
Emperor International Journal of Finance and Management Research ISSN: 2395-5929 

Mayas Publication IFS- 1.14 |SJIF-2016-3.343|SJIF -2017- 4.253|ISI-0.67 Page 46 

FACTORS INFLUENCING CAPITAL 

FLOWS TO DEVELOPING COUNTRIES 

(1960-2000) 
Dr. THUSHARA 

Assistant Professor, Department of Economic 

St Teresa‟s College 

Ernakulam Kerala 682011 

 

I. INTRODUCTION  

Capital Market Flows 

Cyclical conditions in industrial countries 

influence the capital flows to developing countries 

(emerging markets). The worse sentiments in the 

capital markets of the developed countries 

substantially limited the borrowing opportunities of 

developing countries in the last two months of 

2000.  The reduction in US interest rates and 

improving economic fundamentals will bring more 

capital flows to developing countries in future. 

It is evident from table 1 that the 1997 

crises weakened the capital market flows to the 

developing countries 

 

 

 

Table 1 Gross Capital Market Flows To Developing Countries 

(Billion $) 

Type of flow 1997 1998 1999 2000 

Bonds 114 73 70 77 

Loans 179 108 94 125 

Equities 22 9 21 35 

Total 316 190 185 273 

Total, net 124 107 35 79 
Source: World Bank, Global Development Finance, 2001 

Gross capital flows to the developing 

countries in 2000 amounts to only three fourths of 

1997.   After the crises, supply constraints emerged 

due to (i) investor‟s reduced appetite for risk and 

(ii) increases in short term interest rates.  East 

Asian crisis countries had low investment rates, 

which reflected their excess capacities and the slow 

pace of corporate restructuring.  

Table 2 Capital Market Commitments To Developing Countries (Billion $) 

Type of flow 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 

Total 76.9 80.1 115.7 135.5 173.3 236.4 315.4 189.3 185.5 236.4 

Bond issuance 11.0 20.1 50.1 45.7 52.6 97.6 114.3 73.0 70.3 77.2 

Bank lending 61.3 54.0 57.5 72.8 112.7 125.2 179.1 107.8 94.0 124.4 

Equity placement 4.6 6.0 8.1 17.0 8.0 13.7 224.4 8.6 21.1 34.8 
Source: World Bank, Global Development Finance, 2001 

Within the developing world, middle-

income countries accounted for 97 percent of 

capital market financing.  Capital market financing 

to Low –income countries is in the form of 

syndicated bank lending (typically for short term, 

trade related financing), and this has declined since 

1997. In 2000 three middle-income countries 

capital market financing increased by $ 43 billion 

While the remaining developing countries as a 

group received only 7 percent.  Korea and South 

Africa received an additional $11 billion.  Capital 

market financing to the rest of the world fell by $4 

billion. Equity placements in developing countries 

have increased from $8.6 billion in 1998 to $34.8 

billion in 2000. 

Factors which have contributed to this 

growth are,  

 IT and telecommunication boom caused a run 

up in technology stocks in industrial countries. 

 Easy entry due to the issuance of ADR/GDR 

by the emerging market companies. 

 More emerging market companies are listing 
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their shares on stock exchanges in the major 

industrial countries. 

 Communication revolution have reduced 

transaction costs and increased market 

liquidity. 

Global Savings currently amount to about 

25 percent of global GDP, about 2 percent points 

higher than in the 1990‟s an increase accounted for 

higher savings in developing countries.  Major 

portion of these savings came from the Asian and 

Pacific region, especially China.  (Chinas National 

Saving rate = 45 percent of GDP).  Global 

investment has increased from 24 percent in 1990‟s 

to 24.6 percent in 2004.  Here also the Asian and 

pacific region is the major contributor.  Low 

interest rates have also played a part in it.  More 

over the savings have fallen in the USA. 

Capital flows to the Developing region falls 

sharply 

The latest data indicate that the net capital 

flows to the developing countries fell fairly sharply 

in 2005. 

Table:10: Net Capital flows to developing countries and of all Asian developing countries 1995-2005 (Billions of US $) 

Total 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

Net private 

capital 

flows 

211.5 496.7 191.7 76.2 86.0 74.3 66.2 68.2 158.2 232.0 132.9 

Net Pvt. 

Direct 

Investment 

98.2 116.0 146.2 158.6 173.2 167.0 178.6 142.7 153.4 189.1 209.2 

Net Pvt. 

Portfolio 

Investment 

42.2 86.3 60.8 42.6 69.5 21.0 -83.6 -87.6 -7.3 64.0 -28.6 

Net Other 

Pvt.Capital 

flows 

70.5 -5.6 -15.3 -125.0 -156.7 -113.7 -28.8 13.0 12.1 -21.1 -47.7 

Net official 

flows 
26.5 -6.8 28.4 56.0 18.3 -52.1 -0.6 10.6 -61.7 -81.0 -137.7 

Changes in 

reserves* 
-118.2 -90.3 -105.2 -34.8 -93.4 -113.2 -115.9 -185.7 -364.6 -517.4 -510.5 

Developing 

Asia 
           

Net Pvt.  

Capital 

flows 

46.9 119.4 36.6 -49.9 11.8 7.5 14.7 21.0 62.0 132.9 84.6 

Net Pvt. 

Direct 

Investment 

52.6 53.4 55.7 56.6 67.1 59.8 48.6 47.5 67.1 81.6 84.2 

Net Pvt. 

Portfolio 

Investment 

22.7 32.5 6.8 8.7 55.8 20.1 -54.7 -60.2 4.9 25.8 -3.3 

Net Other 

Pvt.Capital 

flows 

21.6 33.5 -26.0 -115.2 -111.1 -72.4 20.7 33.7 -10.0 25.4 3.8 

Net official 

flows 
14.5 -14.5 22.7 15.4 -0.3 -11.7 -11.3 5.2 -16.6 5.8 13.1 

Changes in 

reserves 
-43.3 -46.3 -36.0 -52.9 -87.5 -52.5 -90.9 -149.9 -227.8 -342.7 -291.6 

Source: IMF, World Economic Outlook September 2005. * Minus indicates an increase 

Portfolio flows on a net basis were 

negative in 2005 despite the regions buoyant stock 

markets. 

Significant Net 

inflows 2004 & 2005 
: 

India, Philippines and 

Thailand 

Significant Net outflows 

2004 & 2005 
: 

Indonesia and the 

republic of Korea 

One feature of FPI flows in 2005 is the 

growing importance of mergers and acquisitions.  It 

increases the efficiency of capital by facilitating 

consolidation in different sectors of the economy. 
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Stock Markets 

Stock markets showed the following 

trends: Dow Jones Industrial Average and 

NASDAQ (U.S) composite index were generally 

flat, while those of other developed country 

markets showed considerable amount of buying.  

The Japanese stock market Index (Nikkei and 

Topix) reached their highest levels in 5 years.  

China‟s and Malaysia‟s Stock Markets showed a 

decline while Stock markets in India, Pakistan, 

Russian Federation and Turkey were amongst the 

best performing in the world. 

These trends in the region indicate that 

country specific influences such as corporate 

profits were at work, more than the systematic 

influences governing capital flows in the region as 

a whole.  

Exchange rate and financial markets 

remained stable in 2005 while the real interest rate 

declined. The low level of real interest rate in the 

region mirrors the low level of global real interest 

rates (more specifically U.S. interest rates).This is 

reflected in housing, real estate and gold prices 

hike. Reserves in the region (excluding Japan) 

increased by 26 percent in 2003 to 30 percent in 

2004.  It slackened in 2005 first half but reached 

1.8 billion in the 2
nd

 half of 2005. 

Thus on the whole we could say that the 

capital flows to the developing world is very 

volatile and depends on domestic and international 

factors. Now we must analyze the factors that 

contribute to the capital flows or in other words 

what  variables influence the decision frameworks 

of the investors and how these decision affect the 

politics and policy of the „Host counties‟. 

The questions that we address here are 

 Are the motivations of portfolio investor‟s 

short term or long term and to what extend are 

they short term based or long term based? 

 To what extend the external and internal factors 

influence portfolio flows. 

Factors determining FPI flows 

The factors that determine FPI can be 

divided into  

 Push factors – external e.g.: low yields and 

high prices in other markets, rumors, technical 

factors etc. 

 Pull factors – internal. e.g. Privatization policy, 

exchange rate stability etc. 

Table 3 Types of Emerging Market Investors 

 Push Pull 

Short Term 

Yield orientation 

Mutual fund managers 

Directly constrains only host country 

interest rates and exchange rate policy 

Aggravate herding 

Price and value orientation 

Hedge funds 

Can start or mitigate impact of herd behavior 

Should constrain policy but timing of their actions is 

unpredictable 

Long Term 

Yield orientation 

Commercial bank loan officers in 1970s 

Virtually no constraint on borrowing 

country policy until default looms 

Diversification and Value goal 

Pension funds and insurance companies 

Salutary long-term constraint on general policy 

direction and performance in host country 
The table 3.11 shows that FPI investors in emerging markets could be classified into 4 based on the time horizon and push and pull factors. 

Case I:  Predominance of Push factors 

When push factors predominate national 

policy will be constrained only when rates of return 

on substitute investments are relatively high.  

Another important implication is that the host 

country policies will be ineffective in controlling 

these flows. 

Case II: Investors with short time horizons, pushed 

into emerging markets 

Causal factor  Low yields on less risky 

investments. 

Assumption 

 Predominance of push factors 

 Existence of Day to day, Week-to-week basis 
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volatile portfolio investment capital 

Impact 

 Differences in rate of return on substitute 

investments are small 

 Host country policy will be more constrained. 

 When OECD countries interest ratio are low, 

non-OECD investments increases.  E.g.: 

Mutual funds. 

 Developing countries will have to design 

policies which will adapt themselves to 

changes in international interest rates and at 

the same time maintain exchange rate stability.  

Otherwise they will face the risk of sudden 

capital outflows.  E.g. Mexican peso crisis 

(1994). 

This type of flows dominates north to 

south capital flows.  They place the developing and 

transitional economies at the mercy of factors 

beyond their control. 

Case III: Investors with short time horizons and 

some appreciation of host country fundamentals 

Frame work:  Short term investors focus 

more on price than on relative yield.  They make 

money by trading and betting on future price.  They 

make use of or have an appreciation for the 

opportunity afforded by volatility in developing 

countries.  They can influence the capital flows 

through this behaviour.  If they believe that the 

market has misjudged the fundamentals then they 

could cause massive capital outflows.  In the long 

run the poor policies and performance of host 

countries result in capital outflow.  But patient 

investors allow time to correct policy errors before 

the capital flows out. These investors have three 

major goals, (i) diversification (ii) Price efficiency 

and (iii) Yield. 

Thus both long run and short run flows 

require careful policy choice so that the emerging 

markets could avoid crises. 

 

Historical analysis of Response to capital flows 

(Policy choices) 

Dependent theorists concern themselves 

with the factors that influence capital flow to 

developing countries. 

Dependency theorists 

Early dependents Late dependents 

They focused on the 

push factors and 

ignored the pull factors 

They believed in the 

interaction of both push 

and pull factors. 

Calvo, Leiderman and Reinhart Schadler 

Montiel have shown that multiple concerns have 

produced multiple responses to capital flows e.g.  

Thai financial crisis of 1997. 

Case IV: Patient investors pushed by 

international condition 

Frame work 

 Push factors predominate 

 Capital is patient (i.e. unlike the  case of short 

term investors who pursue „hot‟ volatile 

money) 

 There is little constraint on National Policy.  

E.g. 1970‟s commercial bank lending boom. 

 There is  excess liquidity in the International 

banking system (Emerging markets limit of 

borrowing = =infinity) 

Here capital flows impose only little 

conditional tie ups on the host (developing) 

countries.  Hence they enjoy considerable policy 

latitude. 

Risk involved:  Sudden outflow of capital 

This sudden outflow occurs when policy 

errors accumulate overtime leading to international 

defaults on payments. 

PE1 + PE2+…. PEn   International defaults 

Where PE =  Policy error 

1….n = time periods 

E.g. Mexican Debt default 1982. 

Case V: Patient capital pulled into the host 

country. 

National policy will be more under 

pressure when capital inflows are pulled rather than 
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pushed.  Patient investors pulled by the emerging 

markets, when compared to the other categories of 

investors, provide better conditions for 

development and growth. 

Time line showing policy responses to Capital flows 

I 

(60‟s and 70‟s) 
- 

Sterilized intervention 

Monetary authorities manipulated the foreign exchange market. 

Method: 

Open market operations via sale of treasury bills. 

Increase in Reserve requirements and 

Shifting of government deposits and funds from the banking system to the 

central bank. 

Result:  Accumulation of foreign exchange reserves. 

II 

(late 70‟s and early 80‟s) 
- 

Fiscal austerity Measures.  (Applied on the spending side) 

Result: De pressurizes the foreign exchange rate. 

Expenditures fall heavily on non-traded goods. 

Policies since late 80‟s          

III 

 

- 

 

Trade liberalization 

Result: Reduces pressures on the real exchange rate. 

IV - Liberalization of capital outflows 

V - 
Controls of capital inflows 

Methods :  Taxes, qualitative restrictions providential measure etc. 

VI - Revaluation of nominal exchange rate 

VII - Greater exchange rate flexibility 

VIII - Curbing customer credit and consumption 

IX - Prudential banking measures 

One thing is crystal clear; multiple 

responses, to capital inflows precipitate results 

unanticipated by the policy framers. i.e. the law of 

unintended consequences still holds valid. 

The table 4summarizes the factors that 

determine the capital flow during various time 

periods. 

Table 4. Factors determining capital flows 

Time Period 19
th

 Century Capital flows 20
th

 Century Capital flow 

Determinants 

London Stock Market Latin American 

independence, Need for credit in developing 

countries. 

1914 financial crisis in London, outbreak of 

first world war 

Emergence of New York Stock Market 

2
nd

 World War, Low interest rate in the USA, 

Bond finance, Structural Adjustment 

Programmes in DCs 

The capital flows help in integrating the 

world capital markets.The integration of world 

capital markets favours economic growth and 

welfare for the following reasons: s 

 The decoupling of domestic investment from 

national saving  

 The possibility of smoothing consumption in 

the face of country-specific shocks 

 The availability of a worldwide pool of 

financial instruments that allows a more 

efficient insurance against risk and lower 

borrowing costs. 

However, the long-run benefits of capital 

market integration in terms of growth and welfare 

crucially depend on the destination of external 

financing to productive investment (rather than 

consumption or speculation), on the allocation of 

investment resources to highly profitable projects, 

on a domestic and international environment 

conducive to economic growth and also on 

favourable unexpected events (such as 

improvements in the terms of trade).  Many 

conditions must therefore be fulfilled if capital 

inflows are to favour economic growth and welfare 

in DC‟s. 

Moreover, only when external financing is 

associated with economic growth is the dynamic 

sustainability of the accumulation of foreign 
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liabilities conceivable.  The counterpart of the 

foreign capital contribution to growth is the 

building of an external debt (or, in general, of a 

negative net foreign asset position) that is viable 

only if domestic output and exports are growing as 

well. However finding sound investment 

opportunities can get difficult when a developing 

economy incurs over borrowing during a 

liberalisation phase.  The danger of inflating high-

risk projects starts to materialise at this stage, with 

the related negative consequences for the recipient 

economy in the medium and long run.   

Thus the overview of capital flows to 

developing countries reveals the nature of these flows 

and the factors which cause these flows. For the capital 

flows to achieve the much coveted economic growth 

and development every developing country should 

satisfy certain basic requirements like favourable 

investment environment. More over sound and credible 

policies are required to assure that the impact of foreign 

finance on long term growth in DC‟s is positive. This 

together with liberalisation policies effectively 

promoting and supporting the accumulation of 

infrastructures and human capital (education, 

healthcare, on-the-job training, and so on) will bring in 

the much desired growth and development. 
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