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The past fifteen years have seen important shifts that have reshaped the global landscape of
international capital investments. This new landscape is characterized by the rise of the rapid-
growth markets (RGMs).! The major RGMs in the world, represented by the BRICs, have become
important hubs of world capital flows and have received massive capital inflows in the past
decade. Although disrupted by the 2007-08 global financial crisis, capital inflows to the RGMs
recovered strongly during the early post-crisis period. On the one hand, for RGM economies
that are usually capital scarce, capital inflows can increase their investment level and thus
promote economic growth. Foreign investment can also bring in the latest technologies and
help the RGMs to overcome technological bottlenecks in the path of their development. On
the other hand, however, rapid capital inflow (and its reversal) may be associated with volatile
financial markets, increased inflation, and the creation/burst of financial bubbles (e.g., bubbles
in the stock market) in the receiving country. Given that expansionary monetary policies in the
advanced economies are likely to continue in the foreseeable future, it is important for RGMs
to carefully monitor the trend of international capital inflows.

This project aims to document the changing pattern of capital flows to the RGMs and to
examine the underlying factors. The future trend of the capital flows to RGMs and the implica-
tions of this trend will also be discussed. Specifically, we investigate several central questions
related to the capital flows to the RGMs from 1995 to 2010. First, what is the basic trend of
capital inflows to the RGMs in the past 15 years? Both the aggregate trend and the trend of the
capital inflows to the major RGMs (e.g., BRICs) are examined. In addition to individual country
analyses, the RGMs are divided into subgroups (i.e., Developing Asia, Africa and Middle East,
South and Central America, and Eastern Europe) and the trend of capital flows to these differ-
ent regions is examined. The second theme of this report is to examine various country-level
factors that affect the capital inflows to the RGMs. We cover a large set of macroeconomic and
institutional indicators (e.g., economic growth, exchange rate change, monetary and fiscal poli-
cies, and institutional development) of the RGM economies. Furthermore, we study the impact
of the 2007-08 global financial crisis on the capital flows to the RGM economies. The third ses-
sion of this project discusses the future trend of capital flows to the RGMs and provides some
discussions about the policy options for RGMs to cope with volatile international capital flows.
The final session summarizes the discussions.

1/ The rapid-growth markets (RGMs) consist of 25 developing countries with strong growth and future potential, considerable size and
population, and strategic importance for business (Ermnst & Young, 2011).
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Since the 1990s, the composition of interna-
tional capital flows has shifted away from bank
loans? toward foreign direct investment (FDI)
and portfolio investment (PI). Therefore, the
latter two forms of cross-border capital flows
are the focus of this report. FDI and PI have dif-
ferent characteristics and thus may have very

Brazil, Chile, China (mainland), Colombia, Czech
Republic, Egypt, India, Indonesia, Kazakhstan,
Malaysia, Mexico, Nigeria, Poland, Russia, Sau-
di Arabia, South Africa, South Korea, Thailand,
Turkey, Ukraine, and Vietnam. Table 1 presents
the FDI and PI flows (net value) to these 22
RGMs throughout the period.

Text Box 1. Explanation of the basic concepts

Foreign direct investment (FDI) refers to the net inflows of investment to acquire a lasting
management interest (10% or more of voting stock) in an enterprise operating in an economy
other than that of the investor. It usually involves participation in management, entering into

a joint-venture agreement, and transfer of technology and expertise. There are two types of
FDI: inward FDI and outward FDI, resulting in a net FDI flow (the difference between inward
FDI and outward FDI).
A portfolio investment is a passive investment in securities, none of which entails active
management or control of the securities' issuer by the investor.

different macroeconomic impacts on the host
country. For instance, it is more difficult to pull
out of FDI or to sell it off. Consequently, direct
investors may be more committed to managing
their international investments and less likely
to pull out at the first sign of trouble. On the
other hand, it is very easy for PI investors to
sell off securities and pull out of foreign port-
folio investments. Hence, PI can be much more
volatile than FDI (see Text Box 1 for the formal
definitions of FDI and PI).

Our analysis covers 22 major RGMs as de-
fined by Ernst & Young (2011), including the fol-
lowing countries’ during 1995-2010: Argentina,

2/ Cross-border bank lending has been muted since the debt crisis
of the 1980s. See Eichengreen and Fishlow (1996).

3/ The country list is based on the RGM25 defined by Ernst &
Young (2011). Ghana, Qatar, and United Arab Emirates are excluded
due to lack of data. China in our sample refers to mainland China
(excluding Hong Kong, Taiwan, and Macau). The data sources are
Bloomberg, CEIC databases, and the World Economic Outlook Data-
bases of the IMF.

Trend of FDI flows to RGMs

FDIs are the dominant form of capital flows to the
RGMs, and they accounted for 79% of the over-
all flows. Figure 1 plots the trend of annual FDI
flows (net value, inward, and outward volumes,
respectively) to the group of 22 RGMs from 1995
to 2010. The inward FDIs to RGMs remained flat
in the late 1990s and early 2000s due to the 1997-
98 Asian financial crisis. After that, they surged
by more than 350% between 2003 and 2008, driv-
en by the rapid growth of the RGM economies
and their international trade relations during
the period. The booming FDIs to the RGMs were
disrupted by the 2007-08 global financial crisis,
when they declined by 35%. Nonetheless, they
recovered rapidly during the early post-crisis pe-
riod and surged by 25% in 2010.

Among the 22 major RGMs, China is by far
the largest receiving country of FDIs, account-
ing for 39.5% of the overall net FDI inflows to



Table 1: FDI and PI flows to RGMs (1995-2010
FDI flows Pl flows
1995-2000 2001-2005 2006-2010 1995-2000 2001-2005 2006-2010

Argentina 51.71 13.06 25.80 22.35 -31.70 1412

Brazil 120.33 69.96 115.65 69.81 040 172.39

Chile 19.92 1791 33.36 -2.15 -20.34 -34.49

China 22917 29041 562.90 -948 -3.56 56.50
Colombia 13.79 13.05 2644 497 -2.54 052
Czech Republic 19.81 31.14 2218 1.05 -322 1281
Egypt 514 771 39.73 164 445 207

India 1543 18.69 69.02 1217 3327 87.29
Indonesia 7.18 0.33 2120 0.89 11.83 3515
Kazakhstan 743 14.79 40.76 060 -8.83 -6.89
Malaysia 20.79 625 -21.49 -423 3.86 -0.44
Mexico 76.29 103.96 76.89 21.14 9.74 3246
Nigeria 741 1191 2901 0.18 0.84 094
Poland 3554 3267 51.09 877 2728 2877

Russia 6.93 0.16 1872 4508 -12.96 -1802

Saudi Arabia 1.66 1094 130.72 331 -40.29 -56.63
South Africa -0.46 1791 13.83 2274 317 36.96
South Korea 5.80 363 -76.79 61.34 2742 36.59
Thailand 2223 2576 26.08 11.85 6.05 -1.03
Turkey 2.76 1599 7063 018 18.82 19.55
Ukraine 3.19 12.12 3527 1.90 598 10.81
Vietnam 9.00 7.65 32.11 - -- 9.28

Total volume 681.02 72598 134311 27406 2967 43463
Variation 0026 0036 0.06 0023 0032 0.056

among RGMs
Volatility of 0.18 0.37 0.36 1.05 241 1.73
total volume

Note: RGMs consist of 22 rapid-growth markets identified by Ernst & Young. Unit of measure: billion US$ (2000
price), net values. “Variation among RGMs” is calculated as the average of the standard deviation of the annual
capital flows (scaled by the country’s GDP) among the 22 RGMs within a five-year period. “Volatility of total

volume” is calculated as the standard deviation of the year-to-year percentage change of the total capital flows
to RGMs within a five-year period.
Source: CEIC and IEMS calculations.




SKOLKOVO

Moscow School of Management

the RGMs during 1995-2010 (Figure 2). Brazil
took second place (11.1%). Among the top five
net FDI-receiving countries, Brazil and Mexico
received a share of FDI inflows that is consis-
tent with their relative size of GDP (as measured
by their share of GDP in the overall GDP of the
22 RGMs), while China received proportionally
more (39.4% of net FDI inflows vs. 25.7% of GDP),
as did Poland (4.3% vs. 2.8%). In comparison, In-
dia accounted for an insignificant share of the
net FDI inflows (3.8%), even though it is now the
second largest RGM economy in the world and
accounted for 8.8% of the GDP of the RGMs dur-
ing 1995-2010. Interestingly, some RGM econo-
mies have transformed from net FDI receivers
to net FDI providers over time. South Korea,
although still counted as a RGM economy by
Emst & Young, received negative overall FDI in-
flows for the period of 1995-2010, meaning that
the country has made more outward FDIs than it
received from other countries. Malaysia has also
been a net FDI provider since 2000, although on
a much smaller scale than South Korea.

FDIs from the developed markets, the tradi-
tionally major providers of FDIs to RGMs, have

declined since 2007 as a result of the global
financial crisis and the sluggish economic re-
covery in these countries. On the contrary, the
annual outward FDI flows from the RGMs, led
by the BRICs, had increased significantly dur-
ing the same period, and the peak value of such
outflows reached US$225 bln (2000 price) in
2008, a growth of more than 10 times in six
years. Therefore, the dramatic rebound of the
inward FDI flows to the RGMs since 2009 is
mainly explained by the intra-RGM FDI flows.
China’s outward FDIs have accelerated
since 2000 as a result of a change in government
policy that strongly encourages Chinese enter-
prises to “go global.” As an illustration, Figure
3 presents the outward FDI flows from China
between 2003 and 2010. According to the Na-
tional Bureau of Statistics of China (NBSC), the
overall outward FDIs of the country increased
from US$2.85 bln in 2003 to US$68.81 bln in
2010 (current price), a stunning growth of more
than 23 times in just seven years. The bulk of
this investment has been into the primary and
tertiary sectors. Although the central bank of
China does not report the amount of outward

Figure 1: FDI flows to the 22 major RGMs (1995-2010
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Saudi Arabia 5%

Poland 4%
Rest of the EMs 31%

Mexico 9%
China 40%

Brazil 11%

Note: RGMs consist of 22 rapid-growth market specified by Ernst & Young.
Source: CEIC and IEMS’ calculations.

Figure 3: Outward FDI flows from China
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Note: The unit of measure is million US$ (current price).
Source: National Bureau of Statistics of China (NBSC) and IEMS’ calculations.
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FDIs to developing countries as a whole, evi-
dence shows that a significant portion of Chi-
na’s outward capital flows may have gone into
other RGM economies, as can be seen from
the sectoral distribution of these investments.*
Similar to China, Russian investments in devel-
oping countries increased faster than its overall
outward FDIs, a growth of more than 160% from
2007 to 2010, according to the Bank of Russia
database. Oil, gas, and metals are the main in-
dustries attracting outward FDIs of Russian
MNCs (Rosstat, 2011). As the world’s 21st larg-
est outward investor, India has seen its annual
FDI outflows surging 50 fold since 2000, and
Indian firms have invested over US$75 bln in
the past decade. The majority of these outward
FDIs (68% in 2009-10) focused on trading and
textile investment in developing countries, ac-
cording to the Indian Central Bank.

Trend of Pl flows to RGMs

Compared with FDIs, portfolio investments to
the RGMs are more volatile both in terms of the
direction of the flow and its magnitude (Figure
4 and Table 1). Net PI to the RGMs was posi-
tive in most of the 1990s, although the 1997-
98 Asian financial crisis clearly had a negative
impact on the inward PIs. The PI flows were
mainly stable in the early years of the 2000s,
but the direction of net PI flows changed four
times between 2006 and 2009, showing signifi-
cant volatility as a result of the global financial
crisis. During the early post-crisis period, the
RGMs experienced a historically high volume
of PI inflows, and its size almost tripled in less
than two years. This dramatic increase was, at
least partially, driven by the near-zero interest
rates in the major industrialized countries. In
response to the financial crisis, the US started
to aggressively cut its policy interest rate in
September 2007, followed by the UK and some

Figure 4: Pl flows to the 22 major RGMs (1995-2010
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4/ For instance, China’s direct investment in Africa has surged
from a mere US$317 min in 2004 to about US$2.11 bin (current price)
in 2010.

2000 price), net value. Source: CEIC and IEMS’ calculations.
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Figure 5: Distribution of Pl flows among RGMs (1995-2010
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Note: RGMs consist of 22 rapid-growth markets specified by Ernst & Young.

Source: CEIC and IEMS’ calculations.

other developed countries in December of the

same year. The RGM economies that had little
exposure to the initial outbreak of the crisis did
not cut their interest rates for some time and
some of them (such as Brazil) even raised inter-
est rates as a result of the rapidly rising com-
modity prices. It was not until late 2008 that
the major RGM economies started to ease their
policy rates in response to the declining world
demand. The resumed capital inflows to many
RGM economies after the second and third
quarters of 2009 consisted primarily of portfo-
lio equity and fixed-income investments, with
net cross-border bank flows remaining negative.
These inward PI flows were welcomed by the
RGMs, although they may also have brought
back pressures on the exchange rate and inflat-
ed equity valuations (IMF, 2010).

Unlike the FDIs that are heavily concen-
trated on China, the PI flows to RGMs are more
evenly distributed among different receiving
countries (Figure 5). The top three host coun-
tries (Brazil, India, and South Korea) accounted
for 68% of the overall net PI inflows. China only
accounted for about 5.9% of the overall net PI
inflows, a share that is far below its share of
GDP and FDI among the 22 RGMs. In compari-

1O 11.PATTERN OF CAPITAL FLOWS TO THE RGMS: 1995-2010

son, Brazil and India received a proportionally
high volume of PI inflows relative to their share
of GDP.

Regional pattern of FDIs and Pls
among RGMs

To examine the pattern of capital flows to dif-
ferent regions, we divide the 22 RGMs into
four subgroups: Developing Asia, Africa and
the Middle East, South and Central America,
and Eastern Europe. Our analysis shows that
FDI and PI flows are in particular attracted to
the rapidly growing and politically stable Asian
RGMs, which accounted for more than 46% of
the overall net FDI inflows and 51% of the over-
all net PI inflows during 1995-2010 (Figure 06).
China is the leading FDI-receiving country and
India is the top receiving country of PI inflows
in this region. RGM economies in Africa and
the Middle East received 13% of the net FDI in-
flows and 2% of the net PI inflows. The massive
amount of overseas portfolio investments made
by the oil-rich Middle East countries (e.g., Saudi
Arabia) is the primary reason why the region
received such a low share of international port-
folio investments in the net sense. Both Eastern
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Regional distribution of FDI and Pl flows among RGMs
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Note: RGMs consist of 22 rapid-growth markets specified by Ernst & Young.

Source: CEIC and IEMS’ calculations.

Europe and South and Central America received a
share of FDI and PI inflows (12% and around 31%,
respectively) that are comparable to their share of
GDP among the 22 RGMs. Poland and Brazil are
the two most favored destinations for international
capital flows in these two regions.

II.LPATTERN OF CAPITAL FLOWS TO THE RGMS: 1995-2010 11
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Why is international capital attracted to some
RGM economies more than others? To gain a
thorough understanding about the factors that
affect the patterns of international capital flows
to RGMs, we rely on a special data set cover-
ing the 22 major RGM economies for 1995-2010
that is hand-collected from various sources in-
cluding the CEIC, the Heritage Foundation, and
the IMF. In our regression analysis,> we con-
sider a large set of country-level factors that
measure different aspects of the economic fun-
damentals and the institutional development
of the host country. Appendix Table 1 presents
the summary statistics of the variables that
are included in this study. On average, the an-
nual capital inflows to RGMs (including both
FDI and PI inflows) are equivalent to 3.91% of
their GDP during the sample period, and FDI
inflows are the dominant form of such inflows
(3.51% of GDP). The average economic growth
rate of the 22 RGMs is 4.33% annually, while
the year-to-year equity market return is much
higher (20.37%). The average RGM currency de-
preciated by 7.73% per year against US dollars,
but some major RGM currencies appreciated
greatly (24.2% in the case of Chinese RMB) dur-
ing 1995-2010. The average annual interest rate
of the 22 RGMs was about 10% higher than that
of the developed markets (i.e.,, US and EU) dur-
ing the same period.

Not surprisingly, the economic fundamen-
tals of the host countries are closely related to
the international capital flows to RGMs. For ex-
ample, international capital favors large RGMs
(e.g., China and Brazil) since big countries tend
to have more stable domestic markets and lower
country risk of investment than the small ones.
Among the 22 major RGMs, China is the larg-
est economy, and it had achieved the highest
economic growth rate on average (9.9% annu-
ally) during 1995-2010, making China the most
attractive host country for FDI flows. China’s
dominant role as the leading receiving coun-
try of FDIs has even been further strengthened
by the global financial crisis. While the world
economy remains troubled by the crisis and

5/ Refer to the note of Appendix Table 2 for details about the
estimation model and the regression results.

the investment risks have heightened in some
major economies, China has become the second
largest economy in the world and maintained
a growth rate of 8.5% even during the finan-
cial crisis. From 2007 to 2010, China absorbed
nearly 50% of the overall net FDI inflows to the
RGMs and both its outward and inward FDIs
increased dramatically.

The risk of investing in a country’s RGM
economy can also be reflected by the country’s
money market risk premium using US and EU
rates as benchmarks. We find that international
capitals are more attracted to RGMs with lower
country risk premiums (such as China and Po-
land). In addition, a weak RGM currency reduc-
es the cost of investment in the country from
the perspective of multinational companies and
thus induces more capital inflows to the coun-
try, other things being equal. This effect is more
evident in FDI flows but is insignificant in the
case of PI flows.

As expected, the recent global financial
crisis reduced the overall capital flows to the
RGMs significantly. However, the negative im-
pact of the crisis on the PI inflows is much more
serious than that on the FDI inflows. During the
crisis, international portfolio investors suffered
great financial losses and consequently the flow
of PI to the RGMs decreased. In contrast, di-
rect investors are more committed to managing
their international investments and less likely
to pull out at the first sign of trouble. These
findings have important implications on the
individual RGM economies. For those who had
been major FDI-receiving countries before the
crisis (e.g., China), their economies were less af-
fected by the reduction of international capital
inflow during the global financial crisis, other
things being equal. Although China recorded a
35% reduction in inward FDI flows in 2008-09,
the inflow rebounded strongly and even exceed-
ed the pre-crisis level on a yearly basis in 2010.
The economic growth of China was not much
affected by the global financial crisis, keeping
a rapid growth pace of more than 9% during
the crisis. In contrast, countries who had re-
lied more on PI flows before the crisis (such as
Brazil and India) may suffer more serious con-
sequences as a result of dramatically reduced
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foreign portfolio investments during

the crisis. As an illustration, Brazil re-

corded negative inward PIs in 2008 and

its economic growth rate was negative

in 2009. Similarly, India also recorded a

negative inward PI flow in 2008, and its

economic growth rate was cut by half

from a year ago. To curb the negative

shock to their domestic financial markets due to

a reversal of international PI flows, some RGM

economies (such as Brazil) have implemented

capital control policies. However, evidence

shows that such measures may only have an ef-

fect of lengthening the maturity of PIs but may

not have a significant impact on the overall vol-

ume of capital flows (Baba & Kokenyne, 2011).
Our study shows that strong institutions

help to attract more capital flows to a RGM

economy. Among the various institutional fac-

tors, property rights protection is found to be

Our study shows that strong
institutions help to attract more
capital flows to a RGM economy

the most important one. One critical compo-
nent of country risk analysis for foreign inves-
tors is an assessment of the ability of individu-
als to accumulate private property, secured by
clear laws that are fully enforced by the state. It
is also important for international investors to
assess the likelihood that private property will
be expropriated and analyzes the independence
of the judiciary, the existence of corruption
within the judiciary, and the ability of individu-
als and businesses to enforce contracts. The
more certain the legal protection of property,

Text Box 2. Why did India only obtain about 12% of the FDI that China did?

India is the second largest RGM economy in the world, and FDIs have played an important role
in the development of its economy. Since the late 1990s, India has continually sought to attract
FDI from the world’s major investors by adopting a number of reforms designed to encourage
and promote a favorable business environment for foreign investors. During 2006-2010, India
received US$69 bln (2000 price) in FDI, a huge growth compared to the previous five years
(US$18.69 bln), but the size of its FDIs has only been 12% of that of China in the same period.
Why does India, a country with resources and a skilled workforce, lag so far behind China in
FDI amounts?

Compared with China, the Indian economy is smaller and its economic growth rate has been
lower during the past decade. Lack of physical infrastructure has also been a major hurdle for
foreign investors in India. Although India has made a lot of progress in improving its telecom-
munications, highways, and ports, the slow developments in railways, water, and sanitation
continued to deter major investors. In addition to the aforementioned economic fundamentals,
Indian federal legislation is likely an important reason why India received significantly less
FDIs than China. Unlike China, local authorities in India are not part of the approval process
that foreign investors must go through before making an investment in the country. However,
the large bureaucratic structure of the central government is often perceived as a paperwork
system that is shrouded in red tape. Consequently, inward FDIs are discouraged by India’s slow-
moving and inefficient regulatory system (Rajan et al., 2008; EconomyWatch, 2010).
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the less risky a RGM economy is for foreign
investors; similarly, the greater the chances of
government expropriation of property, the less
likely for international investors to put money
in a country. RGMs whose laws protect private
property rights and whose government en-
forces those laws well (such as Chile and South
Korea) receive more international capital flows,
other things being equal.

Last but not least, a regulatory system that
is favorable to foreign investment is an impor-
tant factor underlying foreign investment in
an RGM. Some RGM economies have a variety
of restrictions on investment, including differ-
ent rules for foreign and domestic investment,
restricted access to foreign exchange and cer-
tain industries, and restrictions on payments,
transfers, and capital transactions. In addition,
labor regulations, corruption, red tape, weak
infrastructure, and political and security con-
ditions can also affect the attractiveness of a
RGM economy for foreign investors. As a re-
sult, international capital tends to avoid those
countries that have various restrictions on
investment.

It should be noted that a regulatory frame-
work may have different effects on different
forms of capital flows. China led other RGMs in
terms of receiving FDIs, but PI inflows to China

lagged behind other major receiving countries
due to its regulatory constraints applied to for-
eign investors. Under the current regulatory
framework of China, foreign investors can only
purchase Chinese stocks or bonds and trans-
fer the investment returns out of China after
obtaining quota from the government agency
under the Qualified Foreign Institutional Inves-
tors (QFII) scheme, which has only been imple-
mented since 2003. The overall quota is quite
limited relative to the size of China’s financial
markets, and it is under the tight control of the
Chinese government (Qu & Li, 2012). As a re-
sult, China only accounted for about 5.9% of the
overall net PI inflows to RGMs, a share that is
far below its share of GDP and FDI among the
22 RGMs. In contrast, such policy constraints
on foreign portfolio investments do not exist in
India and South Korea, and they became major
PI receiving countries among the RGMs.

An examination of the time trend of capital
flows to individual RGMs reveals interesting
patterns that are closely related to their evolv-
ing economic fundamentals and regulatory
framework. Brazil remained a popular desti-
nation for inward FDIs throughout 1995-2010.
The super boom in commodity prices during
the period, the relatively stable government
and domestic markets, and the liberalization

Text Box 3. Changing regulations helped FDIs: The case of Saudi Arabia

FDI flows to Saudi Arabia surged dramatically during 2006-10, compared with previous years.
The country started to liberalize its financial market in 2000, and its WTO accession in 2005
further helped to bring changes to the kingdom’s investment environment under the Agree-
ment on Trade Related Investment Measures (ATRIM). For instance, to ensure compatibility
with WTO rules, Saudi Arabia removed the minimum foreign requirements for foreign inves-
tors, which had been SR 25 mln for agricultural projects, SR 5 mln for industrial projects, and
SR 2 mln for service businesses (Ramady, 2010). Technology transfer is not a precondition for
investment under the new law. All the economic sectors are now open to foreign investment
in Saudi Arabia except a few investment fields such as exploration, drilling, and production
of petroleum. Such changes to the regulatory framework in the country encouraged foreign
investments, and the volume of its inward FDIs surged 11 times during 2006-10 as compared
to that of 2001-05 (Table 1).
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and openness of its financial markets are like-
ly the primary reasons underlying the large
inward FDI flows to Brazil (EconomyWatch,
2010). Some countries that were once favored
by international investors have become less at-
tractive over time. For instance, Thailand was
once a major FDI-receiving country and ranked
number six among the 22 RGMs in 1990s. How-
ever, it has dropped out of the top-10 list of the
major FDI-receiving RGMs by 2010. While the
country has achieved a decent GDP growth rate
of 4% annually and had a stable currency in the
past 10 years, the restrictions placed on foreign
investors by the government since the 1997-
08 Asian financial crisis and more recently in
2006 have dented the confidence in Thailand of
overseas investors. Similarly, Argentina was a
popular destination for FDIs in the 1990s, but
its inward FDIs dropped dramatically in abso-
lute value during the 2000s. The currency crisis
in the early 2000s and the regulatory changes

aimed to secure the lion’s share of the rent ac-
cruing from the natural resources sector for the
state are likely to be the main factors that dis-
couraged FDIs to Argentina (EconomyWatch,
2012). In contrast, FDI flows to Turkey were
negligible in 1990s, but the country became a
major FDI-receiving RGM by 2010, helped by
its rapid economic growth, low inflationary
risk, and relatively low public debt to GDP ratio
during the 2000s. Another country that saw a
dramatic surge of FDI inflows during 2006-10
is Saudi Arabia (Text Box 3).
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Future trend of FDI flows and
government policies

While the RGM economies with relatively good
growth prospects can still count on and take

IEMS EMERGING MARKET BRIEF // DECEMBER, 2012

be fully aware of the potential risk related to
the reduced volume and increased volatility of
FDI flows. Although FDI inflows to the RGMs
rebounded in 2010 after declining for the three
consecutive years following the financial crisis,

its net value in 2010 was only about two thirds
of the pre-crisis peak value in 2007. Given the

advantage of the international FDI inflows to
promote their economic growth, they need to

Text Box 4. Right policies regarding foreign investments: The case of China

Starting with its “open-door” policy in early 198cs, China allowed foreign enterprises and eco-
nomic organizations or individuals that followed the relevant policies and laws of China to
establish various forms of firms inside China, including joint ventures and solely-owned for-
eign companies. FDI is generally welcomed by various levels of Chinese government in the
belief that it can benefit the economy in multiple ways: 1) It increases the capital supply for
domestic investments; 2) It fills up the insufficiency of domestic savings; 3) It increases the
supply of undersupplied products in the market; and 4) It brings in advanced technologies and
management practices as well as new organizational structures for enterprises. To attract FDI,
China has imposed a favorable tax policy for foreign investors. Starting from the year when the
foreign-invested companies make a profit, their income tax is completely exempted for the first
two years and then levied at a reduced rate (50% off) in the following three years. In addition,
China has invested extensively in the development of infrastructures such as telecommunica-
tions and transportation, which is a necessary condition for foreign invested firms to operate in
China more efficiently (Cai et al., 2009).

From 1995 to 2010, foreign capital flow to China grew by a compounded annual rate of around
8%, and its overall amount ranked second in the world, behind only the US. Traditionally the
massive FDI inflows to China were heavily concentrated in the labor-intensive manufacturing
sector to take advantage of the cheap labor cost in China. Starting from the latter half of the
2000s, FDI flows to China have become more diversified: the sectoral distribution of FDIs has
shifted away from the manufacturing industry into others that are more capital intensive or
technology intensive, such as the finance industry. For instance, the share of the manufactur-
ing sector in the overall inward FDI flows to China declined from 70% in 2005 to about 47% in
2010. This trend is likely to continue in the future, given the heightened cost of labor and other
production factors in China. The industrial policies of China may have also played an impor-
tant role in inducing FDIs to go into certain priority sectors, thus helping China to upgrade its
industrial structure. For instance, additional tax and other benefits are provided if the foreign
investment goes to the following areas, according to the official Chinese government docu-
ments: 1) projects that develop agricultural technology; 2) projects that introduce technologies
urgently needed by the state to improve product performance, save energy and raw materials,
reduce pollution, and broaden the international market; 3) projects introducing new technology
or new material products that can fill the domestic gap; and 4) projects bringing in new tech-
nologies that can comprehensively utilize resources and regenerate resources. Such differenti-
ated government policies on FDIs are fine-tuned as economic conditions change.
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intensifying sovereign debt crisis in Europe
and the sluggish economic recovery in the US,
the capital flows from the developed world to
the RGMs are likely to be flat (if not declining)
in the foreseeable future. In addition, capital
flows to the RGMs showed much greater vola-
tility both in terms of the overall volume and
the distribution among the RGMs in 2000s
compared with previous years (Table 1). Con-
sequently, RGMs need to closely monitor the
trend of international capital flows.

In a number of RGM economies, favorable
regulatory framework and government policies
regarding inward FDIs have been put in place
(Magud, Reinhart & Végh, 2012). Favorable gov-
ernment policies can help a RGM economy to
attract more international capital flows and to
make better use of FDIs. While the government
policies regarding FDIs vary greatly across
RGMs, China, being the leading receiving coun-
try among RGMs, makes a good example (Text
Box 4). A general lesson that the experience of
China can offer to other RGMs is that, in order
to attract more FDIs, it is important for an RGM
to have an institutional, regulatory, and policy
environment that is conducive to international
investment. While China still maintains tight
exchange rate management and constraints on
foreign portfolio investment, it enhanced its le-
gal framework and liberalized its trade and fi-
nancial system significantly during 1995-2010
(Qu & Li, 2012). Therefore, institutional devel-
opment and a favorable regulatory system, in
addition to its economic fundamentals, are criti-
cal factors that make a RGM economy attractive
to foreign investors.

The growing importance of intra-RGM
investments and the rise of big RGM econo-
mies such as China and India carry important
implications for the current pattern and the
prospect of economic development in RGMs.
Smaller RGMs and other developing countries
may become more reliant on the major RGM
economies for trade and inward FDIs. Conse-
quently, their policies and economic structure
may become more affected by those of the ma-
jor RGM economies. The increased intensity
of such interactions over time will make the
RGM economies more integrated. The major

RGMs (such as BRICs) have already started
to strengthen their co-ordinations on various
trade and investment related issues. At pres-
ent, the inter-connectedness of the trade and
investment relations among the RGMs is still
far below that of the developed countries (e.g.,
the G7) and the overall importance of the RGMs
in the international capital flows is also lower.
However, with the trend of integration con-
tinues, RGMs as a whole may become a major
power in cross-border investments in the not-
so-distant future, which further underlines the
importance of RGMs in creating new growth
opportunities for the sake of the world’s eco-
nomic development.

Pl flows to the RGMs: impact, recent
trend, and policy options

Compared to the FDI flows, macroeconom-
ic impact of PI flows on the economy of the
host country has been a controversial issue.
There may be both positive and negative con-
sequences related to PI flows. On the positive
side, flows of portfolio money from abroad can
provide an extra funding source, add liquidity
to the domestic financial markets, and allow
risk diversification in the host country. As a
result, the efficiency of the financial markets
is enhanced and firms in the RGMs may be bet-
ter able to obtain financing and expand their
investments. On the negative side, unlike FDIs
that are usually associated with investments in
the real economy of the host country, PIs often
have a much shorter term and are subject to
quick selling off in bad times. Rapid PI inflows
(and its unexpected reversal) may be associ-
ated with increased financial risks in the host
country, such as appreciation pressure, rising
asset valuations return, and creation of finan-
cial bubbles (IMF, 2010).

The wunprecedented super-low interest
rates in the major industrialized countries and
the several rounds of “Quantitative Easing”
(QE) policies by the US have created abun-
dant liquidity worldwide and caused massive
PI flows to the RGMs since 2008. Since the
flows consist mainly of portfolio equity and
fixed-income investments, they have resulted
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in rising asset valuations, including
equities. For instance, a recent IMF re-
port reveals that rising capital flows to
emerging markets are associated with
rising equity returns and declining real
interest rates in the receiving econo-
mies during 2003-2009. Our exami-
nation using the S&P equity indices
also shows a significant and positive
correlation between PI inflows (scaled
by GDP) and equity returns in the 22
RGMs during 1995-2010, while FDI flows data
indicate no significant association with the eg-
uity market returns. Further tests with four dis-
tinct geographic groupings (Developing Asia,
Africa and the Middle East, South and Central
America, and Eastern Europe) reveal the same
relationships in each of the four groups. These
findings, together with the IMF report, support
the view that FDI flows have a long-term im-
pact on the RGM economies while PI inflows
have an impact of promoting the short-term re-
turns of the financial assets in the host country.
While the RGMs will continue to be an im-
portant part of the global allocation of portfolio
investment in the foreseeable future, policy-
makers in the RGMs need to pay close attention

Compared to the FDI flows,
Macroeconomic impact of
Pl flows on the economy of
the host country has been a
controversial issue

to the volatile PI flows and examine the poten-
tial impact of an abrupt cessation of such flows
on their financial markets. Recent evidence
shows that portfolio capital seems to be flowing
out emerging markets since 2011, as illustrated
by Figure 7. Using the panel regression model,
the aforementioned IMF report (2010) shows
that a 10% decline in global liquidity growth is
associated with a 2% drop in receiving econo-
mies’ equity returns.

The menu of policy responses for mitigat-
ing risks related to PI inflow surges and their
abrupt reversal includes fiscal and monetary
policies, exchange rate adjustment, reserve ac-
cumulation, prudential regulation, and, some-
times, capital controls (IMF, 2010). For instance,

Figure 7: Net fund flows to emerging markets (2010-2012

1/6/2010
2/24/2010
4/14/2010
6/2/2010
7/21/2010
9/8/2010
10/27/2010

Legend: Net Fund Flows to Emerging Markets

12/15/2010

2/2/2011
3/23/2011
5/11/2011
6/29/2011
8/17/2011
10/5/2011
11/23/2011

1/11/2012

Note: Weekly flows including both equity fund investments and bond fund investments; unit of measure: US$ bnl
(current price). Sources: IMF and IEMS’ calculations.
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a flexible exchange regime can mitigate capital
inflows attracted by appreciation expectations.
Monetary easing can narrow the interest rate
differential between foreign and domestic inter-
est rates and, thereby, reduce the incentives for
carry trade. Fiscal tightening can support mon-
etary policy by reducing the budget reign and
domestic interest rates. Adequate supervision
of prudential regulations helps contain sys-
temic risk in the financial sector. While most
of the aforementioned policy options have been
the subject of extensive discussions and have
proven effective by some natural experiments
of crisis events (e.g., the 1997-98 Asian financial
crisis), the implementation of capital control is
a more controversial measure. There is some
indication that capital controls can lengthen
the maturity of inflows and create greater room
for monetary independence. However, the adop-
tion of capital control in one RGM economy
may trigger the capital control in other RGMs,
and the resulting widespread heavy reliance
on capital control may delay necessary and
more important adjustments to their economic
fundamentals.



SKOLKOVO



SKOLKOVO IEMS EMERGING MARKET BRIEF // DECEMBER, 2012

Moscow School of Management

V.
Conclusion

24 V. CONCLUSION



SKOLKOVO

Moscow School of Management

The increasing importance of the RGM econo-
mies in the world capital market carries impor-
tant implications for the current pattern and for
the prospects of global economic development.
The major RGMs in the world, represented by
the BRICs, have become major hubs of world
capital flows and received massive amount of
capital inflows in the past decade. Although FDI
and PI inflows to RGMs declined during the
2007-08 global financial crisis, they rebounded
strongly after the crisis.

Among the 22 major RGM economies,
China is by far the largest receiving country of
FDIs, and its economy benefited the most from
FDI inflows during 1995-2010. In comparison,
India accounted for an insignificant share of
the net FDI inflows, even though it is now the
second largest RGM economy in the world. In-
terestingly, some RGM economies (e.g., South
Korea) have transformed from net FDI receiv-
ers to net FDI providers over time. FDIs from
the developed markets, the traditionally ma-
jor providers of FDIs to RGMs, have been on
a declining trend since 2007 as a result of the
global financial crisis and the sluggish econom-
ic recovery in these countries. On the contrary,
the outward FDI flows from RGMs, lead by the
BRICs, increased significantly during the same
period. The growing importance of intra-RGM
investments carries important implications
for the current pattern and the prospect of the
world’s economic development. Smaller RGMs
and other developing countries may become
more reliant on the major RGM economies (e.g.,
BRICs) for trade and inward FDIs. Consequent-
ly, their policies and economic activities may
be brought more in line with those of the major
RGM economies.

The economic fundamentals of the host
countries are closely related to the interna-
tional capital flows to RGMs. For example,
international capital favors large RGMs (e.g.,
China and Brazil) since big countries tend to
have more stable domestic markets and lower
country risks than the small ones. We also find
that international capital is more attracted to
RGMs with lower country risk premiums (such
as China and Poland). In addition, a weak RGM
currency reduces the cost of investment in the

country for foreign investors and thus induces
more capital inflows to the country. This effect
is more evident on FDI flows but is insignificant
in the case of PI flows. As expected, the recent
global financial crisis significantly reduced the
overall capital flows to the RGMs. However, the
negative impact of the crisis on the PI inflows
is much more serious than that on the FDI in-
flows. Our study shows that strong institutions
help to attract more capital flows to a RGM
economy. Among the various institutional fac-
tors, property rights protection is found to be
the most important one. Last but not least, a
regulatory system that is favorable to foreign
investment is an important factor underlying
foreign investment to a RGM. International
capital tends to avoid those countries that re-
strict investment.

The time trend of capital flows to indi-
vidual RGMs is closely related to their evolv-
ing economic fundamentals and regulatory
framework. China and Brazil remained popular
destinations for inward FDIs throughout 1995-
2010. Some countries that were once favored
by international investors have become less at-
tractive over time (for instance, Thailand and
Argentina). In contrast, FDI flows to Turkey
and Saudi Arabia were negligible in 1990s, but
these countries became major FDI-receiving
RGMs by 2010. Favorable government policies
can help a RGM economy to attract more inter-
national capital flows and to make better use of
FDIs. While the government policies regarding
FDI vary greatly across RGMs, China, being the
leading receiving country among RGMs, has
set a good example. In order to attract more
FDIs, RGMs should adopt and maintain insti-
tutional, regulatory, and policy environments
that are conducive to international investment.

During the early post-crisis period, the
RGMs experienced historically high volume of
PI inflows, which are, at least partially, driven
by the near-zero interest rates in the major in-
dustrialized countries. However, the PI flows
to RGMs showed much greater volatility than
FDIs, especially during the past ten years
and there is evidence that portfolio capital
has been flowing out emerging markets since
2011. In addition, evidence on the impact of PI
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flows on the real economy of RGMs is mixed.
The massive PI flows to the RGMs since 2008
are associated with rising asset valuations in
some RGMs. Policy-makers in the RGMs need
to pay close attention to the volatile PI flows
and examine the potential impact of an abrupt
reversal of such flows on their financial mar-
kets, especially for countries that have tradi-
tionally relied more on PI inflows (e.g., Brazil
and India). The specific conditions facing RGM
economies and the policies available to them
vary widely, and so will the appropriate policy

responses. The menu of policy responses for
mitigating risks related to PI inflow surges
and their abrupt reversal includes fiscal and
monetary policies, exchange rate adjustment,
reserve accumulation, prudential regulation,
and, sometimes, capital controls. However,
caution needs to be taken when implement-
ing capital control polices since such policies
may lengthen the maturity of PIs but may not
have a significant impact on the overall vol-
ume of capital flows (Baba & Kokenyne, 2011).
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Variable No. Obs.

Net PI/GDP 342

Net FDI/GDP 351

(Net PI + net FDI)/ 351
GDP

Log GDP 352

GDP growth rate 336

Equity return 293

International 352
interest rate (USA)

International 352
interest rate (EU)

Domestic interest 241
rate

Depreciation of 330
domestic currency

Restrictions on 348
investment

Property rights 348
protection

ix Table 1: Summ
Mean

0.0041
0.0351
0.0391

12.0434
00433
02037
00334

0.0334

0137

00773

3.8721

3.8024

ry statistics of v.
Std. Dev.

0.0436
0.0446
0.0541

1.0726
0.0427
05257
0.0223

0.0156

0.1884

03253

0.3564

04828

riables

Min
-02514
-0.056
-0.2276

9.6914
-0.148
-0.8423
00013

0.0048

0.0074

-0.2897

2.3026

2.3026

Max
02104
0.3516
03478

14.9929
0.142
2.84
0.065

0.0682

19043

34755

43820

44998

Note: Natural log values of GDP, measure of restrictions on investment, and measure of property rights protection
are used in regressions. GDP growth rate, equity return rates, interest rates, and depreciation rate of domestic

currency are annual rates. The sample period is 1995-2010.

Sources: CEIC, IMF, Herita,

e Foundation, and IEMS’ calculation.
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Appendix Table 2:

stimation results

Dependent variable: Dependent variable: Dependent variable: Dependent variable:
net FDIs + net Pls net FDIs net Pls inward FDIs +Pls
(1) (2) (3) (4)

Log GDP 0.0625** 0.0051 0.0574*** 0.1336™*

(00219) (0.0145) (00184) (0.0204)

GDP growth rate 0.0642 -00122 00764 0.0201

(0.0729) (0.0482) (0.0613) (0.0678)

Equity market return 0.0033 0.0011 0.0022 0.0035

(0.006) (0.004) (0.0051) (0.0056)

Diff. between domestic -0.0834** -00778*** -0.0056 -0.0606*
and int'l interest rates

Currency depreciation (0.037) (0.0245) (0.0311) (0.0344)

0.0213* 00131* 0.0082 00138

Financial crisis dummy (0.0124) (0.0076) (0.0104) (00115)

-0.0476*** 0.0078 -0.0554*** -0.0433***

Restrictions on (0.0123) (0.0082) (0.0104) (00115)
investment

-0.044** -0.027** -00171 -0.0439***

Property rights (00175) (00116) (0.0147) (0.0163)
protection

0.0639*** 0.0361** 0.0278* 0.0623***

Constant (0.0179) (0.0119) (0.0151) (00169)

-0.8004** -0.0648 -0.7356*** -1.6379**

Fixed effects (0.3183) (0.2106) (0.2675) (0.296)

Included Included Included Included

No. of observations 223 223 223 223

R-squared (within 02139 0.1295 0.1947 03702
group)

F-statistic 6.73 3.68 599 14.55

Note: The following fixed-effects estimation model is implemented in the regression analysis: F, = a + B'X_

+ Crisis, + 0'C, + £, where F_is the capital flows to country i in time t. Four dependent variables are used: net FDI
inflows, net PI inflows, the sum of the net FDIs and Pls, and the sum of the inward FDIs and Pls. Xs are the group
of macroeconomic and institutional indicators. Crisis, is a dummy variable for the 2007-08 global financial crisis.
Cs are the fixed country effects. The error term €, is characterized by independently distributed random variables
with mean zero and variance ¢®. The dependent variables are scaled by GDP (USD, 2000 price). Natural log
values of GDP, measure of restrictions on investment, and measure of property rights protection are used in the

regressions. Interest rates are money market rates. The difference between domestic and international interest
rates is calculated as the domestic money market rate minus the average of the US and EU rates. The exchange
rate of domestic currency is measured against US$ (units of domestic currency per US$). The calculation of the
equity market return is based on the S&P equity index. The dummy variable for the financial crisis takes the
value of one if the year is 2008 and zero otherwise. *, **, *** represent significance levels at 10%, 5%, and 1%,
respectively. Numbers in parentheses are standard deviations.

Sources: CEIC, IMF, Heritage Foundation, and IEMS’ calculations.
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SKOLKOVO

Moscow School of Management

The Moscow School of Management SKOLKOVO is a
joint project of Russian and international business repre-
sentatives, who joined their efforts to create a business
new-generation school from scratch. Focusing on practical
knowledge, the Moscow School of Management dedicates
itself to training leaders, who intend to implement their
professional knowledge in the conditions of rapidly devel-
oping markets. SKOLKOVO is defined by: leadership and
business undertakings, rapidly developing markets focus,
innovative approach towards educational methods.

The Moscow School of Management SKOLKOVO project is
fulfilled by the governmental-private partnership within the
framework of the Education Foreground National Project.
The project is financed by private investors, and doesn't
use governmental budget resources. The Prime Minister of
the Russian Federation Dmitry A. Medvedev is Chairman of
the SKOLKOVO International Advisory Board.

Since 2006 SKOLKOVO conducts short educational Ex-
ecutive Education programmes for top and medium-level
managers - open programmes and specialized, integrated
modules based on the companies requests. SKOLKOVO
launched Executive MBA programme in January 2009, first
class of the international Full-time MBA programme - in
September 2009.

Moscow School of Management SKOLKOVO

Novaya ul. 100, Skolkovo village, Odintsovsky district,
Moscow region, Russia, 143025

Phone.: +7 495 580 30 03

Fax: +7 495 994 46 68

E-mail: info@skolkovo.ru

Website: www.skolkovo.ru

Ell ERNST & YOUNG

Quality In Everything We Do

Ernst & Young is a global leader in assurance, tax, trans-
action and advisory services. Worldwide, our 144,000
people are united by our shared values and an unwavering
commitment to quality. We make a difference by helping
our people, our clients and our wider communities achieve
their potential.

With the opening of our Moscow office in 1989, we were the
first professional services firm to establish operations in
the Commonwealth of Independent States Ernst & Young
expands its services and resources in accordance

with clients’ needs throughout the CIS. 3,400 profes-
sionals work at 16 offices throughout the CIS in Mos-
cow, St.Petersburg, Novosibirsk, Ekaterinburg, Togliatti,
Yuzhno-Sakhalinsk, Almaty, Astana, Atyrau, Baku, Kyiv,
Donetsk,Tashkent, Tbilisi, Yerevan, and Minsk.

Across all industries, and at local and international levels,our
professionals are recognized for their leadership,know-
how, and delivery of accomplished results. We aim to help
you identify and reduce business risks, find solutions that
will work, and open new opportunities for your company.
Through more than 20 years of our operations in the CIS,
we have provided the critical information and the trusted
resources to pave the way for improved business perfor-
mance and profitability.

Ernst & Young
Sadovnicheskaya Nab. 77, bld. 1,
115035, Moscow, Russia

Phone: +7 (495) 755 9700

Fax: +7 (495) 755 9701

E-mail: moscow®@ru.ey.com
Website: www.ey.com




The SKOLKOVO Business School - Ernst & Young Institute
for Emerging Market Studies (IEMS) is a global, network-based
think tank, focused on managerial and economic issues, based in and
dedicated to the study of emerging markets. Its mission is to cre-
ate high-impact research that addresses critical issues in emerging
market development.
IEMS pursues interdisciplinary, practice-based, and comparative
research through its fulltime research staff and global coalition of
institutions, scholars, and experts. Its research contributes to the
sustained and balanced growth of emerging markets and is distrib-
uted among policy-makers, entrepreneurs, business executives, and
academics around the world. IEMS prides itself on providing:

+ A managerial perspective on key economic, social, and corporate

issues

- Field-based, issue-driven, and project-based research

+ A comprehensive and inter-disciplinary approach

» Comparative studies across multiple emerging markets

+ Rigorous studies with practical value and broad applications
With offices currently in Beijing and Moscow, IEMS will eventually
have regional offices across all major emerging markets including
India, the Middle East, South Africa, and Brazil.

IEMS Beijing

Unit 1608 North Star Times Tower

No. 8 Beichendong Rd., Chaoyang

Beijing, China 100101

Phone: +86 10 6498 1634, Fax: +86 10 6498 1634 (#208)

IEMS Moscow

Moscow School of Management SKOLKOVO

Novaya ul. 100, Skolkovo village, Odintsovsky district
Moscow region, Russia, 143025

tel: +7 495 580 30 03, fax: +7 495 994 46 68

E-mail: iems®@skolkovo.ru
Website: www.skolkovo.ru/iems




