate
directly instead of relying on locd suppliers, franchises or other arrangements. Secondly, the
choice between debt, portfolio equity and FDI will reflect those eements that the theory of
corporate finance has pointed out: the higher the risk, the greater the reliance on equity; hence
FDI.

We will conclude with some policy implications. The first is that the share of FDI in total
capitd inflowsis not ameasure of anything good happening in the economy. We will argue that

! A companion paper addresses the issue of the relationship between the composition of the
capita account and the risk of crises. It studies among other things the proposition that FDI is



the fact that the recent risein the ratio of FDI to total capitd inflows started after the Tequila
criss and accelerated during the East Asan and Russian crisesis no coincidence. It can be
explained by the fact that lower growth prospects and higher risks lead companiesto prefer
more equity and less debt in the composition of their capital. Also, poorly functioning debt and
equity markets can make FDI a more efficient way to access capital. In al of these cases, the
fact that the share of FDI in capitd inflowsisrigng isnot bad in itsdf, but isingtead an optimd
reponse to a deteriorating environment. Hence, a high share of FDI in cgpita inflowsis not a
sgn of good hedlth, as evidenced by the industrid countries whereit is barely 12 percent.
Consequently, policies directed at expanding that share are unwarranted. Instead, countries
should concentrate on improving the environment for investment and the functioning of markets.
They arelikey to be rewarded with increasingly efficient overal invesment as well as with more
capita inflows. However, under those conditions the share of FDI in those inflows may decline:
that could very well be asign of good hedth!

The paper starts by presenting the empirica evidence on the size and composition of
capitd inflows (Section 2). In section 3 we run a s&t of regressions to see how much of the
cross-country experience can be explained by variables such as the quality of inditutions, the
level of risk and development, among others. In sections 4 to 6, we review different theoretical
gpproaches to see how they may help make sense of the empiricd findings. We derive our

conclusionsin section 7.

Size and Composition of Private Capital Flows: Some Stylized Facts

Doesit not make senseto see FDI as amore serious, long-term commitment to a country that is

more demanding in terms of ingtitutions, prospects and policies? Should one not expect FDI to

better because it is“bolted down”.



be a preferred type of capita? What is wrong with the good cholesterol¥ bad cholesterol
metaphor?

To andyze this question we looked at three concepts. First, we considered gross
private capitd inflows as ashare of GDP, i.e. how large is the stock of ligbilitiesto private
foreign investors relative to GDP. Second, we looked at the share of FDI in those lidbilities, i.e.
the share of good cholesteral. Findly, we examined the ratio of FDI to GDP. Obvioudy, the last
retio is the product of the first two.? We can thus decompose the share of FDI to GDP asa
consequence of avolume effect, reflected in the tota flow of private or commercia capitd, and
a composition effect, i.e. what proportion of it is FDI or “good cholesterol.” Figure 3 uses the
stocks of lighilities for 1997, while Figure 4 uses the average flows of capitd for the period
1996-98.% The two sets of graphs are quite Smilar, indicating that what has been true
historically, as reflected in accumulated stocks, is aso true for the recent past.

Figures 3a.and 4a show that gross private liahilities as a share of GDP are by far highest
inindustrid countries, with flows reaching dmost 10 percent of GDP. Then comein dose
proximity to each other three middle-income regions: Latin America, East Asia®, and Eastern
Europe, averaging around 3 percent of GDP. The lowest levels are found in the low-income
regions of Asaand Africa, with flows that are between 1 and 2 percent of GDP.

Figures 3b and 4b show the proportion of private flows that take the form of FDI. Here
the story isreversed. Theindustria countries show the lowest share of good cholesteral,
averaging only about 12 percent of tota liabilities. In figure 3b we find that the stock of FDI
represents around 30 percent of the total stock of private externd liahilities in the three middle
income regions of Latin America, East Adaand Eastern Europe, while the shareis highest in the
poor regions of Asiaand Africa, where it exceeds 50 percent. This pattern varies somewhat
from recent experience, as shown in Figure 4b. There, theratio in Asahas amply surpassed

2 The rdaionship is straightforward:
FDI/GDP = (Totd Private Capita/GDP)(FDI/Totd Private Capitd)
% Data on 1999 was not available for dl regions of the world.
* For the purpose of this paper we define East Asiaas Korea, Indonesia, Thailand, Mdaysia,
The Philippines and Singapore.



thet in Africawhile theratio in Latin America has become much higher than that observed in
East Asiaand Eastern Europe.

Figure 3c shows the accumulated stock of FDI as a share of GDP. Latin Americaand
the indudtria countries share asmilar ratio of dightly over 7 percent of GDP, followed by East
Agawith 6.3 percent. Eastern Europe fdlsin amuch more distant fourth place, with stocks of
FDI asashare of GDP amilar to those of Africa, under 4 percent of GDP, while the lowest
ratio is observed in Asa, whereit isbelow 3 percent of GDP. Figure 4c shows that the recent
experience has been different. Latin Americais by far the region with the highest ratio of FDI to
GDP, reaching 1.6 percent of GDP. Theindustria countries, East Asa and Eastern Europe
received asmilar but much lower proportion of FDI, averaging some 1.2 percent of GDP. Asa
and Africa have both recelved dightly less than 1 percent of GDP in FDI flows during 1996-98.

Hence, we find that tota capital flows tend to increase with the level of development.
However, the share of those flows that take the form of FDI tends to decline with the level of
development. Said differently, FDI seems to be an inferior good in the sense that its share tends
to fal with income. Findly, the share of FDI to GDP is a consequence of these two previous
effects. It isvery high in industria countries because it isasmdl share of avery large totdl
volume of capital. It has been unusudly high in Latin America recently, not because total flows
have been high, but because the share of those flows that take the form of FDI has been
unusudly high both historical spesking and in reation to other middle income regions such as
Eastern Europe and East Asa Findly, in Africaand Asatheratio of FDI to GDPislow
because low volumes of total capitd are not compensated by very high shares of FDI in the mix.

Thisisafirg piece of evidence that there must be something wrong with the
conventiona wisdom. The share of good cholesteral is not highest in the most prosperous
regions, but quite the contrary. What the conventional wisdom attributes to FDI seemsto be
true of total capitd. It istotal capitd that appears to go up with economic development while the
share of FDI declines.

The following three sections delve into an empirica investigation of these three
propositions and find them ether patently wrong or at least largely unsubstantiated. We then

explore theoretical gpproaches that can make sense of the historical experience.



What Determines the Size and Composition of Capital Flows?

Wheat factors are associated with the sze and composition of capita flows? What isthe role of
the levd of development, openness, sahility, and financid and indtitutiona development on the
dze and compodtion of capitd inflows. What factors are associated with high proportions of
good cholesterol?

To explore this question we compiled a data set described in Annex 1 and used it to run
a st of regressons. These are presented in Tables 1 to 3, which present, respectively,
equations for the total volume of capitd as a share of GDP, the compasition of FDI in totd
capitd inflows, and the share of FDI in GDP. The firgt parts of dl tables show the results for the
smple regresson using as independent variable only the concept shown. This servesto identify
the overdl empirica relationship between the two variables. The second part of the tables
shows the results of each explanatory variable when we control for the leve of income per
capita, the sze of the economy (tota GDP) and the leve of openness (the ratio of exportsto
GDP). These regressions examine the effect of each variable when we keep the control
variables congtant. We present only the regressions for the determinants of the average flows for

1996-98. Smilar results are obtained by using the data on stocks shown in Figure 3.

The Effect of the Level of Income

As suggested by Figures 3 and 4, the total volume of capital flowsis strongly and
positively related to per capita income Thisreationship is quite robust and as shown in the
second part of Table 1 is dill Sgnificant when we include other determinants such as the overal
Sze and openness of the economy.

By contrast, the share of capital inflows that takes the form of FDI is strongly
negatively related to income ardationship that aso remains significant when other control
variables are included.

The share of FDI in GDP, which is the product of the previous two ratios, is

positively related to income, but the satigtica significance of this relationship is not robust to



theincluson of other control variables.
We conclude that capitd flows tend to increase with the level of development but the
share of FDI tends to decline. The net effect of both factors on the share of FDI in GDPis

ambiguous.

IsBig Better? The Effect of Economic Size

Does capitd tend to flow to larger economies? Does a bigger domestic market attract
FDI? Are smdl countries at a disadvantage?

To explore these issues we use as ameasure of Szethe log of GDP in dollars a current
prices. We find a positive correlation between the totdl size of capita flows and size, but this
relationship is not robugt, and in fact changes sgn when we include income per capita. The
implication isthet for two economies with similar levels of development, the bigger
economy does not receive larger flows

The FDI compasition of the flowsis negatively rdated to economic sze and the
rel ationship remains negative, dthough not gatisticaly significant when the other control
variables are included. Hence, there is no evidence that larger countries attract a
proportionally larger share of FDI in total flows

The share of FDI in GDP%4 the product of the two previous ratios¥ is negaively and
not significantly associated with Size. Hence, there is no evidence that capita favors larger

economies.

The Effect of Openness

Is capitd attracted to more open economies? Does FDI flow to countries that are more
open? To answer this question we studied the relationship of the share of exportsin GDP with
the volume and composition of capitd inflows.

Wefind that the total volume of capital flowsis positively and strongly related to
openness. More open economies tend to attract proportionaly more foreign capital. However,
the same is not true for the FDI-composition of capitd: openness is negatively related with the
share of FDI, dthough this relaionship is not robust to the inclusion of income per capitaand



sze. Hence, the share of FDI in capital flows does not increase in economies that are
more open.

Theratio of FDI to GDP is positively and robustly associated with openness, but
we conclude that it is only because of the effect of openness on the total size of capital
inflows and not because it affects the share of FDI in the composition. Openness increases all

forms of cholesterol; it does not skew the composition towards FDI.>

Does FDI Flow to Safer, More Stable Countries?

Does an environment of economic stability attract FDI7? To andyze this question we ran
regressons of the Sze and composition of capitd inflows on the volatility of GDP growth over
the previous decade and on a measure of country risk. We find thereis a strongly negative and
datigticaly sgnificant relationship between country risk and total capita flows. Riskier
countries get less capital. The relaionship remains negative but loses sgnificance when we
introduce other controls. Thereis dso awesk negative relationship between volatility and the
volume of capita flows, ardationship that is consstently negetive but not satigticaly sgnificant.

By contrast, there is a positive and statistically significant relation between
country risk and the share of FDI in capital inflows: riskier countries tend to get more of
their flowsin the form of FDI. Thelink between volatility and the FDI composition of flowsis
aso positive and both remain pogtive but lose their datistical significance when other controls
areincluded.

As aconsequence of these two factors, thereis a postive but not satisticaly significant
relationship between volatility and theratio of FDI to GDP. However, thereis a negative
relationship between country risk and the share of FDI in GDP. It issgnificant and
maintains its sgn, but does not remain Satigticaly sgnificant when we introduce the control
variables. We conclude that it is not true that capital flows tend to take the form of FDI in

mor e stable economies. While capital tends to shun volatile environments, its composition

> Alternatively, one could interpret the relationship asindicating that countries that attract a
larger share of FDI in tota flows do not export more.
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tends to become more FDI-intensive when volatility is greater.

The Effect of Natural Resources

Is capita attracted by the opportunity to exploit natural resources? To study this
question we looked at the relationship between our variables of sze and compostion of capital
flows with the World Bank data on subsoil naturd wedth. We find a negative and Satidticaly
not significant reationship between the tota volume of capita flows and subsoil wedth.
However, thereis a postive, Satigicaly sgnificant and robust relationship between subsoil
wedlth and the share of FDI in capitd flows. As a consequence, the share of FDI in GDPis
asociated with subsoil wedth in a positive but not Satigticdly sgnificant manner. We conclude
that natural resources are no magnet for capital, but they tend to strongly shift the

composition in favor of FDI.

Does Distance M atter ?

Isbeing far away a problem? To study this question we looked at the distance of a
country to mgor world markets. We find that distance is negatively and significantly related to
totd capitd flows, dthough the reaionship keepsits Sgn but loses its Satistical sgnificance
when other control variables are introduced.? However, the share of FDI in capitd inflowsis
positively affected by distance in a datisticaly significant and relatively robust manner. Asa
consequence, the ratio of FDI to GDP seems to go up with distance.

We conclude that proximity may be good for total capital flows, but it does not favor
good cholesterol. The share of FDI goes up with distance.

Does Financial Development M atter ?
Gresater financid development as measured by the share of private credit to GDP is
positively related to capitd flows but negatively related to the share of FDI in those flows. The

® Sachs and Warner (199?) and IDB (2000) find thet the level of development is negatively and
strongly affected by distance.
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relationship maintains its sgn but is sgnificantly weskened by the introduction of other control
variables, especidly income per capita. The net effect of these two factors on the share of FDI
in GDPis positive and strong, but not gatisticaly sgnificant when other controls are included in
the regression.

We conclude that financial development is positively associated with the volume of

capital, but does not shift its composition in favor of FDI.

DoesIngtitutional Quality M atter?

Is FDI attracted by the qudity of a country’s inditutions? To anayze this question we
used two sets of internationdly comparable indexes of indtitutiond qudity. First, we used Dani
Kaufman's 6 indexes of government qudity (regulatory burden, accountability, government
effectiveness, graft, rule of law). We dso condructed a single overdl index of government
qudlity as the principa component of the 6 individual measures. Second, we used the La Porta
et d. (1997, 19983, 1998b) indexes of creditor rights and shareholder rights.

Wefind that Kaufman'sindexes of inditutiona qudity are pogtively and strongly
correlated with the total volume of capita flows. This rdationship remains postive but not
datidticdly sgnificant after the incluson of the control variables, especidly income per capita
The only index that remains significant is the measure of regulatory burden. IDB (2000) finds
that Kaufmann's indexes are strongly correlated with measures of the level of development such
as income per capita. Hence, one interpretation of the resultsis that inditutions metter through
their effect on the level of development, but not directly. If a country at agiven leve of
development improved its ingtitutions it would not get much more capitd. The LaPortaet d.
index of creditor rights does not show any consstent relationship with the volume of capitd
flows, but the index of shareholder rights does have a positive and quite robust relationship with
the overal volume of capita flows.

By contrast, the FDI sharein capital flowsis strongly and negatively associated
with Kaufman’s measures of institutional development and with La Porta’s measure of
shareholders' rights After theincluson of the control variables, this rdationship remains
negative for 6 of the 9 indexes, but not in a gatisticaly sgnificant manner.
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As aconsequence of these two effects, the share of FDI in GDP is positively associated
with inditutiona development as shown by the positive and datisticaly sgnificant rdationship in
7 out of the 9 indexes used. The relation remains positive for 7 of the 9 indexes and Satidticaly
ggnificant for 5 indexes, especidly regulatory burden, government effectiveness and shareholder
rights.

We conclude that institutions positively affect the volume of capital flows but do
not skew the composition in favor of FDI. Countries with better ingtitutions do get more FDI,

but they aso get more of other kinds of capitd.

Some Preiminary Conclusons
Capital flowstend to go to countries that are more devel oped, more open, more stable,
financidly more advanced and with better indtitutions. However, these factors tend to reduce the
share of FDI in capita flows. Hence, alarger share of FDI in capitd flowsistypica of countries
that are poorer, more closed, riskier, more volatile, more distant, less financiadly developed, with
wesker inditutions and with more natural resources.

How can we account for these stylized facts? What is the logic behind these findings?

The next three sections explore potentia explanations.

What is FDI? Some Accounting Gimmicks

Much of the confusion about FDI emerges from misunderstandings about what is measured as
FDI. FDI is defined as the increase in the equity position of anon-resident owner who holds
more than 10 percent of the shares of the firm. It aso includes the loans received by the local

company from the parent foreign owner.’

" In fact, about 20 percent of FDI flows take the form of loans from the parent company. The
moativation for and implications of this fact will be discussed below.
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A firmisaset of assetsthat are “owned” (i.e. financed) by creditors and shareholders,
where the former have a senior claim over the resources and revenues of the firm and the equity
owners hold the resdud clams and have greater influence over management. FDI is not the firm
and itsasats. Indtead, it isjust one of the sources of financing for the firm. Thisdidinction is
important because many of the benefits attributed to FDI are redlly generated by the firm, not by
the way it finances itsdf. For example, if aforeign-owned company bringsin new technology, a
better management system or access to new export markets, it is the firm that bringsit, not FDI.
FDI isjus one way in which such afirm finances itsdlf. If the firm decides to finance itsdlf mainly
by borrowing domestically, dl the above mentioned improvements would take place, but it
would not be registered as FDI. If by borrowing domesticdly it generates incentives for banks
to borrow internationally in order to supply the increased demand for credit, then the firm would
have caused an increase in external borrowing by banks, not FDI.

If the foreign owner buys out the equity position of a domestic owner, thet is consdered
FDI, even though there are no new machinesin the country, just a change of ownership. If the
old owner buys an internationdly diversfied portfolio with the money he received from the sde
of the company then what camein as FDI leaves as other forms of capita outflow and is not
available to pay for any new imports. Thisis oneway in which FDI is not bolted down.

Also, if the foreign owner does aleveraged buyout by borrowing domesticdly, the loan
would be registered as an outflow of capital (aloan to aforeign agent by a domestic bank),
while the buyout would be registered as FDI. In this case, FDI is not financing the current
acoount. It isjust the “return” of money that only figuratively went out.?

Condder ahedthy company with good growth progpects that normdly reinvests dl its
profits and borrows abroad to fund part of its expansion plans. Suddenly, aforeign company
acquires the domestic firm, maybe because the old owner wantsto retire. After the purchase,
the company is run just the same, with the same reinvestment policy and the same borrowing

plan. This operation will lead to asudden jump in FDI in the year of the acquisition. After thet,

& The same would happen to the accounting of a domestic bank loan to aforeign owned firm
that isincorporated abroad instead of through alocd subsidiary.
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the current account deficit of the country will increase by an amount equivaent to the accrued
profits of the firm. But sSince these are reinvested it would be registered as an equivadent inflow
of FDI every year. Hence, there would be along run increase in FDI, but not an increase in the
red investment of the economy, only a change in ownership.

To make sense of FDI it isimportant to understand that there is no agent called FDI. FDI is
just an account. A firm has many accounts. it has equity, domestic and foreign assets and debits,
which can aso be either short or long-term. It is the firm that makes decisons, not the accounts.
FDI is not bolted down, machines are. If aforeigner buys a machine and givesit as a capitd
contribution (FDI) to aloca company, the machine may be bolted down. But the company’s
treasurer can use the machine as collaterd to get alocal bank loan and take money out of the
country. Hence, afirm may be doing one thing with its assets and something quite different with
the way it finances them. Money may be coming in through one account and leaving through
another. This meansthat checking whether FDI is more or |ess stable than other flows of capitdl
does not help determine whether it makes the overdl capital account more stable. The foreign
company’s treasurer may be hedging the firm’'s FDI exposure by borrowing domesticaly and
taking out short-term capital.

This discusson helps explain why asignificant part of FDI is documented as aloan from the
parent company.® Part of the answer has to do with tax considerations, Since interest and
dividends are often not treated the same by the tax code. But aso, dividends and stock
repurchases are awkward ways to hedge risks. They are typically decisions of the shareholders
or at least of the executive board and require the presentation of the company’s financid results,
something that happens at most quarterly. Profits have to be assessed by outside auditors and
they involve tax liabilities. Therefore, dividends cannot be determined overnight. By contragt, the
treasurer can use hisliquid assets or take aloca |oan and repay the parent company much more
swiftly. So documenting FDI as aloan from the parent company makes it much essier to teke
out at short notice, in case of trouble: another way in which it is not bolted down.

® It makes sense to trest the loan as an equity investment because it isin principle junior to &l
other debt obligations of the firm.
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Hence, we need atheory of how afirm makesits decisonsin order to interpret changes
inits“capita account” and in the way the baance of payments moves. To develop such a
theory we will begin by extracting some implications of the new theories of the firm and then

move on to issues of finance.

The Firm as a Substitute for the Market

FDI involves ownership that provides significant control over afirm. A firm isahierarchica
organization, whose existence was pretty much disregarded by neo-classica theory. Why is
production organized through firms and what determines their structure? With perfect and
complete markets, there are few reasons for factors to meet in alarge organization. Workers
and capital can just go every day to the market and dlocate themselves. A theory of the firm
would have to explain why we observe these hierarchica structures we call firms that dedl with
the market only at their borders. when they buy or sdll, not when they produce. ‘Make or buy’
isaquestion that every firm must face when deciding where to put its borders. Should an
gppard company make its own cloth or buy it from another firm? Should it dye, samp or wash
it? Should it make its own yarn? Should it make its own packaging? Should it sdl to wholesalers
and retailers or own and operate the distribution channdsit uses? Should it instead have
franchises? Coase (1937) and Williamson (1985) provide an answer to this puzzle. They argue
that markets are not perfect and generate transaction costs. Hierarchies are not perfect either
and dso generate internal transaction or organizationa costs. Firms compare the transaction
costs of relying on the market with the production and bureaucratic costs of doing things
internaly. Are suppliersrdiable? Do they have monopoly power? Isthe internd organizetion a
mess that cannot hold yet another activity? Are there any synergies of having severd activities
under the same roof?

So why would aforeign firm want to extend its borders internationaly through FDI,
ingead of just relying on the market? In generd, given organizationd and management cods, the
mor e inefficient the market, the greater the incentive to extend the border of the firm.

The firm will try to interndize al the functions that are poorly carried out by the market. Hence,
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the firm can be thought of as a subgtitute for the market. We should not then be surprised to find
that when the indtitutiona environment is poor, or when certain markets are not adequately
developed, foreign firms may find that in order to do business in another market they need to
own and operate afirm, they cannot rely on the market.

Thiswould explain why the total volume of capitd flows is positively affected by the
qudity of acountry’singtitutions and growth prospects, but the share that takes the form of FDI
declines with better inditutions. The intuition isthat the share of FDI needsto be greater in
countries with bad ingtitutions because firms will need to subgtitute for missng markets.

Poor Protection of Intellectual Property

One such example is technology. Enforcing ownership on idessis extremdy difficult. If it
were not, firms could smply market their know-how and not have to move into new countries
or areas. In the absence of such intellectud property rights protection (IPR), firms may be put in
a gtuation where the only way to profit from their know-how is by expanding towards new
markets and countries. In this sense, FDI may be prompted by inadequate property rights
protection. Y ou would not give afranchise if you thought that the franchisee would stedl your
know-how and establish himsdlf independently. Y ou would not even trust alocal partner not to
st up his own shop once he gets the hang of the business.

The conclusion isthat the worse the protection of property rightsin generd, or IPRin
particular, the more likely firmswill have to own and operate their own facilitiesin amarket in
order, for example, to explait their know-how. To do o, they would have to put in some FDI
and then finance with debt the rest of their operations. Hence, while the poor quality of the
inditutions of capitalism may make overd| investments and capitd inflows smdler, it will force

more flows to take the form of FDI.

Financial Markets

Finance is another tricky sector. It suffers from time inconsstency because, while a
borrower may find it in his benefit to commit to repay in order to get aloan, he may have
incentives to keep the money after receiving it. Not knowing what the borrower might do, the
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lender would be reticent to extend loans or would do so only at higher interest rates. But this
could be sef-defeating Snce a higher soread would diminish further the incentives or the ability
to pay. To assure the lender of his commitment to repay, the borrower may give as collaterd his
ownership of some assat. If hefails to repay, the lender is contractualy authorized to seize the
collaterd. Thisisjust one example of how contract enforcement is critical to sugtain financia
markets. In its absence, aforeign firm may find it advantageous to borrow abroad and transfer
the resourcesto itsloca company. Hence, FDI can be away to substitute for missing or
inefficient debt markets.

Financid markets also suffer from asymmetric information, which leads to mora hazard.
Typicdly, the firm knows more than (both debt and equity) investors about the nature of the
project it plans to embark upon. The firm could inform investors, but it hasincentivesto
misrepresent the truth. The borrower may be truthful, but how isthe lender to know? That is
why we typicaly observe more markets for debt than for equity. To lend you just need to
believe that you can seize the collaterd in case the borrower does not pay. Y ou do not need to
know much about the project itsdlf. If instead you are a minority shareholder, you need to know
everything about the business, plus you must monitor the manager or the board to make sure
they do not pocket your money through the many channels at their disposd.

Under these conditions the question is whether you should “make’ your own finance or
“buy” it in the market? Thisis the logic that leads to the conglomerate and the mullti-divisond
firm: given that they are under the same management structure, problems of asymmetric
information can be better addressed and capitd dlocated interndly in amore efficient manner.

Suppose thereis afirm in amarket where the financia system is lousy and accessto
internationa financeis limited, not because thereis any problem with the company, but instead
because the country has alow credit rating given the high stock of government debt. As they
often argue, these companies see themsalves as “the right firm with the wrong address” Imagine
two potentid owners. aloca entrepreneur and aforeign company. They both vaue the
company a what they perceive to be the net present value of the future cash flow. Theloca
owner interndlizes the fact thet at different moments in the future he will miss profitable
opportunities because access to finance will be restricted or very expensve. These redtrictions
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will bereflected in lower growth projections and/or a high discount rate. By contragt, if the
foreign owner does not need to rdy on the inefficient domestic market or on the volatile
international market for emerging-country debt, he may fed that financid market conditions will
not redtrict the growth prospects of the firm. He will reflect this by projecting a higher growth of
revenues or alower discount rate when vauing the firm. Under these conditions, it makes sense
to expect loca capital congtrained ownersto sell (at a price above their reservation price) to
foreign companies with better access to capita (at a price below their reservation price).

Isthiswhat is driving the new spate of mergers and acquisitions (M&A) in theregion?
Why were the local owners of Y PF or Energswilling to sdl to Repsol or Endesa-Spain? What
alowed the foreign company to offer a price above the reservation price of the loca owners?
Weas it their superior technology or was it their less congtrained financia access?

In this sense, the surgein FDI can be generated by the market’ s attempt to find
dternatives to poor financial markets for both debt and equity. By making the finance of Y PF
internd to Repsol and by tapping capital from a different capitd-city and with a different balance
shedt, the dlocation of capital becomes an interna decision of the firm circumventing both the
internationa emerging bond market and the local financid market of Argentina. Repsol-Y PF is
not funding itsaf with more equity, but its subgdiary in Argentina may look that way. By the
same token, foreign investment may take an increasing role in Mexico given that locd firms have
not had much access to domestic bank credit. In these cases, FDI is good because it helps
overcome poorly functioning financia markets but is not necessarily asign of an improving

domedtic environment.

TheLogic of Mergersand Acquisitions

Thisleads us naturdly to understanding the nature of mergers and acquisitions (see
Krugman 1998). Why do mergers and acquisitions take place? Why are some current owners
willing to sl to some potentid new owners? The theory of asset pricing gives us someidess.
The price of ashareis supposed to equa the net present vaue of future cash flows. If the cash
flows seen by two potential owners are the same or if the rate at which they discount those

flowsisthe same, they will value the asset a the same price and there would belittle point in
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trading them. Hence, if we observe a consstent movement in ownership from one set of owners
to another it must be driven by some difference ether in the cash flows or in the discount rate.
Sad differently, owners will sdl if they are offered a price above the net present vaue of the
flows they would obtain if they kept the ownership of the company. Hence, in principle,
ownership changes hands when the new owners fed they can extract alarger net present value
than the current owners can. What can drive this wedge between the two reservation prices?

Obvioudy, superior technology, management systems or market access will make one
owner capable of extracting more vaue out of afirm than its current owner extracts. Thisis
graightforward and involves the usua attributes associated with FDI. Notice however, that
many of the dementsthat could make FDI superior are not externdities. They can be perfectly
gppropriated by the firm, or partialy captured by the previous owners through a sales price
above their reservation price.

In more generd terms, the fact that internationd firms have access to better foreign
indtitutions and markets may be a source of vaue that can be extracted by purchasing firmsin
the loca market and arbitrage between the markets through the firm. Thiswould be arationde
for some of the mergers and acquisitions taking place in the region. It would aso explain why

the share of FDI tends to be higher in countries with wesker ingtitutions.

Corporate Finance and the Capital Mix

In anayzing the choice of capitd structure, consder the following proposition. Assume a certain
volume of capitd inflows. Would alarger share of FDI in totd flows not be ssfer? Thisis
obvioudy the view that a bondholder or a credit rating agency would take. Thus, in its recent
upgrading of Mexico's debt, Moody' s used as an argument the fact that the current account
was being financed mostly by FDI. Equity owners have clams on the cash flow of an entity that
arejunior to those of creditors. The larger the share of equity, other things being equd, the less
likely it isthat the bond will be defaulted on. Hence, as the share of equity increases, other
things being equal, the lessrisky the bonds. Hence, it makes sense for bondholders to see as

good news the increasing share of FDI in totd capitd flows. It means their claims are becoming
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relatively more senior. By the same token, seen from the point of view of the country, the larger
the equity share, the greater the risk that is shared with foreign investors.

But other things are not equal and this form of partid equilibrium thinking can be
mideading. Asthe share of equity expands, the debt becomes increasingly safer, and the
company will be ableto issueit at lower spreads. Modigliani and Miller (1958) showed that
under redively generd conditions, the firm would be completely indifferent to its capita
dructure. The intuition issmple. If afirm has a certain risky stream of cash flow and it divides
therightsto it in different forms (say between stocks and bonds), each piece will be priced
according to itsrisk and return characteristics. There is no way to add vaue to the firm by just
adjusting who gets what under which conditions. The totd vaue of the firmisjust the net
present vaue of its cash flow, no matter how you split it. By choosing alarger share of equity,
more of the revenue and more of the risk will go to equity holders, but that does not change the
overal vaue of the firm. This result bresks down when considerations are introduced such as
taxes, costly bankruptcy, problems of asymmetric information and other issues, which will be
addressed below.

The relevance of thisto our discussion is that we can imagine a country as composed of
arepresentetive firm and things that affect the optimal capita structure of the firm will affect the
composition of its stock of debt and equity. The flows in the capital account of the balance of
payments can be interpreted as being driven by two factors: first, by changesin the desired
stocks of debt and equity, and secondly, by its distribution between residents and foreigners.
Let us abstract about the second issue and concentrate on the changes to the overal demand of
stocks and bonds.

The Modigliani and Miller theorem is often Stated to mean that corporate finance does
not metter. In our context it would imply that the composition of the capital account does not
affect the net worth of a country: national welfare cannot be affected by changing the
composition of the different assets and liabilities of the country at market prices. The

compoasition of internationa finance does not matter.
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Obvioudy, thisis not the case in the red world, but as with many other theoretical
results in economics, it raises questions about what aspects of the world might make
internationd finance matter and what effects they might have.

What Makes Finance Relevant?

In this section we use the Modigliani and Miller theorem to consider the factors that
affect the composition of the supply of stocks and bonds, abstracting from the e ements that
creete a difference between foreign and domestic investors. We start with tax consderations

and then proceed to other issues.

Tax Consderations

Onething that may affect the choice of capital Sructureis the nature of the tax system.
Imagine that interest on bonds is not taxed while income on profitsis taxed. This means that by
changing the capita sructure of the firm you can affect the overdl tax burden and hence change
the value of the firm that accruesto bond and stock holders. In particular, having maximum
debt would lower the tax burden and hence maximize the value of the firm that can be split
between stockholder and bondholders. If by contrast, dividends are not taxed while interest is,
then it will be optima to have maximum equity. Normdly, it is assumed that because of double
taxation of profits (as corporate profits and as persond dividend income), the tax system
typicdly favors debt finance.

This point may be an additiond eement in explaining why so much of FDI is
documented as aloan from the parent company: it can be away to minimize the tax burden.*°
Since we measure FDI to include loans from the parent company and since such loans are
better ways of dodging the taxman than trading stocks and bonds at market prices, this process
may be happening within the flows that are normally measured as FDI.

191t may aso be away to make sure that in case of capital controls, the firm will have
the right to buy foreign exchange to service its “externa debt.”
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Onetax eement that has implications for the balance of paymentsis tariffs and other
trade barriers. In principle, other things being equd, they generate an incentive to locate
economic activity domesticaly in order to avoid the tariff. Obvioudy, it will affect the efficiency
of the rest of the economy including the export sector, so the net effect of higher tariffs on output
and investment is usudly assumed to be negative. Depending on the advantages of foreign
ownership in the export or the import-competing sectors it may have ambiguous effects on FDI.

Wewill not focus much on tax issues in the remainder of this paper. However, the
intuition that emerges from this andyssis useful to the study of other considerations. For
example, if there are distortions in the markets for debt or equity, these can be assmilated to a
tax on those sources of finance and hence lead to aredlocation of the optima portfolio. Thus,
for example, if the debt market is characterized by periods of illiquidity and credit crunches itis
asif astochadtic tax rate had been gpplied to it, which would lead to a shift of the optimal
portfolio away from debt finance. In this sense, if the domestic and foreign debot markets
became less efficient after the East Adan and Russan crises, theimplicit tax that this
imperfection represents must have gone up, causing the optima portfolio to shift away from
debt.

Financial Distressand Costly Bankruptcy

The Modigliani and Miller theorem assumes that in case the firm is unable to pay its
bondholdersit just does not and the future cash flow of the firm is otherwise unaffected.
However, bankruptcies tend to be quite disruptive. They tend to pardyze the firm, cause a
problem of debt overhang, generate uncertainty over property rights, curtail access to additiona
finance and prevent the company from operating efficiently.

Hence, one reason to choose a particular capital structure isin order to affect the
contingent cogts associated with financid distress. Debt can be understood as a riskless bond
plusa“put” option on the cash flow of the firm: if revenues fal below some levd, the firm has
the option not to pay the bondholders. A bankruptcy is a Stuation when the put is“in the
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money.” One way of thinking about the factors that affect the contingent cost of bankruptcy is
by congdering the factors that go into the value of the put.

Firgt, obvioudy isthe amount of debt relative to equity, i.e. the Sructure of its capitd.
The larger the debt component, the more “in the money” is the put and hence the larger the risk
of bankruptcy. Hence, the optima structure of capitd will be moving over time and across firms
as they attempit to optimize the contingent cost of bankruptcy relative to other factors.

Secondly, higher expectations of growth in future cash flows lead to alowering of the
probability of default and hence lead to a shift in favor of more debt. By the same token, a
reduction in the level of risk of the cash flow also leads to more debt.

Costly bankruptcy can explain why the share of FDI is higher in countries thet are
riskier, and have more volatile output. It can aso account for the recent increase in the share of
FDI in the composition of capitd flowsto Latin America. The 1998-99 decline in the totdl
volume of capitd flows and its shift towards more FDI is congstent with an increase in the
perception of risk of the region. It isnot asign of hedth. By the same token, the radical
economic reforms of the early 90s brought with them arapid risein totd capita flowsand afall
in the share of FDI, consistent with the perception of higher growth prospects and lower risks.
With the Tequila crissin 1995, growth prospects and the perception of risk reversed course
and so did the share of FDI, atrend that accelerated with the Asian and Russian crises. Hence,
without pretending to have proven anything, this theoretica framework gives alessrosy
interpretation of the trends towards arisng share of FDI: aworsening baance between growth
prospects and risks!

Costly bankruptcy can dso explain why countries with alarge stock of subsoil
resources have alarger share of FDI. Mining and oil are sectors characterized by very voldtile
prices, high capital intensity and very specific assets (i.e. assats that cannot be sold off to
another activity in case of financid distress). Therefore, those sectors tend to have a much larger
equity composition in their cgpitd mix, and hence alarger share of FDI.
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Incomplete Marketsand Original Sin

Another dimension of the financia problem is the presence of incomplete markets. Idedly, a
firm should be able to borrow short and long term in any currency in order to match the maturity
Sructure of its assets and the currency denomination of its cash flow. If the firm does not find
the adequate financid insrumentsit will have ariskier balance sheet. In particular, if it does not
find enough long-term financing to match its assets, it will have to borrow short term and have a
maturity mismatch. If it does not find enough financing in the currency denomination of its cash
flow, it will have a currency mismatch. These mismatches will make the firm riskier and hence
require more equity in its optima financia mix. From this point of view, Snce equity is
intrindcaly very long run, it does not generate maturity mismatch problems. Moreover, sinceiit
does not have a currency denomination¥z i.e. it isjust aresdud clam over aportion of the
firm’s cash flow, whatever currency it may be in¥ it does not generate currency mismatches.

Thetypicd Latin American entity (firm or government) is unable to borrow abroad in pesos
and is unable to borrow long term in pesos, even domesticaly. Hence it must choose between
borrowing short-term domestically, thus generating a maturity mismetch, or aternatively borrow
longer term in dollars but then be saddled with a currency mismaich.

This phenomenon has been termed the devil’ s choice by Pedro Pou and the original sin by
others (see Hausmann 1999; Eichengreen and Hausmann; 2000, Hausmann, Stein and Panizzg;
2000). Figure 5 shows the proportion of internationa securities issued in a country’s currency
relaive to the amount issued by that country’ s residents. Countries such as the United States
and Switzerland appear with ratios greater than 1 because many non-resdentsissuein US
dollars or Swiss francs. Countries that do not gppear in the graph smply have no internationa
issues in their own currency. Essentidly, dl of Latin Americaand East Asa have ether zero or
inggnificant issues in their own currency.

Following this logic, original sn should lead to smaller overdl capitd flows and to alarger
share of those flows taking the form of FDI. We use asametric for origind dn the variable
presented in Figure 5. Hence, alarger value of the index represents a greater ability to borrow
in that country’s currency. Wefind in Tables 1, 2 and 3 that the total volume of capital flows

islarger in countries that can borrow in their own currency, while the composition of
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capital inflowsislessintensive in FDI in those countries. These two effects act in opposite
directions and hence there is no significant relationship between this variable and the ratio of
FDI to GDP.

Conclusions and policy implications

Capitd inflowsinto Latin America dowed down in 1998-99 but the share of FDI increased
very sgnificantly to the point that it now represents over 60 percent of gross flows. Is this good?
Isthis an indication that things are getting better? Is this a consequence of agenerd
improvement in the perception of growth prospects, stability and inditutiona development?

This paper reveded that the share of FDI in tota flowstendsto be larger in countries
that are riskier, more distant, resource rich, financially underdeveloped, indtitutiondly wesk and
suffering from origind sin. Hence, it is hard to argue that the rise in the share of FDI isan
indication of good hedlth.

However, this does not mean that the risein FDI isbad in itsdlf. On the contrary,
movements in the Sze and compostion of the capital account may reflect behavior thet is
optimal given the congtraints faced by agents. If therisks of operating in Latin Americaare
generating an increase in the optimal share of equity in the capitd dructure of firmsand if M&A
isthe form it istaking, then it isa movement in theright direction. If the deterioration in the
functioning of debt markets is answered by arbitraging between markets through foreign-owned
firms, then that is an improvement over the dterndtives. If in the absence of adequate indtitutional
development and property rights protection, investment takes the form of FDI, then it is better
that it occur this way rather than not at dl. If origind sin discourages internationd lending
because it cannot be denominated in loca currency, then it is better that it take place as FDI
than not &t dll.

Hence, thereis no reason to say that therisein FDI is not the best thing that could have
happened, given the prevailing conditions. However, this does not mean that therisein FDI isa
sgn of good hedth, or that we can rank the qudity of a country’sinditutions, itsrisks and its
prospects according to the share of good cholesterol in total cholesterol. We can argue even
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lessthat policies should be adopted to promote FDI and to discourage other types of capital
flows. On the contrary, the rise of FDI is an indication that markets are working poorly, that
ingtitutions are inadequate and that risks are high. Residents are sdlling their companies because
they do not have the markets and indtitutions that alow them to grow.

Latin Americaneeds reformsin order to improve the indtitutiond framework that
supports investment, finance and risk-taking. It needs to generate a reduction in overal risk by
making markets more efficient and complete. This will promote investment, productivity and
growth. However, this may well shift the optima composition towards more debt and less FDI.
In that case, a declining share of FDI in the context of rising overdl flows may be asign of good
hedlth.
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FIGURE 1. Recent Behaviour of Net Commercial Capital Flows in Latin
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FIGURE 2. Evolution and Composition of FDI Flowsin Latin America
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FIGURE 3a. Foreign Capital Stock vs. Income: Regional Comparison
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FIGURE 3b. Composition of Foreign Capital Stock vs. |ncome: Regional

Comparison

Composition of Foreign Capital Stock

100%

Africa

80%

40%

East E(iro B

FDI / Total Capital Flows

20%

\leop bd

/

0%
25

3.0 35 40 45
GDP per capita (log)

*Datarefersto stocks of 1997 in current dollars and GDPin PPP current dollars. The GDP per capitaisaweighted average of countriesfor the

same year.
Source: IFS, WB and RES-IDB.



FIGURE 3c. FDI Stock vs. Income: Regional Comparison
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FIGURE 4a. Commercial Capital Flowsvs. Income: regional comparison
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FIGURE 4b. Composition of Commercial Capital Flows vs. Income: Regional

Comparison
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FIGURE 4c. FDI Flowsvs. Income: Regional Comparison
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FIGURE 5. Original Sin: World Comparison
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TABLE 1

Determinants of Total Commercial Canital Elows/

GDP ( Average 1996-98)

38

Explanatory Variables

Without Controls

With Controls

Coefficient t-statistic R-squared N. Obs

Coefficient t-statistic R-squared N, Obs

Controls

Income 0.62 8.84 0.57 59 0.52 4.31 0.64 57
Size 0.15 1.82 0.05 59 -0.06 -0.82 0.64 57
Openness 0.92 6.83 0.45 57 0.38 2.29 0.64 57
Stability Indicators

Country Risk -0.02 -5.80 0.36 59 0.00 -0.86 0.61 57
GDP volatility (past) -3.67 -1.06 0.01 58 -1.92 -0.81 0.66 56
Natural Resources

Subsoil Resources -0.38 -1.30 0.04 42 -0.16 -0.98 0.74 42
Distance -0.20 -3.19 0.21 40 -0.04 -0.78 0.70 40
Financial Development

Private Credit 1.94 4.71 0.30 55 0.58 1.39 0.67 53
Quality of Institutions

Regulatory Burden 1.34 6.18 0.40 59 0.53 2.19 0.67 57|
Accountability 0.81 6.43 0.42 59 0.07 0.38 0.64 57
Government Effectiveness 0.87 7.33 0.48 59 0.14 0.65 0.64 57
Political Instability 0.94 6.48 0.42 59 0.08 0.45 0.64 57
Graft 0.79 7.07 0.47 59 0.05 0.26 0.64 57
Rule of Law 0.83 6.95 0.45 59 0.09 0.48 0.64 57
Principal Component 0.39 8.02 0.53 59 0.09 0.92 0.65 57
Institutions Credit 0.01 0.11 0.00 34 -0.03 -0.37 0.70 34
Institutions Share 0.20 1.54 0.07 35 0.17 2.16 0.72 35
Qriginal Sin 241 3.06 016 51 Q.55 0.80 Q72 49

Notes:

See Annex for an explanation of each variable and of the sample used.
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Explanatory Variables

\\ithnut Contrale

. E . .

ws (Average 1996:98)
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\With Cantrnle

Coefficient t-statistic R-squared N. Obs

Coefficient t-statistic R-squared N, Obs

Controls

Income -0.083 -4.37 0.25 60 -0.068 -1.96 0.26 57
Size -0.044 -2.88 0.13 60 -0.019 -0.93 0.26 57
Openness -0.076 -2.13 0.08 57 0.000 0.00 0.26 57
Stability Indicators

Country Risk 0.003 3.58 0.18 59 0.000 0.20 0.28 56
GDP volatility (past) 1.126 1.66 0.04 62 0.458 0.65 0.27 56
Natural Resources

Subsoil Resources 0.180 3.78 0.26 42 0.151 3.65 0.50 42
Distance 0.030 2.22 0.11 40 0.022 1.56 0.34 40
Financial Development

Private Credit -0.236 -2.77 0.12 56 -0.075 -0.62 0.24 53
Quality of Institutions

Regulatory Burden -0.092 -1.70 0.05 59 0.064 0.87 0.27 57
Accountability -0.106 -3.54 0.18 60 -0.050 -0.95 0.28 57
Government Effectiveness -0.102 -3.37 0.16 60 0.011 0.18 0.26 57
Political Instability -0.095 -2.66 0.11 60 -0.002 -0.04 0.26 57
Graft -0.091 -3.21 0.15 59 0.015 0.26 0.26 57
Rule of Law -0.109 -3.78 0.20 60 -0.044 -0.79 0.27 57
Principal Component -0.044 -3.44 0.17 59 -0.004 -0.14 0.26 57
Institutions Credit -0.018 -0.80 0.02 34 -0.016 -0.71 0.16 34
Institutions Share -0.043 -1.59 0.07 35 -0.033 -1.20 0.19 35
Qriginal Sin 0511 -2.81 014 5l -0.003 -0.36 027 49

Notes:

See Annex for an explanation of each variable and of the sample used.



TABLE 3

Determinants of EDIGDP ( Average FI

ows 1996-98)

Explanatory Variables

Without Controls

With Controls

Coefficient t-statistic R-sguared N, Obs

Coefficient t-statistic R-sguared N, Obs

Controls

Income 0.006 3.63 0.18 64 0.002 1.07 0.40 61
Size -0.001 -0.98 0.02 64 -0.001 -1.10 0.40 61
Openness 0.012 6.10 0.39 61 0.010 3.21 0.40 61
Stability Indicators

Country Risk -0.00016 -3.01 0.11 64 0.000 -0.65 0.40 61
GDP volatility (past) 0.015 0.27 0.00 63 0.021 0.46 0.42 60
Natural Resources

Subsoil Resources 0.001 0.36 0.00 43 0.003 0.93 0.43 43
Distance -0.00049 -0.45 0.01 42 0.002 2.07 0.58 42
Financial Development

Private Credit 0.019 2.72 0.11 60 0.008 0.97 0.43 57
Quality of Institutions

Regulatory Burden 0.017 4.34 0.23 64 0.013 3.01 0.49 61
Accountability 0.003 1.06 0.01 64 -0.004 -1.42 0.42 61
Government Effectiveness 0.010 4.07 0.21 64 0.010 2.56 0.46 61
Political Instability 0.009 3.15 0.14 64 0.002 0.54 0.40 61
Graft 0.008 3.55 0.17 64 0.006 1.62 0.43 61
Rule of Law 0.009 3.69 0.18 64 0.004 1.01 0.41 61
Principal Component 0.004 3.62 0.17 64 0.003 1.50 0.42 61
Institutions Credit 0.001 0.24 0.00 37 -0.001 -0.34 0.51 37
Institutions Share 0.005 2.13 0.11 38 0.004 2.62 0.59 3
Qriginal Sin 0.007 0.46 0.00 56 0.008 0.48 043

Notes:

See Annex for an explanation of each variable and of the sample used.
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The Sample
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All the countries for which information is available exduding the oneswith aGDP in current
dollarsin 1997 smdler than 5 billion, Panama and Switzerland.

I. The Dependent Variables
Variable Description Sour ces
Total Commercial K Total Commercial K flows = IFS and World Bank

Flows/GDP*

The transformation used is:
Log (Total Commercial K
Flows/GDP)

FDI flows liabilities + Portfolio
flows liabilities + Other
Investments flows liabilities. (all
the above in current dollars).
Simple Average for 1996-1998.

GDP in PPP current dollars.
Simple Average for 1996-1998

FDI Flows/ Total Commercial
K Flows

The transformation used is
Log((FDI Flows/ Total
Commercial K Flows)+1)

FDI Flows Liabilities in current
dollars. Simple Average for
1996-1998.

Total Commercial K flows =
FDI flows liabilities + Portfolio
flows liabilities + Other
Investments flows liabilities. (all
the above in current dollars).
Simple Average for 1996-1998.

IFS and World Bank

FDI Flows/GDP

The transformation used is
Log((FDI Flows/GDP)+1)

FDI Flows Liabilities in current
dollars. Simple Average for
1996-1998.

GDP in PPP current dollars.
Simple Average for 1996-1998

IFS and World Bank

* We excluded the countries for which the average of Total Commercial K flows < 0 (2 countries)
and those for which FDI/Total Commercial K flows>3 (2 also).

. The Explanatory variables
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Variable Description Sources
Income Log(GDP per capita in current | WEO
dollars)
Size Log(GDP in current dollars) WEO
Openness Log (Exports/GDP) IFS, WEO

Country Risk

The indicator ranks the
countries of the world
depending on the perception of
risk. The higher the riskier.

Institutional Investor

GDP volatility (past)

Standard Deviation of the
growth rate of the GDP in
constant local currency during
the 90's.

WEO

Subsoil Resources

Dollar value of the subsoil
resources of the country.

Distance

Distance to main markets.

Barro and Lee (World Bank)

Private Credit

Private Credit/GDP

IFS

Quality of Institutions indexes -
Kaufmann

Aggregate indexes of different
measures related to six basic
governance concepts. The
indexes are higher in the
countries of better government
performance.

Kaufmann et al.

- Regulatory Burden

Incidence of market-unfriendly
policies and perception of the

burdens imposed by excessive
regulation

Kaufmann et al.

- Accountability

Measures the extent to which
citizens of a country are able to
participate in the selection of
governments.

Kaufmann et al.

- Government Effectiveness

Combine perceptions of the
quality of public service
provision, the quality of the
bureaucracy and the
competence of civil servants.

Kaufmann et al.

- Political Instability and
Violence

Measure perceptions of the
likelihood that the government
in the power will be
destabilized or overthrown by
possibly unconstitutional
and/or violent means

Kaufmann et al.

- Graft

Measures perceptions of
corruption.

Kaufmann et al.

- Rule of Law

Measure the extent to which
agents have confidence in and
abide by the rules of society.

Kaufmann et al.

- Principal component of the

A measure that tries to

Kaufmann et al.




last six indicators.

combine all the aspects

described by the six indicators.

Institutions Credit

Indicator of the legal rules
covering protection of
creditors.

Lopez-de-Silanes et al.

Institutions Share

Indicator of the legal rules
covering protection of the
corporate shareholders.

Lopez-de-Silanes et al.

Original Sin Percentage of total external BIS, RES-IDB
debt of a country that is issued
in its own currency.

V. The Modds

Two specifications were used to study the determinants of the volume and composition

of recent capitd flows. The models were estimated using cross section data and Ordinary Least

Squares.

In the first one the dependent variables are regressed againgt each of the independent

variables done and a congtant. It explores the raw relation between both variables, without

digtinguishing the indirect channels through which the effects can take place. It isused to verify if

the data validates or not the stylized facts about the behavior of capita flows.

In the second, three controls are dways included: income, Sze and openness. In this

way we can aide the direct effect of the explanatory variable and avoid the possibility thet it is

acting as aproxy of amore robust variable.

The econometric results are shown intables 1, 2 and 3.
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