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Abstract

Bank intermediated short-term capital inflows play a crucial role in the financial structure
of many emerging economies. Yet since these funds are subject to the risk of early
withdrawal, an excessive reliance on this financing is often associated with a financial or
currency crisis. We model a situation where withdrawals are motivated by a change in either
the domestic or foreign fundamentals. We show that, for a given change in fundamentals, a
sudden reversal in the capital flows, and hence a financial crisis, is more likely the more risk
averse are the foreign investors. We also show that a policy to tax early withdrawals may
discourage the inflows more likely to cause fundamental runs, as it prevents the relatively
more risk averse investors from investing. However, the policy must be fine-tuned to avoid
discouraging all capital inflows. © 2001 Elsevier Science B.V. All rights reserved.
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1. Introduction

In the last 6 years, emerging market economies have been affected by a long
series of financial crises, starting with Mexico in 1994–95, followed by Asia in 1997,
Russia in 1998 and Brazil in 1999. Each crisis had its own particular characteristics
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and determinants. However, they also shared common factors: each demonstrated
the ‘potential for sharp changes in investor sentiment’, often triggered by a
combination of unsustainable external imbalance, overvalued exchange rate, finan-
cial fragility, poorly monitored bank loans, unwise investments, and unsustainable
fiscal policy. In this paper we concentrate on one crucial step in the development of
such crises: the interplay between financial fragility and deteriorating economic
fundamentals. Financial fragility arises when financing capital accumulation via
bank-intermediated short-term inflows, since they are subject to the risk of early
withdrawals. These withdrawals become more likely as the outlook of economic
fundamentals gets bleaker and may bring about a sudden reversal of capital flows,
precipitating a financial crisis.

We propose a simple unified theoretical framework to evaluate these issues. While
simple, our model is useful to analyze the origin of some financial crises, and also
to evaluate the effectiveness of a tax on short-term inflows (we call it a Chilean tax
as it is equivalent to a requirement to hold reserves on short-term deposits) in
reducing the fragility of the financial structure. In particular we show that a Chilean
tax works not simply by deterring short-term capital inflows, but more precisely by
helping to select less risk a�erse lenders. In fact we find that, ceteris paribus, a financial
crisis is more likely the more risk averse are the investors entering an emerging
economy: by selecting out such investors, the tax renders a crisis less probable for
any given configuration of the ‘fundamental’ economic variables.

The paper is organized as follows. In Section 2 we review the literature and
motivate our analysis. In Section 3 we set up the basic model to examine the
interaction between foreign investors and the financial and industrial sector of an
emerging economy. In Section 4 we examine under which conditions foreign
investment will take place, and in Section 5 we characterize under which conditions
a crisis will take place. In Section 6 we evaluate the role of a Chilean tax in preventing
a crisis. Section 7 concludes.

2. Short-term capital inflows and financial crises

The lack of domestic savings is a constraining factor in the growth of most
emerging economies. Inflows of foreign capital may help sustain a phase of intensive
capital accumulation. Several factors may however deter foreign investments:
� An underde�eloped financial en�ironment. Investing in emerging market

economies may be quite difficult for domestic and especially for foreign in-
vestors. Financial markets may lack liquidity and transparency while regulations
protecting investors’ rights are weak or difficult to enforce.

� Demand for liquidity. While acknowledging the need for long-term investments,
investors considering investment in an emerging economy may want to keep
their options open in the case of either a sudden worsening of conditions in the
host economy or a sudden improvement in the financial outlook elsewhere in the
world. Thus demand for liquidity is often an integral part of foreign investors’
requirements.
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