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I Introduction

The growing integration of financial markets
located in the industrial countries and major

offshore centers represents a fundamental struc-
tural change in the world economy during the past
two decades. This increased integration has been
fostered by the relaxation of capital controls and
broader financial liberalization in the industrial
countries as well as by new telecommunications
and computer technologies that have facilitated the
cross-border transfer of funds. The liberalization of
restrictions on external and domestic financial
transactions was motivated in part by the desire to
improve financial efficiency by increasing competi-
tion in domestic financial systems and to reduce
financial risks by allowing domestic residents to
hold internationally diversified portfolios.

Although such efficiency and risk-diversification
gains could accrue to any country with capital
account convertibility—that is, one that has elimi-
nated capital controls—complete convertibility has
been established only in a number of industrial
countries and in relatively few developing coun-
tries. Indeed, analyses of the sequencing of struc-
tural reforms and stabilization policies for
developing economies have traditionally argued
that capital controls or dual exchange rates are nec-
essary to prevent capital flows that would under-
mine the reform program. These policy
recommendations, however, stand in sharp contrast
to a growing body of empirical evidence that sug-
gests that capital controls have often been evaded.
This paper reviews the experiences of industrial
and developing countries with capital controls, con-
siders some of the key policy issues raised by the
diminished effectiveness of capital controls, exam-
ines the potential medium-term benefits and costs
of an open capital account, and analyzes the policy
measures that could help sustain capital account
convertibility. Because the liberalizations of capital
account restrictions have typically taken place in
the context of broader economic programs, which
have included extensive stabilization efforts and
structural reforms, the implications of opening the
capital accounts need to be analyzed against the
background of these other policy changes.

Section II examines the types of capital controls
employed by countries and the rationales put forth
to justify their use. Most restrictions on capital
account convertibility have been motivated by four
principal considerations. First, quantitative capital
controls and transaction taxes have been seen as a
means of limiting volatile, short-term capital flows
that induce exchange rate volatility or sharp
changes in foreign exchange reserves and thereby
force the authorities to abandon their medium-
term macroeconomic policy objectives. Second,
capital controls have been credited with ensuring
that the domestic savings of developing countries
are used to finance domestic investment rather
than the acquisition of foreign assets and with lim-
iting foreign ownership of domestic factors of pro-
duction. Third, restrictions on capital movements
have been seen as strengthening the authorities'
ability to tax financial activities, income, and
wealth. Finally, it has been argued that opening the
capital account should occur late in any stabiliza-
tion and structural reform program to prevent capi-
tal flows from destabilizing efforts to control
inflation or to sustain a trade reform.

Section III examines the effectiveness of capital
controls in industrial and developing countries in
terms of their ability to insulate domestic financial
conditions from external financial developments
and to prevent the cross-border movement of funds
by residents and nonresidents. Empirical studies
point to four key conclusions. First, capital controls
were typically most effective when they were com-
bined with exchange and trade controls to restrict
both current and capital account convertibility.
However, the introduction of current account con-
vertibility created a variety of channels for dis-
guised capital flows. Second, whereas capital
controls in the industrial countries effectively lim-
ited their residents' net foreign asset or liability
positions during much of the 1950s and 1960s, the
collapse of the Bretton Woods system in the early
1970s created the expectation of large exchange
rate adjustments and was accompanied by large-
scale (often illegal) capital flows that overwhelmed

I
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even the most comprehensive capital control sys-
tems. Third, when macroeconomic and financial
conditions created substantial incentives for mov-
ing funds abroad, capital controls in many develop-
ing countries were often of limited effectiveness in
stemming capital flight during the 1970s and 1980s.
Fourth, recent studies suggest that the effectiveness
of capital controls eroded more rapidly during the
1980s than during the 1960s and 1970s.

Section IV considers some of the implications of
the reduced effectiveness of capital controls, caused
in part by structural changes in the international
financial system and other factors, which may also
have raised the explicit and implicit costs of using
such controls. Among these costs are the higher
costs of enforcing controls and the resources used
in the rent-seeking activities involved in obtaining
licenses for restricted capital flows and the evasion
of capital controls. New constraints can be placed
on the formulation of stabilization policies and
structural reforms when the effectiveness of capital
controls diminishes. Unsustainable monetary and
financial policies will have greater adverse effects
on the domestic financial system and on the tax
base as capital flight and a growing "dollarization"
of the economy take place. The fiscal authorities
will also face greater difficulties in taxing income
from financial assets, financial transactions, and
wealth; moreover, the revenues that can be
obtained from an inflation tax will also diminish.

During the early stages of stabilization and struc-
tural reform programs, residents often have strong
incentives to repatriate external assets even when
the sustainability of the program is uncertain. The
resulting capital inflows can cause the real
exchange rate to appreciate. Although sterilization
has been used to limit the inflationary impact of
these inflows, it can increase the outstanding stock
of government debt and drive up government bor-
rowing costs. Some countries have therefore tight-
ened capital controls to limit capital inflows.
Historical experience, however, suggests that
whenever there are large incentives for capital
flows, residents often find ways to evade the new
controls. Moreover, a severe tightening of capital
controls could interfere with normal trade financ-
ing and thereby vitiate any trade reform as effec-
tively as a real exchange rate appreciation. The
potentially adverse effects of a tightening of capital
controls raise the issues of what the potential bene-
fits of a more open capital account are and whether
there are fiscal, financial, and structural policies
that would allow a country initially to "live with"
the capital inflows and eventually to achieve and
sustain an open capital account.

When accompanied by appropriate macro-
economic and financial policies, a more open capi-

tal account may give rise to four efficiency gains:
(1) unrestricted capital flows benefit the interna-
tional economy by facilitating specialization in the
production of financial services; (2) capital account
convertibility creates dynamic efficiency by intro-
ducing competition in the financial industry from
abroad and stimulating innovation; (3) if interna-
tional financial markets price the risks and returns
inherent in financial claims appropriately, global
savings can be allocated to the most productive
investments; and (4) for countries with limited
access to private external finance, freedom of capi-
tal inflows and outflows may facilitate renewed
access to international financial markets.

Section V examines the experiences of industrial
and developing countries with capital account liber-
alization in order to identify the asset price move-
ments and capital flows that have been associated
with removing capital controls and the macro-
economic, financial, and risk-management policies
that can help sustain an open capital account. A
common pattern of asset price movements and capi-
tal flows has often emerged after the opening of the
capital account in both industrial and developing
countries. Since the opening of the capital account
has historically occurred in conjunction with exten-
sive stabilization and structural reform programs,
the accompanying asset price changes and capital
flows have reflected the removal of capital controls
as well as perceptions about the likely outcomes of
the reforms. The resulting portfolio adjustments
have typically led to large private sector gross capital
inflows and outflows, often a net capital inflow, and a
real exchange rate appreciation. In some developing
countries, moreover, high ex post real domestic
interest rates and an initially large spread between
ex post domestic interest rates (adjusted for
exchange rate changes) and international interest
rates have also occurred.

Experience suggests that the implementation of
certain policies designed to mitigate these asset
price movements and capital flows can help to sus-
tain capital account convertibility and reduce the
financial risks created by an open capital account.
These include macroeconomic and financial pol-
icies that minimize the differences between domes-
tic and external financial market conditions before
liberalization; avoiding taxes on financial income,
wealth, and transactions that create strong incen-
tives to move funds abroad; strengthening the
safety and soundness of the domestic financial sys-
tem; and removing or reducing restrictions that
inhibit the flexibility of wages and the prices of
goods and assets. Moreover, countries can manage
the financial risks created by an open capital
account by allowing residents to hold interna-
tionally diversified portfolios, by using markets for

I INTRODUCTION
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trading risks (particularly the markets for com-
modity and financial futures, options, and swaps),
and by designing external contracts and debts bet-
ter. The speed with which a country can move to
full capital account convertibility appears to

depend on both how far it has proceeded in imple-
menting the policies that are preconditions for such
convertibility and its willingness to take further
measures that credibly establish that it will imple-
ment the remaining policy steps.

Introduction
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II Restrictions on Capital Account
Transactions

The IMF's Articles of Agreement permit the
use of capital controls,1 and most IMF mem-

bers have imposed some restrictions on capital
account transactions throughout the post-World
War II period. At the end of 1989, 123 of the 153
territories and member countries analyzed in the
IMF's Exchange Arrangements and Exchange
Restrictions Annual Report 1990 (Washington)
restricted payments for capital transactions and/or
used separate exchange rates for some or all capital
account transactions (Table 1). Moreover, whereas
the number of industrial countries with capital
account convertibility rose from three in 1975 to
nine in 1990, only one additional developing coun-
try achieved this kind of convertibility.

Types of Capital Controls

The most common restrictions on capital account
convertibility have encompassed exchange controls
or quantitative restrictions on capital movements,
dual or multiple exchange rate arrangements, and
taxes on external financial transactions. Quantitative
restrictions have typically involved limitations on
the external asset and liability positions of domestic
financial institutions (especially banks); on the
domestic operations of foreign financial institutions;
and on the external portfolio, real estate, and direct
investments of nonbank residents. In many cases, a
government review board scrutinizes, on a case-by-
case basis, the foreign direct investments coming
into a country.

At a minimum, dual or multiple exchange rate
systems involve separate exchange rates for com-
mercial and financial transactions. In most dual
exchange rate systems, the authorities stabilize the

1Article VI, Section 3 states that

Members may exercise such controls as are necessary
to regulate international capital movements, but no
member may exercise these controls in a manner which
will restrict payments for current transactions or which
will unduly delay transfers of funds in settlement of
commitments, except as provided in Article VII, Sec-
tion 3(b) and in Article XIV, Section 2.

commercial exchange rate but allow the financial
exchange rate to float. The effectiveness of these
systems is determined in large part by the degree to
which current and capital account transactions can
be kept separate. To achieve this separation, there
are often complex sets of rules that define what con-
stitutes current and capital account transactions and
that attempt to establish control over residents'
foreign exchange transactions and nonresidents'
domestic currency transactions. Enforcement of
these rules implies that dual (or multiple) exchange
rate systems share many, if not most, of the costs of
administering a system of quantitative restrictions
on capital flows.

Explicit and implicit taxes on external financial
transactions and income have also been used to
discourage or control capital flows. Interest equal-
ization taxes are designed to eliminate the higher
yield that domestic (foreign) residents might see on
holding foreign (domestic) financial instruments.
High transaction taxes have also been used to dis-
courage short-term capital movements.

Rationales for Capital Controls

The use of capital controls has often been justi-
fied on four grounds: (1) to help manage balance of
payments crises or unstable exchange rates gener-
ated by excessively volatile short-run capital flows,
(2) to ensure that domestic savings are used to
finance domestic investment and to limit foreign
ownership of domestic factors of production, (3) to
maintain the authorities' ability to tax domestic
financial activities, income, and wealth, and (4) to
prevent capital flows from disrupting stabilization
and structural reform programs.

Limiting Volatile Short-Term Capital Flows

Taxes on short-term financial transactions have
often been viewed as a means of limiting short-
term capital flows that can lead to a sharp change in
a country's foreign exchange reserves or contribute
to excess exchange rate volatility. These flows are

4
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Rationales for Capital Controls

Table I. Restrictions on Capital Account Transactions, 1975, 1980, 1985, and 1990'

Type of Restriction 1975 1980 1985 1990

Number of countries2

Separate exchange rate(s) for some capital
transactions and/or some or all invisibles and
restrictions on payments for capital
transactions

Industrial countries3

Developing countries

Restrictions on payments for capital transactions
only45

Industrial countries
Developing countries

Separate exchange rate(s) for some capital
transactions and/or some or all invisibles only

Industrial countries
Developing countries

Neither separate exchange rate(s) for some
capital transactions and/or some or all
invisibles nor restrictions on payments for
capital transactions

Industrial countries
Developing countries

128 140 148 153

22
2
20

102
17
85

25
3
22

23
3
20

26
2
24

I076

14
91

31
3
28

28
6
22

32
—
32

116

II
105

34
1

33

30
9
21

32
—

32

120
II
109

35
1

34

30
9
21

Source: IMF, Exchange Arrangements and Exchange Restrictions, Annual Report, various issues.
'The years indicate the publication year of the reports from which data are collected.
2Belgium and Luxembourg have been treated as one country.
3Grouping definition is based on the existing grouping presented in the latest issue of the IMF's International Financial Statistics and World Economic

Outlook (Washington).
Restrictions (that is, official actions directly affecting the availability or cost of exchange or involving undue delay) on payment to member countries,

other than those imposed for security reasons under Executive Board Decision No. l44-(52/5l) adopted on August 14, 1952.
5 Resident-owned funds.
6Numbers for industrial and developing countries do not add up to the total, because the positions of two developing countries—Botswana and

Haiti—are undetermined.

thought to be driven by investors who ignore fun-
damentals and conduct transactions on the basis of
rumors, trading strategies, or uncertainties about
the sustainability of macroeconomic or exchange
rate policies. It has therefore been argued that the
authorities should limit speculative capital flows
rather than alter financial and macroeconomic pol-
icies designed to achieve medium-term objectives.

One difficulty in evaluating this argument lies in
identifying situations where short-term capital
flows were driven by irrational trading strategies
rather than by concerns about macroeconomic pol-
icy inconsistencies or the expectation of large
exchange rate adjustments. In 1971-73, for exam-
ple, large-scale short-term capital flows preceded
the sharp adjustments in the exchange rates of the
major industrial countries. However, these capital
flows were often motivated by the prospect of a
"one-way" bet, because certain exchange rates
were viewed as clearly undervalued. Similar situa-

tions arose in many developing countries when bal-
ance of payments crises were preceded by high
inflation and a growing exchange rate overvalua-
tion. In these countries, short-term capital flows
reflected the private sector's attempts to protect
the real value of its financial wealth when a fixed or
stabilized exchange rate was expected to undergo a
substantial depreciation. Moreover, even with flex-
ible exchange rates, conflicting macroeconomic
policies in the major industrial countries can gener-
ate capital flows as well as exchange rate changes;
the appropriate policy response would be to adjust
macroeconomic policies rather than to impose cap-
ital controls.

There have also been concerns that asset prices
on international financial markets have experienced
speculative "bubbles," especially for exchange rates,
in which asset prices depart systematically from
underlying fundamentals, thus distorting capital
flows. Nonetheless, because economists have yet to

D
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RESTRICTIONS ON CAPITAL ACCOUNT TRANSACTIONS

model the behavior of exchange rates successfully,
they have been unable to identify either the funda-
mentals driving exchange rates or the extent to
which exchange rates have departed from these fun-
damentals. Meese (1986) concluded that the
exchange rates between the United States and some
other major industrial countries followed a pattern
in the early 1980s consistent with the existence of
such bubbles, whereas Flood, Rose, and Mathieson
(1991), using daily exchange rate data from the
1980s, found little evidence that such bubbles
existed. Moreover, even if bubbles were to occur
periodically, it is not clear that permanent capital
controls or taxes would be preferable to occasional
central bank foreign exchange market intervention.

Doubts about the sustainability of a country's
policy stance can potentially lead investors to alter
their holdings of domestic and external assets in
order to protect the value of their portfolios.
Although authorities could use capital controls to
prevent these adjustments from occurring, this
approach may not build credibility for their pol-
icies. Another argument for capital controls is that
implicit or explicit government guarantees might
distort capital flows. For example, the perception
that the government would assist private borrowers
to service external debts during a crisis can induce
unwarranted external borrowing.

Retention of Domestic Savings

A second rationale for the use of capital controls
is that developing countries need to ensure that
scarce domestic savings are used to finance domes-
tic investment rather than the acquisition of foreign
assets and to limit foreign ownership of domestic
factors of production. The uncertainties created by
an unstable macroeconomic and political environ-
ment in many developing countries can reduce
their expected private returns from holding domes-
tic financial instruments (and thereby the return on
saving) far below the social marginal product of
additional capital. In this uncertain environment,
risk-averse savers may prefer to hold a significant
portion of their wealth in foreign assets that are
perceived to yield higher or more certain real
returns. It has been argued that capital controls can
be used to help retain domestic savings by reducing
the return on foreign assets (for example, through
an interest equalization tax or by raising the
implicit cost of moving funds abroad) and by limit-
ing access to foreign assets.

Even if capital controls limit the acquisition of
foreign assets, however, they still might do little to
increase or sustain the availability of savings for
domestic capital formation. If domestic financial

instruments carry relatively uncertain and low real
rates of return and residents cannot acquire foreign
assets, they often respond either by reducing their
overall level of savings or by holding their savings
in inflation hedges, such as real estate or invento-
ries. Moreover, if domestic residents can hold only
domestic financial instruments, their income
stream will be less diversified than if their port-
folios also contain foreign assets. As a result, resi-
dents' domestic wealth and income positions
become more vulnerable to domestic macro-
economic shocks.

A related rationale for capital controls is to
establish limits on foreign ownership of domestic
factors of production, industries, natural resources,
and real estate. In part, these controls are seen as
preventing either an unwarranted depletion of a
country's natural resources or the emergence of a
monopoly in a particular industry. Equity and
income distribution considerations are also cited as
justifications for limitations on ownership of
domestic factors of production and real estate.

Although views differ on the benefits and costs
of foreign ownership of domestic institutions and
factors of production, highly restrictive controls
can play an important role in discouraging foreign
direct investment. In an era in which many coun-
tries face limited access to international financial
markets, foreign direct investment may be an
important source of external finance and a means
of acquiring new technologies.

Maintenance of the Domestic Tax Base

Another rationale for capital controls is that they
maintain the authorities' ability to tax financial
activities, income, and wealth. Stamp duties and
taxes on securities transactions can be important
sources of government revenue in countries with
large securities markets (for example, Switzerland),
and income taxes on interest and dividend income
are key components of most tax systems. In addi-
tion to such explicit taxes, effective capital controls
can allow the authorities to adopt monetary pol-
icies that impose an "inflation tax" on individuals
holding domestic monetary instruments. A model
of the relationship between the inflation tax and
capital controls is provided in McKinnon and
Mathieson (1981).

Because domestic residents have an incentive to
shift some portion of their financial activities and
portfolio holdings abroad to avoid these taxes, cap-
ital controls have been viewed as a means of either
limiting holdings of foreign assets or gaining infor-
mation on the scale of residents' external asset
holdings so that these holdings can be taxed.

©International Monetary Fund. Not for Redistribution



Rationales for Capital Controls

Capital Controls and Stabilization and
Structural Reform Programs

It has often been recommended that the opening
of the capital account occur late in the sequencing
of stabilization and structural reform programs in
developing countries in order to avoid capital flows
that would make the reform unsustainable. For
example, Frenkel (1982 and 1983), Edwards (1989),
and McKinnon (1991) have argued that, with dif-
ferent speeds of adjustment in goods, factor, and
financial markets, stabilization and reform pro-
grams should be designed, first, to remove domes-
tic distortions in the goods and capital markets and
attain fiscal order so as to reduce reliance on infla-
tionary finance, and, second, to liberalize the econ-
omy's links with the rest of the world. External
liberalization would first involve reducing distor-
tions to trade in goods and, as a final step, opening
the capital account. Because financial markets adjust
more rapidly than goods markets, a premature
opening of the capital account could stimulate capi-
tal inflows that would cause the real exchange rate
to appreciate and destabilize the reform program.

The nature of destabilizing capital flows depends
on the credibility of the reform program and on the
extent of the differences in the speeds of adjust-
ment in goods, factor, and financial markets. For
example, if a stabilization program lacks cred-
ibility, liberalization of the capital account could
lead to currency substitution and capital flight,
which could trigger a balance of payments crisis,
devaluation, and inflation. Similarly, as Calvo (1983
and 1987) and Stockman (1982) have emphasized,
it may be difficult to sustain a trade reform that is
expected to be reversed, because residents will use
foreign borrowing to import large amounts of
goods, especially consumer durables. Conversely, if
it is anticipated that the reform program will be
sustained, a capital inflow could result (owing to
the higher perceived return on domestic assets),
which would lead to a real exchange rate apprecia-
tion that could, in turn, offset the effects of the
trade reform on the prices of domestic traded
goods. Moreover, even if there were some uncer-
tainty about the likely success of the reform pro-
gram, a capital inflow could occur if residents
temporarily repatriated funds from abroad to take
advantage of the high real interest rates.

Despite these concerns, some authors have
stressed the beneficial effects of foreign capital
inflows in helping to alleviate the cost of adjust-
ment during a major structural reform. Clark
(1986) argued that Egyptian structural reforms suc-
ceeded because of the availability of external
funds, and Krueger (1981,1984, and 1989) stressed
the role of foreign funds in reducing adjustment
costs and making the reforms more acceptable
politically. Such funding could nonetheless come
from official rather than private inflows and would
therefore not necessarily involve opening the capi-
tal account. However, Lai (1987) has argued that
capital account liberalization, trade reform, the
adoption of a floating exchange rate, and fiscal
reform should occur at the beginning of the. reform
process. Since the trade reforms and capital
account liberalization would occur simultaneously,
Lai suggested that portfolio and real investments
would be based on world interest rates and world
prices for traded goods; he also argued that the
market would determine the appropriate level of
the exchange rate more effectively than the
authorities.

However, these discussions implicitly assume
that capital controls can "effectively" restrict capi-
tal flows even if current account convertibility is
established. Effective capital controls have been
defined as either (1) completely segmenting the
domestic financial market from international mar-
kets and making domestic interest rates indepen-
dent of international interest rates or (2) limiting
capital inflows so as to create a wedge (possibly
variable) between domestic interest rates and for-
eign interest rates (adjusted for expected exchange
rate movements). Whereas type (1) controls
amount to "closing the road" between domestic
and international financial markets, type (2) con-
trols attempt to set a safe "speed limit" for the
scale of capital flows.2 However, there is empirical
evidence that residents often find ways around cap-
ital controls when large differentials exist between
the yields on domestic and foreign instruments and
that the effectiveness of capital controls eroded at a
faster pace in the 1980s than in the 1960s and 1970s.

2Frenkel (1982) has often used this distinction in his discus-
sions of capital controls.
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Ill Effectiveness of Capital Controls

T he ability of quantitative capital controls or a
dual exchange rate system to insulate domes-

tic financial conditions from those in international
financial markets is influenced by the expected
gains from, and costs associated with, evading the
controls. The incentives to evade capital controls
will be stimulated not only by nominal yield dif-
ferentials (including expected exchange rate
changes) but also by differences in the availability
of credit, the types of financial products and ser-
vices that are provided, and the perceived stability
and soundness of the financial institutions in
domestic and offshore markets. In addition, the
risks of expropriation and taxation of domestically
held assets can also be important incentives to
evade controls. The transaction, communication,
and other costs (including bribery) of evading capi-
tal controls may be significantly lower for individ-
uals and institutions that regularly engage in (legal)
international trade and financial transactions than
for others. When the costs are significant, small-
scale illegal capital transfers are unprofitable. The
scale of disguised capital flows is also sensitive to
the penalties imposed on those who try to evade
the capital controls. Just how effectively these
penalties inhibit illegal capital transactions will
depend on the effort put into enforcing capital con-
trols and prosecuting violators. A large and tech-
nically sophisticated bureaucracy may be required
to enforce a system of complex and comprehensive
capital controls.

Channels for Evading Capital Controls
These incentives and costs also play a key role in

determining channels that individuals have used to
evade capital controls and arbitrage between the
official and financial exchange markets under dual
exchange rate systems. One of the most frequently
used channels has been under- and overinvoicing
of export and import contracts. To shift funds
abroad, for example, exporters (importers) would
underinvoice (overinvoice) a foreign customer and
then use these funds to invest in external assets. In
this way, they exploit one of the fundamental ten-

sions in most capital control and dual exchange
rate systems, namely, the need to control unautho-
rized capital flows while not interfering unduly with
either normal trade financing for imports and
exports or the typical transfer operations between
a parent firm and its subsidiary for permitted for-
eign direct investment.

As noted by Kamin (1988), such under- and over-
invoicing can lead to a distorted view of what hap-
pens to the trade balance just before and after a
devaluation. In a study of more than sixty devalua-
tions, Kamin found that, before the typical devalua-
tion, the rates of growth of exports and imports
declined sharply, while the current account balance
and reserve holdings deteriorated markedly. Imme-
diately after the devaluation, the current account
balance recovered as exports rebounded strongly,
while imports continued to decline, albeit less
rapidly, until they bounced back sharply in the sec-
ond year after the devaluation. His empirical analy-
sis suggests that the period before the devaluation
was preceded by both a real appreciation of the
exchange rate and a sharp rise in the black market
(unofficial) premium on foreign exchange, which led
to underinvoicing of exports and reductions in
officially reported exports. These shortfalls in export
receipts increased the authorities' reserve losses and
led to declines in imports as the authorities tight-
ened restrictions on access to foreign exchange.
After the devaluation, the black market premium
dropped, thus reducing the incentives for underin-
voicing exports, and officially measured exports rose
sharply. Improved reserve inflows also allowed the
central bank to loosen restrictions on access to for-
eign exchange, and imports recovered.

Giddy (1980) also argued that multinational
companies can use transfer pricing policies to
evade capital controls. Before an anticipated
exchange rate adjustment, changes in transfer
prices and the leading and lagging of intracompany
transfers enable these companies to shift funds in
and out of a country.

Another trade-related channel for unrecorded
capital flows has been the leads and lags in the
settlement of commercial transactions or variations
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in the terms offered on short-term trade credits.
When the Bretton Woods system collapsed in the
early 1970s, for example, some industrial countries
with extensive capital controls nonetheless experi-
enced significant capital inflows as a result of the
prepayment of exports by foreign entities (often
the foreign subsidiaries of domestic corporations).
This experience suggests that, before a major
devaluation, drastic restrictions on trade financing
will be difficult to enforce; if, however, restrictions
are effectively enforced, capital controls or sepa-
rate foreign exchange markets will be unable to
shield current account transactions from erratic
exchange rate fluctuations.

The balances in nonresidents' "commercial"
accounts in the domestic financial system,
especially in countries with dual exchange rate
arrangements, have often been drawn down
sharply before a devaluation and then rebuilt rela-
tively quickly after the devaluation. Remittances of
savings by foreign workers in the domestic econ-
omy and by domestic nationals working abroad,
family remittances, and tourist expenditures,
although traditionally regarded as current account
transactions, have also been used as vehicles for the
acquisition or remission of foreign assets.

During the 1960s and 1970s, forward foreign
exchange operations in industrial countries with
capital controls and/or dual exchange rates pro-
vided residents with another channel for moving
capital. When a major exchange rate depreciation
was anticipated, the forward net foreign asset posi-
tion of domestic residents often changed dramat-
ically as many exporters responded by hedging a
much smaller (or zero) proportion of their antici-
pated foreign exchange receipts and importers
tried to obtain more cover.

Experiences with Capital Controls
While there are clearly many channels for evad-

ing capital controls, there are still the empirical
questions of just how important these channels
have been and under what conditions they may
undermine the effectiveness of capital controls. To
examine these questions, this section first reviews
the experiences of industrial countries with capital
controls since World War II and then presents an
empirical analysis of the effectiveness of capital
controls in developing countries.

Industrial Countries

Immediately after World War II, most industrial
countries used exchange, trade, and capital con-
trols to limit both current and capital account con-
vertibility and their residents' net foreign asset and

liability positions (Greene and Isard, 1991). How-
ever, because current account controls created a
variety of distortions, the industrial countries in
Western Europe formally restored current account
convertibility (by accepting the obligations of Arti-
cle VIII of the IMF's Articles of Agreement) by
1961, followed by Japan in 1964. Nonetheless,
many major industrial countries continued to main-
tain capital controls (including dual exchange
rates) throughout the 1960s and 1970s, with some
(such as France and Italy) abolishing the last of
their major capital controls only during the late
1980s. Although many studies have focused on the
experiences of industrial countries with capital con-
trols after World War II,3 the experience of Japan
in the period 1945-80 and that of Ireland in the
early 1980s can illustrate the typical conclusions of
these studies. It has been argued that Japan had the
most effective and efficiently administered system
of capital controls up to the late 1970s;4 Japan's
experience can thus be used to identify some of the
variables that contributed to the effectiveness as
well as to the breakdown of capital controls. Ire-
land's experience, in turn, illustrates the difficulties
encountered by countries attempting to reimpose
capital controls on previously integrated financial
markets.

The legal basis for Japan's post-World War II
capital controls was initially provided by the For-
eign Exchange and Foreign Trade Control Law,
passed in 1949, under which foreign exchange
transactions were prohibited in principle and per-
mitted only in exceptional cases according to the
directives and notifications of government minis-
tries. Initially, private holdings of foreign exchange
were restricted, and export receipts had to be sold
to authorized foreign exchange banks. The
authorities also specified a standard settlement
period and required approval of prepayments or
acceptance of advance receipts. Holdings of yen by
nonresidents were subject to controls, and private
capital movements were, in effect, prohibited. As
noted by Fukao (1990), one indication of the effec-
tiveness of these controls was that there was an
almost one-to-one relationship between the level

3For example, Yeager (1976) examines the experiences of the
major industrial countries in the 1950s and 1960s and provides
an extensive bibliography. Baumgartner (1977) analyzes the
experiences of a number of European countries (including Ger-
many) with capital controls in the 1970s, and Argy (1987) com-
pares the Australian and Japanese experiences with capital
controls in the 1960s and 1970s. Dooley and Isard (1980)
provide a general framework for analyzing the effects of capital
controls.

4For example, Argy (1987) argued that such controls were
much more effectively and efficiently administered in Japan
than in other industrial and developing countries.
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of Japan's foreign exchange reserves and its
cumulative current account balance between 1945
and 1962. Supplement A in Fukao's article
provides a detailed listing of the various controls
Japan used between 1945 and 1990.

In 1960, the authorities announced a trade and
exchange liberalization plan, one of whose goals was
to achieve Article VIII status. This program
included abolition of foreign exchange controls on
current account transactions, creation of "free" yen
accounts for nonresidents, liberalized use of foreign
exchange for tourist travel, and some relaxation of
the controls on capital account transactions related
to exports and imports. With this partial liberaliza-
tion, the scale of capital flows in the 1960s expanded
relative to those in the 1950s, and periods of mone-
tary tightening in the summers of 1961 and 1967
were accompanied by capital inflows that required
the imposition or tightening of capital controls.

After the deutsche mark was allowed to float in
May 1971, Japan initially attempted to maintain a
fixed U.S. dollar-yen exchange rate and, as a result,
experienced large capital inflows. Official foreign
exchange reserves rose from $4.4 billion at the end
of 1970 to $7.9 billion at the end of July 1971.
Moreover, capital inflows in the 11 days between
August 16 and August 27, 1971 amounted to $4
billion. The foreign subsidiaries of Japanese firms
were an important source of inflows inasmuch as
they used U.S. dollar-denominated loans to make
prepayments on exports from the parent company
or to purchase yen-denominated securities. The
authorities responded initially by severely tighten-
ing capital controls—which disrupted trade
financing—and, eventually, by floating the ex-
change rate. Thus, the system of capital controls,
which had been highly effective when the exchange
rate was viewed as stable and interest rate differen-
tials were limited,5 was unable to stem a large-scale
inflow once the expectation of a large exchange
rate adjustment took hold.

Japan shifted from a fixed to a floating exchange
rate in the spring of 1973, and Fukao (1990) argues
that the degree of short-term capital mobility
declined because of both strict capital controls and
the elimination of the prospect of a near-certain
capital gain when a large discrete exchange rate
adjustment took place. Moreover, the differentials
between domestic and offshore money market
interest rates after 1974 were much smaller, even
during the first and second oil price shocks, than in
the period surrounding the collapse of the Bretton

5Horiuchi (1984) showed that officially controlled real inter-
est rates in Japan were relatively high by international stan-
dards, which may have played a key role in limiting residents'
incentive to shift funds abroad.

Woods system. Fukao shows that the differentials
(in absolute value) between the three-month gen-
saki (repo) interest rate and the three-month Euro-
yen interest rate were, at most, 6 percent a year
during 1974-87 but had reached 20-40 percent a
year during 1971-74.

Japan's policies toward capital controls under-
went a fundamental change at the end of 1980,
when the Law Revising Partially the Foreign
Exchange and Foreign Trade Control Law was
implemented. Whereas under the old law all for-
eign exchange transactions were prohibited in prin-
ciple unless exempted by the authorities, the new
law allowed all foreign exchange transactions
unless specifically restricted. This change in policy
was motivated by a number of factors, including
the recognition that Japanese financial institutions
were continuing to expand their operations in
other major domestic and offshore markets and
that "the maintenance of a legal framework that
prohibited overseas transactions in principle raised
difficulties such as giving the impression to foreign
countries that Japan was implementing regulations
that were not transparent" (Fukao (1990, p. 43)).

The Japanese experience with capital controls up
to 1980 suggests a number of conclusions about
their effectiveness. When exchange, trade, and cap-
ital controls restricted both current and capital
account convertibility in the 1950s, the authorities
were able to limit residents' accumulation of net
foreign asset positions effectively. The establish-
ment of current account convertibility and the
relaxation of controls on trade-related capital flows
in the 1960s created new difficulties for conducting
an independent monetary policy with a fixed
exchange rate. Nonetheless, as long as there was
the expectation that the fixed exchange rate would
be maintained and domestic and external financial
market conditions did not differ markedly, the cap-
ital controls continued to limit residents' net for-
eign asset positions effectively. In the early 1970s,
however, the expectation of a large discrete adjust-
ment in exchange rates during the collapse of the
Bretton Woods system led to large capital flows
(often seemingly trade-related) that overwhelmed
the capital control system. Moreover, measures
designed to tighten capital controls so as to prevent
the capital flows soon began to reduce the volume
of international trade.

Ireland's experience in the late 1970s exemplifies
the effects of introducing capital controls between
previously integrated financial markets. Before De-
cember 1978, relatively few official restrictions
were imposed on transactions between financial
markets in Ireland and those in the United King-
dom. The Irish authorities then imposed a set of
exchange controls that included (1) limitations on

10
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the accounts of U.K. residents in Irish bank and
nonbank financial institutions, (2) a prohibition
against Irish residents' holding accounts with finan-
cial institutions in the United Kingdom, (3) prior
approval for all foreign borrowing, (4) prior
approval for portfolio investment inflows and out-
flows, and (5) limitations on the provision of for-
ward cover by authorized banks to nonbank
residents except for trade-related transactions.

Browne and McNelis (1990) have recently exam-
ined the effectiveness of the Irish capital controls in
restoring the authorities' control over domestic
interest rates. They based their analysis on an
empirical model that correlated quarterly changes
in various domestic Irish interest rates with (1) the
differential between the sum of the comparable
world interest rate, the expected rate of deprecia-
tion of the Irish pound and a risk premium, and the
previous quarter's domestic interest rate; and
(2) the current and lagged values of the domestic
excess demand for money. The excess demand for
money was represented, in turn, by the gap
between the demand for money and the cumulative
stock of domestic credit expansion. The demand
for money was taken as a positive function of the
level of permanent income and the "own" yield on
the interest-bearing component of the money stock
and a negative function of the expected rate of
inflation and the return on government securities.
In the empirical analysis, only the excess demand
for money in the current and preceding quarters
was used. In considering the likely effects of an
unanticipated increase in the domestic money sup-
ply, Browne and McNelis also differentiated
between an initial liquidity effect (which would drive
domestic interest rates down) and a subsequent
inflation premium effect (which would drive domes-
tic interest rates up). A unique feature of their anal-
ysis was that they allowed the effects of external
interest rates and domestic money market condi-
tions to vary over time, using a Kalman filter tech-
nique to estimate these time-varying coefficients. In
particular, they argued that, if economic agents learn
how to evade capital controls over time, then the
influence of external financial market conditions on
domestic interest rates should grow relative to that
of domestic money market conditions.

Browne and McNelis based their empirical anal-
ysis on data from the first quarter of 1971 to the
fourth quarter of 1986 and used data on interest
rates on financial instruments of various expected
degrees of international tradability. These interest
rates included (in order of expected international
tradability) (1) the 3-month Dublin interbank mar-
ket rate, (2) the 90-day exchequer bill rate, (3) the
5-year-to-maturity government security yield,
(4) the clearing banks' rate on deposits in the range

of £Ir 5,000-£Ir 25,000, (5) the clearing banks'
prime lending rate, (6) the building societies' share
account rate, and (7) the building societies' mort-
gage rate. One empirical result was that there were
significant liquidity effects (in the first quarter) fol-
lowing an increase in the money supply and infla-
tion premium effects (in the second quarter) from
domestic monetary policy; moreover, the size of
these effects increased for five of the seven interest
rates considered after capital controls were
imposed. However, those two effects canceled each
other out within half a year. Moreover, the liquid-
ity and inflation premium effects on the interbank
and mortgage rates decayed rapidly over time to
zero. As a result, the interbank market continues to
be highly integrated with the external market;6 and
the degree of integration in the mortgage market,
which initially declined when capital controls were
imposed, eventually recovered and exceeded its
initial level. Exchange controls drove a permanent
wedge in the interest rate parity relationship only
in the markets for small deposits in clearing banks
and share accounts in the building societies.

These empirical results suggest that, even when
capital controls drive a wedge between the levels of
domestic and external interest rates, they may only
temporarily break the correlation between move-
ments in domestic and international interest rates
over time. Browne and McNelis argued that,
whereas firms and individuals may initially be sur-
prised by the timing and intensity of new capital
controls, significant interest rate differentials
between domestic and external markets can make
it profitable for some firms and individuals to incur
the costs of establishing new channels for moving
funds abroad. "Thus the authorities may find that
the only way to make controls effective in the long
run is to add new and tighter controls intermit-
tently" (Browne and McNelis (1990, p. 45)).

Gros (1988, p. 438) reached a similar conclusion
regarding Belgium's dual exchange rate system:

Taking private arbitrage activity into account leads
to the conclusion that dual exchange rates (as well
as capital controls) could succeed only temporarily
in dampening the effects (on the domestic goods
market) of shocks to financial or other markets. To
offset such effects permanently, the authorities
would have to induce a steadily increasing differen-
tial between the two exchange rates. But a steadily
increasing differential would also lead to a steadily

6The close relationship between the interbank rate and inter-
national rates could have reflected the fact that authorized
dealers (selected banks) were not prohibited from acquiring for-
eign exchange deposits and incurring foreign currency debts as
long as their total spot-against-forward position did not exceed
the long and short limits set by the Central Bank.
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increasing incentive for private operators to circum-
vent the regulations that separate the two markets
by buying foreign exchange at the lower rate (usu-
ally the controlled or commercial rate) and selling it
at the higher rate (usually the free or financial rate).

Moreover, because quantitative capital controls
that restrict capital outflows are, in many respects,
equivalent to a tax on the ownership of foreign
assets, the incidence of this tax depends crucially
on the ability of different groups of residents to
evade the controls. Browne and McNelis's results
imply that such a tax falls most heavily on those
residents who have the least power in domestic
financial markets and the weakest links or access to
international markets (often because of high trans-
action costs). In a public finance sense, capital con-
trols are thus likely to be a regressive tax.

Developing Countries

Most developing countries have employed capital
controls since World War II with the objectives of
limiting the acquisition of foreign assets by domestic
residents (to keep domestic savings available to
finance domestic investment) and moderating or
eliminating short-term speculative capital flows dur-
ing and after a balance of payments crisis. To gauge
how effective capital controls have been in achieving
these objectives, this section presents an empirical
analysis of the effectiveness of capital controls in
preventing capital flight and reviews some evidence
on the linkages between external and domestic
financial conditions in developing countries.

Since the emergence of the debt-servicing diffi-
culties of many heavily indebted developing coun-
tries in the early 1980s, capital flight has been of
particular concern because of the implied loss of
resources for domestic investment. In this discus-
sion, capital flight is equated with the fraction of a
country's stock of external claims that does not
generate recorded income. This approach is known
as the "derived" measure of capital flight and was
first suggested by Dooley (1986). The estimated
stock of capital flight7 for a group of heavily

7The methodology for estimating capital flight in Table 2
involves computing the stock of external claims that would gen-
erate the income recorded in the balance of payments statistics
and subtracting this stock from an estimate of total external
claims (see Dooley, 1986). Total external claims are estimated
by adding the cumulative capital outflows, or increases in gross
claims, from balance of payments data (which consist of the
cumulative outflows of capital recorded in the balance of pay-
ments plus the cumulative stock of errors and omissions) to an
estimate of the unrecorded component of external claims. This
last component was estimated by subtracting the stock of exter-
nal debt implied by the flows reported in the balance of pay-
ments from the stock of external debt reported by the World
Bank.

indebted developing countries increased from $45
billion at the end of 1978 to $184 billion by the end
of 1988 before declining to $176 billion at the end
of 1990 (Table 2). However, the pace of capital
flight varied throughout the period. For example,
expansionary fiscal and monetary policies, as well
as increasing overvaluation of the exchange rates,
resulted in rapid increases in the stock of capital
flight during 1978-83, with a 25 percent increase
occurring in 1983. In contrast, the stock of capital
declined during 1989-90 as a number of countries
in the sample initiated successful stabilization pro-
grams.8 Although several empirical studies9 found
a significant relationship between capital flight and
domestic macroeconomic variables, there is little
evidence as to whether such linkages depend on
the extent of a country's capital controls.

To determine the effectiveness of capital con-
trols in stemming capital flight, a two-step meth-
odology was employed. First, for the developing
countries represented in Table 2, episodes of high
and/or accelerating rates of inflation and large bal-
ance of payments disequilibria were identified dur-
ing 1978-90. Most countries experienced these
episodes two or three years before implementing
IMF-supported adjustment programs (Table 3),
including those involving either stand-by or
extended arrangements. Table 3 also includes the
stabilization programs initiated by the Government
of Brazil in February 1986 and March 1990, which
were not supported by IMF arrangements.

During each of these episodes, a country was fur-
ther characterized as having either relatively mod-
est capital controls (which, in a few cases, were
relaxed) or extensive controls (which were some-
times increased during the crisis period). Modest
restrictions were those that did not eliminate capi-
tal transactions but only restricted them by
requiring government approval. Restrictions were
extensive if, in addition to requiring government
approval, a country imposed strict limits on, or pro-
hibited, the inward or outward movements of capi-
tal. (Only these two categories were used because
classifications of countries based on the degree of
capital controls are subjective.) If capital controls
were effective, then macroeconomic fundamentals
should be less important in explaining capital flight

8A more comprehensive analysis of capital flight during 1978-
88 is contained in Rojas-Suarez (1991). A similar pattern of
capital flight is evident if such capital flows are measured by the
so-called residual approach, which estimates capital flight by
adding the increase in a country's recorded external debt to the
capital inflow from direct investment and subtracting the cur-
rent account deficit plus the increase in official reserves. See
Morgan Guaranty Trust Company (1988).

9For example, see Cuddington (1986), and Meyer and Mar-
ques (1990).
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Table 2. Capital Flight and Total External Debt for a Group
of Heavily Indebted Developing Countries1

(In billions of US. dollars)

Year

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

Sources: World Bank, World Debt
IMF staff estimates.

Capital Flight2

(1)

13.72

29.24

45.48

62.17

73.56

82.53

96.83

121.49

134.69

145.67

152.06

181.31

183.88

182.39

175.81

External Debt

(2)

59.73

86.08

117.81

147.52

186.57

233.15

271.88

297.98

314.41

326.65

343.06

368.03

378.74

371.49

375.41

Ratio of Capital

Flight to Total

External Debt

(l)/(2)

23.0

34.0

38.6

42.1

39.4

35.4

35.6

40.8

42.8

44.6

44.3

49.3

48.6

49.1

46.8

Tables (Washington), various issues; IMF, Balance of Payments Statistics Yearbook (Washington), various issues; and

'Argentina, Bolivia, Chile, Colombia, Ecuador, Gabon, Jamaica
selection was based on availability

2Data refer to net capital flight,
of data for the entire period
that is, the unrecorded stock

Mexico, Morocco, Nigeria, Peru, Philippines,
jnder study.
of capital outflows less the unrecorded stock

Venezuela, and Yugoslavia. The

of capital inflows.

in the group of countries with stringent capital con-
trols than in those countries with either much less
stringent or loosened capital controls.

The evaluation of the degree of capital control
was based on information contained in IMF,
Exchange Arrangements and Exchange Restrictions
Annual Report, various issues. Information on pay-
ments restrictions on current transactions and the
restrictions on capital transactions are provided
under the headings of "payments for invisibles,"
"proceeds from invisibles," and "capital."

Following Rojas-Suarez (1991), the fundamen-
tals that influence capital flight are taken as those
that affect residents' perceptions regarding the
risks associated with holding domestic assets.
There are two major sources of risk: (1) the pros-
pect that large, unexpected devaluations and/or
high rates of inflation will erode the real value of
assets denominated in the domestic currency, and
(2) the possibility that private or official borrowers
will default on their debt-service obligations or will
expropriate domestically owned assets. Because a
large fiscal deficit financed through central bank
credits to the government typically leads to high
inflation and/or a large exchange rate depreciation,

the fiscal deficit as a proportion of GDP is taken as
a proxy for the risks of macroeconomic instability.
The central government deficit was used so that the
data would be comparable across all of the coun-
tries in the sample. A more comprehensive mea-
sure would be the nonfinancial public sector deficit.

If economic agents do not perceive a difference
in the default risk between domestic and external
debts, then a measure of default risk based on
either domestic or external debt markets can be
used. For a country with access to international
capital markets, the spread between its borrowing
costs and the London Interbank Offered Rate
(LIBOR) is traditionally used to measure default
risk. However, since the emergence of the debt cri-
sis, the countries in the sample (Table 3) have had
very limited access to international financial mar-
kets, and, therefore, no representative interest rate
exists.

A n alternative measure of the default risk can
nonetheless be obtained from the secondary mar-
ket price of external debt: LIBOR is subtracted
from the implicit yield evident in the secondary
market price for that debt. This latter measure is
denoted rk. The implicit yield to maturity for exter-

Experiences with Capital Controls
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i .able 3. Stabilization Programs in Selected Developing Countries

Country

Initiation Date
of the Program

and Type of Program

I. Countries with mild or decreasing capital controls:

Argentina
Bolivia
Bolivia
Chile
Ecuador
Gabon
Honduras
Mexico
Morocco
Morocco
Nigeria
Nigeria
Uruguay

Nov. 10, 1989 (stand-by)
Feb. 01, 1980 (stand-by)
June 19, 1986 (stand-by)
Jan. 10, 1983 (stand-by)
Jan. 04, 1989 (stand-by)
Sept. 15, 1989 (stand-by)
July 27, 1990 (stand-by)
May 26, 1989 (extended)
Sept. 12, 1985 (stand-by)
July 20, 1990 (stand-by)
Jan. 30, 1987 (stand-by)
Apr. 30, 1990 (stand-by)
Dec. 12, 1990 (stand-by)

Countries with strong or increasing capital controls:

Argentina
Brazil
Brazil
Brazil
Ecuador
Mexico
Mexico
Morocco
Philippines
Philippines
Philippines
Poland
Yugoslavia
Yugoslavia
Yugoslavia

Dec. 28, 1984 (stand-by)
Mar. 01, 1983 (stand-by)
Feb. 1986 (no IMF disbursement)
Mar. 1990 (no IMF program)
July 25, 1983 (stand-by)
Jan. 01, 1983 (extended)
Nov. 19, 1986 (stand-by)
Apr. 26, 1982 (stand-by)
June I I , 1979 (stand-by)
Dec. 14, 1984 (stand-by)
May 23, 1989 (extended)
Feb. 05, 1990 (stand-by)
May 23, 1979 (stand-by)
Jan. 30, 1981 (stand-by)
Mar. 16, 1990 (stand-by)

Period Included
in the Regressions

1987-88
1978-79
1985
1981-82
1987-88
1988-89
1988-89
1987-88
1983-84
1988-89
1985-86
1988-89
1989

1982-84
1981-82
1984-85
1987-89
1981-82
1981-82
1984-85
1980-81
1978
1983
1987-88
1988-89
1978
1979-80
1988-89

Source: IMF, Exchange Arrangements and Exchange Restrictions, Annual Report, various issues.

nal debt (is) was obtained from the observed sec-
ondary market price on the country's external debt
(P) and the application of the following present
value formula:

where the face value (FV) is set at 100 because the
discount quoted in the secondary markets applies
to $100 worth of contractual debt; the contractual
coupon payment (C) is the interest rate on six-
month U.S. treasury bills (as a measure of the risk-
free interest rate) plus the average interest rate
spread agreed to by the country on signature of the
contract; and n is the average maturity of the con-
tract. The risk of default on external obligations

during 1985-90 was estimated by subtracting the
six-month LIB OR from the calculated implicit
yield on external debt. The risk of default on exter-
nal obligations during 1982-84 was approximated
by using data on spreads between the loan rates
charged to indebted developing countries on exter-
nal bank loans and LIBOR provided by the Deut-
sche Bundesbank (spreads between public sector
deutsche mark bonds issued by nonresidents and
LIBOR) and the Bank of England. However, the
implicit yield evident in the secondary market price
for external debt cannot fully represent the cost of
borrowing because it is derived under conditions of
credit rationing.

In the empirical relationship between capital
flight and fundamentals in the two subgroups of

Ill

II.

p
k=\

n
Z

C
(1 + is)k +

FV
(1 + is)n
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countries, capital flight was assumed to represent
the portfolio decisions of domestic residents
regarding the proportions of their wealth that they
hold in domestic or foreign assets. The desired pro-
portions of wealth held in these assets are taken as
depending on the expected real returns and risks
associated with holding each type of asset.

The regression analysis presented in the Appen-
dix implies that, although highly restrictive capital
controls did not break the linkages between macro-
economic fundamentals and the scale of capital
flight, they did delay the response of economic
agents to perceived increases in fiscal imbalances.
Although the coefficient associated with the
default risk variable was larger for the countries
with less restrictive capital controls than for those
with highly restrictive controls, it was significant for
both groups. Thus, although capital controls were
effective in reducing the response of capital flight
to increases in default risk, economic agents still
managed to react in the same period to the
increased probability of default.

Kamin's (1988, 1991a, and 1991b) recent work
indicates that under- and overinvoicing trade trans-
actions and changes in the terms and conditions
under which trade financing is extended were often
key vehicles for large-scale capital flows in
developing countries with extensive capital con-
trols. In his 1988 study, Kamin examined the
behavior of exports and imports just before more
than forty major exchange rate depreciations in
developing countries. He argued that, when higher
inflation was accompanied by a real appreciation of
the official exchange rate and a rising black market
exchange rate premium, then increased export
underinvoicing typically led to reductions in
officially measured exports. These shortfalls in
export revenues led to reserve losses and, even-
tually, to declines in imports as the authorities
tightened foreign exchange rationing.

While Kamin's (1988) results suggest that exten-
sive underinvoicing of exports before a major
exchange rate depreciation is quite common, there
is still the question of how large disguised capital
flows are likely to be. In a later study, Kamin
(1991b) examined the scale of disguised capital
flows in Argentina during 1981-90. He maintained
that, by mid-1981, the Argentine authorities faced
a highly overvalued exchange rate, extensive pri-
vate capital flight, a growing fiscal deficit (reaching
nearly 17 percent of GDP in 1981), rising inflation,
declining real GDP, and high levels of domestic
and external indebtedness in both the financial and
nonfinancial sectors. One element of the author-
ities' adjustment program was a dual exchange rate
system, which combined a fixed commercial
exchange rate for trade transactions with a floating

exchange rate for capital account transactions. In
late June 1981, the authorities applied a fixed com-
mercial exchange rate to all imports and traditional
exports, 90 percent of "promoted" exports, and
repayments of previously contracted external debt.
A l l remaining transactions were to take place at
the floating financial exchange rate. The authorities
also initiated an exchange rate guarantee program
for private entities willing to reschedule their exter-
nal debts to relieve the balance of payments pres-
sures on the central bank and to protect enterprises
with large external debts from future exchange rate
depreciations. The firms' real domestic debt bur-
den was also reduced when the authorities imposed
nominal ceilings upon loan and deposit interest
rates at levels below the rate of inflation. In prac-
tice, however, three exchange rates were in effect
during this period: the legal commercial rate, the
legal financial rate, and the illegal parallel rate.

The capital controls and the dual exchange rate
system were circumvented through a variety of
channels. First, there was a diversion of export
receipts from the commercial market to the paral-
lel foreign exchange market through export under-
invoicing. During 1982-86, export underinvoicing
was estimated to total about $4 billion, or about
10 percent of merchandise exports. A second
source of foreign funds was occasional central bank
intervention in the parallel market to support the
local currency. Third, the central bank's pre-export
financing facility provided subsidized credit to
exporters of specific merchandise categories. Users
of this facility were allowed to borrow foreign
exchange from external sources, convert it at the
official exchange rate up to 540 days before the
time of exportation, use the local currency pro-
ceeds to pay export expenses, and repay the exter-
nal loan with the proceeds of the exports rather
than surrender them to the central bank. When
domestic interest rates were high relative to the
expected rate of depreciation of the exchange rate,
the pre-export facility became an attractive vehicle
for legally repatriating capital with the assurance
that it could legally be withdrawn again through
the sale of exports abroad. Another potential
source of funds for the parallel market would have
been import overinvoicing, which would have
allowed importers to declare more imports than
they actually purchased in order to sell their excess
foreign exchange at a profit in the parallel market.
However, Kamin found that Argentine importers
were just as likely to underinvoice as to overinvoice
their transactions. He argued that, when unstable
macroeconomic conditions, high inflation, and at
times large interest rate differentials between
domestic and offshore markets created strong
incentives for Argentine residents to move funds

Experiences with Capital Controls

15

©International Monetary Fund. Not for Redistribution



EFFECTIVENESS OF CAPITAL CONTROLS

abroad, the channels described above allowed
them to do so. As a result, "...the controls offered
few benefits, were largely ineffectual, and encour-
aged both poor policymaking by the government
and poor legal compliance by the populace."10

Developing countries' experience with capital
flight has raised the issue of the extent of the link-
ages between their external and domestic financial
markets during the 1970s and 1980s. Although it
has often been suggested that the lack of access of
the residents of many developing countries to
credits from international financial markets implies
low interdependence between the two markets, a
growing number of studies suggest that the influ-
ence of external financial conditions has been
increasing over time.

Haque and Montiel (1990 and 1991) and Haque,
Lahiri, and Montiel (1990), for example, have
recently provided empirical estimates that imply a
high degree of capital mobility for a large set of
developing countries, most of which have extensive
capital controls. Haque and Montiel (1991) exam-
ined the factors influencing domestic interest rates
during 1969-87 for 15 developing countries,
including 6 from Asia, 4 from Africa, 3 from Latin
America, and 2 from Europe. They based their
analysis on the assumption that any domestic
market-clearing interest rate (it) could be
expressed as a weighted average of the uncovered
interest parity interest rate (it*)11 and the domestic
market-clearing interest rate that would be
observed if the private capital account were com-
pletely closed (i).12 Hence,

If g = 1, the domestic market-clearing interest rate
would equal its uncovered parity value, whereas if
g = 0, external factors would play no role in deter-
mining the domestic interest rate. Because most of
the countries in the data sample had "repressed"
financial systems with legal ceilings on interest
rates, Haque and Montiel first considered the
determinants of the unobserved interest rate (it' )

10Kamin (1991b), p. 45. He also reported that the experience
with unstable and high inflation contributed to dollarization in
Argentina. This has been evident in the quoting of prices in
U.S. dollars by retailers and the use of dollars in the purchase of
automobiles, real estate, and other big-ticket items. He esti-
mates that the stock of capital flight at the end of the 1980s
exceeded $20 billion and argues that about $5 billion in U.S.
currency circulated inside Argentina. This compares with
domestic Ml and M2 monetary aggregates (measured using the
official exchange rate) of $4.5 billion and $7.7 billion, respec-
tively, at the time of their mid-decade peak in December 1985.

11 This was defined as the sum of the foreign interest rate and
the expected rate of depreciation of the exchange rate.

12Edwards and Khan (1985) provided the initial framework
for this analysis.

that would have cleared the domestic money mar-
ket if the capital account had been completely
closed13 and then estimated (with a nonlinear
instrumental variables technique) the parameters
of the demand for money and the capital mobility
parameter (g). In 10 of the 15 countries, g was sta-
tistically significantly different from zero and insig-
nificantly different from one, suggesting a relatively
high degree of capital mobility. Only India had a
value of g that was significantly different from one
and insignificantly different from zero, which
would be consistent with capital immobility. As a
result, Haque and Montiel concluded that, on aver-
age, domestic market-determined interest rates for
this diverse group of countries tended to move
quite closely with uncovered parity interest rates.
However, they did not test how the degree of capi-
tal mobility evolved over time.

Recently, Faruqee (1991) examined the evolu-
tion of capital mobility in several Asian developing
countries during the 1980s, focusing on the dif-
ferentials between money market interest rates in
Korea, Malaysia, Singapore, and Thailand and the
three-month LIBOR on Japanese yen deposits.
From September 1978 to December 1990, the mean
(in absolute value) and variances of the interest
rate differentials were uniformly smaller in the sec-
ond half of the sample period than in the first half.
To examine the behavior of these differentials over
time, Faruqee employed an autoregressive condi-
tional heteroscedasticity framework, which tested
for greater capital mobility by considering whether
the conditional variance of the interest rate dif-
ferentials had declined over time. The results
implied a uniform decline in the conditional vari-
ance for Singapore and a similar decline for Ma-
laysia, apart from an upswing in 1984-86. In
contrast, Korea showed a sharp decline in its condi-
tional variance between 1980 and 1988 but then an
upswing in the following years (although the value
during 1989-90 remained below that in 1980). Thai-
land showed alternating periods of increasing and
decreasing openness without a clear tendency
toward either direction.

Using these results, Faruqee also considered how
the interest rate differentials would respond to a
"typical" monetary disturbance in 1980 and in
1990. A monetary expansion in Singapore would
have created an interest rate differential of about
1/2 of 1 percentage point in 1990 versus one of
almost 2 percentage points in 1980. Moreover, the
deviation from interest rate parity would have

13 Given a conventional demand for money, they argued that
it would be a function of income, lagged money, and the closed
economy money supply (that is, the money supply net of the
monetary effects of capital flows).
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lasted for between three and four quarters in 1990
and for between four and five quarters in 1980. In
Malaysia, the initial interest rate differentials
would have been 50 basis points in 1990 and more
than 200 basis points in 1980. However, the elim-
ination of these differentials would have been
much more gradual than in Singapore. For Korea,
the initial interest rate differential was smaller in
1990 (a little more than 100 basis points) than in
1980 (nearly 200 basis points), and the differential
decayed more rapidly in 1990. In contrast, Thailand
did not exhibit a more rapid dampening of interest
rate differentials in 1990 than in 1980. These results
led Faruqee to conclude that there was strong sup-
port for the notion that financial market liberaliza-
tion in the Asian countries in his sample had raised
the level of integration between domestic and
international financial markets. Moreover, this
increased integration occurred even in countries
that had not significantly relaxed their capital con-
trols (for example, Korea).

Taken together, these studies suggest that, typ-
ically, significant linkages existed between domes-
tic and external financial market conditions even in
many developing countries with extensive capital
controls and that capital controls may have been
less effective in the 1980s than in earlier periods. A
number of variables may have helped either to
increase the incentives for, or to reduce the costs
of, moving funds across borders, including the large
differentials that the residents of many developing

countries observed in the real rates of return on
holding domestic and external assets during the
1980s. Figure 4.2 of the World Bank's World
Development Report 1989 (Washington) indicates
the extent of these interest rate differentials. In
addition, the upsurge in capital flight during the
late 1970s may have created a "learning-by-doing"
effect that helped reduce the cost of evading capital
controls. Moreover, holding assets in offshore or
industrial country markets may have become more
attractive as the extensive financial liberalizations
undertaken in the major industrial countries stimu-
lated the development of a variety of new financial
products and services. In some industrial countries,
the reduction or elimination of withholding taxes
on nonresidents' financial income may also have
increased the attractiveness of capital flight. More-
over, deposits in the banking systems of the major
industrial countries may have been viewed as
entailing less risk of financial loss than were
deposits in the domestic banking systems in many
developing countries, especially those experiencing
financial crises and restructurings. A final factor
may have been associated with the financing of the
growing illicit trade in drugs and other goods.
There is some evidence that money laundering
techniques became increasingly sophisticated as
the 1980s progressed. Channels that were
developed to move funds derived from illicit
activities could just as readily be used to move
funds derived from other activities.
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IV Implications of the Reduced
Effectiveness of Capital Controls

A s structural changes in the international finan-
cial system and other factors have reduced

the ability of capital controls to insulate domestic
financial market conditions from those in external
markets, they may also have increased some of the
explicit and implicit costs of using controls,
imposed new constraints on the formulation of sta-
bilization and structural reform policies, and raised
the question of whether countries should respond
to the reduced effectiveness of capital controls by
tightening them or by adapting to a more open cap-
ital account.

Cost of Maintaining Capital Controls

Even if capital controls become less effective
over time, they can still inhibit or heavily "tax"
certain classes of external financial transactions,
limit the access of some individuals or institutions
to international financial markets, restrict competi-
tion in domestic financial markets, and discourage
the repatriation of capital flight. Capital controls
can thereby create inefficiencies in the domestic
financial system and inhibit risk diversification,
which can, in turn, weaken the competitive position
of domestic producers in international trade and
increase the vulnerability of domestic spending and
wealth to domestic financial shocks.

As new channels have developed for moving
funds abroad, the costs of enforcing capital con-
trols, investigating suspected violations of the con-
trols, and prosecuting violators of the capital
controls code have risen. Kamin (1991a) has also
argued that capital controls can add to an econ-
omy's adjustment costs if they create the illusion
that the authorities can target nominal variables
(such as the exchange rate) without addressing the
fundamental causes of inflation and balance of pay-
ments problems. As the effectiveness of capital
controls erodes, moreover, inappropriate macro-
economic policies can be sustained only if capital
controls are further tightened, thereby increasing
the distortions they can potentially create.

Capital controls also create an implicit market
value for the licenses for approved but restricted
capital account transactions. These licenses are sel-
dom sold at public auctions but are usually allocated
to individuals and institutions according to a set of
rules administered by the capital controls bu-
reaucracy. A dual exchange rate system can be
regarded in some respects as one in which the rights
to engage in external financial transactions are auc-
tioned to the highest bidder. However, to the extent
that certain types of approved (and licensed) capital
transactions are allowed to take place at the official
exchange rate, then a market value for these licenses
will also be created. These arrangements, therefore,
often provide a strong incentive for individuals to
attempt to capture the "rent" inherent in these
licenses through bribery, corruption, and political
influence. Rent-seeking activities may be viewed as
highly profitable from an individual's perspective;
however, they have been identified as an important
source of economic inefficiency in many economies
with extensive controls on external trade and finan-
cial transactions (Bhagwati and Brecher, 1984). As
macroeconomic instability in many developing
countries in the 1980s increased the attractiveness of
holding external assets, the implicit rents associated
with licenses rose.

A more subtle cost is associated with the
spillover effects of efforts to evade capital controls
in other areas. The techniques used to evade capi-
tal controls and move funds to a parallel exchange
market or abroad could often be used to evade
taxes and restrictions on other types of activities as
well. Exchange controls in some countries report-
edly provided an impetus for the expansion of the
underground economy.

Constraints on the Formulation of
Macroeconomic and Structural Policies

When the effectiveness of capital controls
erodes, the formulation of macroeconomic and
structural policies may be further constrained.
Even when external financial market conditions
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are unchanged, for example, an increasing willing-
ness and ability of domestic residents to evade cap-
ital controls implies that unstable domestic
monetary and financial policies that create a large
differential between the expected real returns on
domestic and external assets typically lead to
increased capital flight, a growing dollarization of
the economy, and a smaller domestic monetary sys-
tem and domestic tax base. As the domestic finan-
cial system shrinks, the revenues that the
authorities can obtain from an inflation tax (at a
given rate of inflation) will also be reduced.

The reduced effectiveness of capital controls can
also make it more difficult for the authorities to tax
financial income, transactions, and wealth. For
example, high taxes on financial income and wealth
can create a strong incentive for domestic residents
to hold a significant proportion of their wealth as
external assets, which are often subject to much
lower taxes or none at all. As a result, new taxes
and/or cuts in government spending will be needed
as the effectiveness of capital controls erodes and
leads to a decline in real tax revenues.

Even if capital controls are not relaxed, there can
be strong incentives for residents to repatriate their
external assets during the initial phase of stabiliza-
tion and structural reform programs. Moreover, as
a result of the capital flight that occurred during the
1970s and 1980s, residents of many developing
countries now hold external assets whose estimated
value (measured in U.S. dollars) at either the offi-
cial or the parallel market exchange rate is larger
than the size of their domestic financial systems
(see Table 4). Thus, even if residents repatriated
only a modest proportion of their external assets,
relatively large capital inflows could result. These,
in turn, could cause the real exchange rate to
appreciate and potentially undermine the trade
reform.

Policy recommendations have generally focused
on three alternatives for dealing with capital flows:
(1) "sterilizing" capital inflows, (2) tightening capi-
tal controls, and (3) implementing measures that
allow the country to live with the capital inflow and
limit the potentially adverse effects of any real
exchange rate appreciation. When the exchange
rate is fixed or less than perfectly flexible, open
market sales of government debt by the central
bank and the issuance of new government debt by
the fiscal authorities have been viewed as ways of
offsetting the effects of capital inflows on the
domestic monetary base. Such operations would
increase the stock of government debt in private
portfolios but would do little to satisfy a gener-
alized demand for increased holdings of a broad
range of domestic assets, given the configuration of
yields on domestic securities (including equities

and private debt instruments) when the capital
inflow began. Indeed, for the private sector to be
satisfied with placing all of its repatriated funds
into government securities, it would probably
expect a high real return on them, which could
drive up government borrowing costs substantially.

If capital inflows cannot be effectively sterilized,
another policy alternative is to tighten capital con-
trols at the beginning of the stabilization and
reform program. The effectiveness of tighter capi-
tal controls is likely to depend on whether the capi-
tal inflows are motivated primarily by short-run
speculative considerations representing attempts to
take temporary advantage of high domestic real
interest rates or by a desire to repatriate a portion
of the residents' external assets over the medium
term because of a credible reform program. By
tightening capital controls, the authorities could
gain additional short-term control over capital
inflows and thereby some influence on the real
exchange rate. As has been discussed, however, the
effectiveness of additional control might be short-
lived, and, if residents are motivated primarily by
medium-term considerations, historical experience
suggests that they will eventually find channels for
evading the new controls. Moreover, if the
authorities' objective was to limit capital inflows
over the entire period during which the structural
reforms (especially the trade reform) were being
phased in, then they might have to tighten capital
controls repeatedly to maintain the same level of
control. This kind of action could interfere with the
financing of normal trade transactions and thereby
undermine a trade reform as seriously as would a
real exchange rate appreciation.

The potentially adverse effects of a severe tight-
ening of capital controls raise two questions:
(1) what are the potential benefits of a more open
capital account, and (2) are there fiscal, financial,
and structural policies that would allow a country
initially to live with the capital inflows and limit the
potentially adverse effects of any real exchange
rate appreciation and, eventually, help the country
achieve and sustain an open capital account?

Potential Benefits of a More Open
Capital Account

While much of the discussion on the use of capi-
tal controls has focused on the difficulties that can
be created by capital flows (Section II), recent dis-
cussions about removing capital controls in the
European Community have pointed to the poten-
tial benefits of an open capital account. Capital
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Table 4. Stocks of Capital Flight and Broad Money in Selected Developing Countries'

Year

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

Capital

Flight2

(1)

13.7

29.2

45.5

62.2

73.6

82.5

96.8

121.5

134.7

145.7

152.1

181.3

183.9

182.4

175.8

Broad Money3

(Official

Exchange Rate)4

(2)

(In billions of U.S. dollars)

94.0

113.9

143.1

184.3

235.1

238.0

175.2

171.5

160.3

150.5

127.2

125.0

145.7

121.3

146.9

Broad Money

(Parallel Market

Exchange Rate)5

(3)

86.4

104.7

131.6

171.2

215.7

211.4

135.8

103.7

112.5

100.1

99.5

91.6

104.8

101.8

116.5

Ratio of

Column (1)

to Column (2)

(4)

(In

14.6

25.7

31.8

33.7

31.3

34.7

55.3

70.8

84.0

96.8

119.6

145.0

126.2

150.4

119.6

Ratio of

Column (1)

to Column (3)

(5)

percent)

15.9

27.9

34.6

36.3

34.1

39.0

71.3

117.1

119.7

145.5

152.9

197.8

175.5

179.2

150.9

'Argentina, Bolivia, Chile, Colombia, Ecuador, Gabon, Jamaica, Mexico, Morocco, Nigeria, Peru, Philippines, Venezuela, and Yugoslavia.
2See footnote 7 on page 12 for the definition of capital flight.
3Broad money is taken as money plus quasi money (lines 34 and 35 in the IMF's International Financial Statistics) totaled across all countries in the

sample.
4The official exchange rate is line ae in International Financial Statistics.
5The parallel market exchange rate is taken from various issues of the International Currency Analysis, World Currency Yearbook (Brooklyn, New York).

account convertibility is likely to be sustainable
only if supported by appropriate macroeconomic,
financial, and structural policies.14 However, the
potential benefits of an open account, as well as the
costs of maintaining capital controls, will influence
whether countries respond to the growing ineffec-
tiveness of capital controls by moving toward more
restrictive controls or more open capital accounts.
The following efficiency and welfare gains are asso-
ciated with the removal of capital controls
(Crockett, 1991). First, free capital flows allow the
international economy to attain the efficiency gains
created by specialization in the production of finan-
cial services.15 As with trade in goods, countries
will find it more efficient to import than to produce
some financial services. Many wholesale financial
services, whose production entails economies of

14These preconditions for establishing capital account con-
vertibility are discussed in Section V.

15These efficiency gains can be reduced if asset prices are
distorted by such variables as tax differentials.

scope, scale, or risk pooling (for example, marine
insurance), may often be obtained most efficiently
through importation.

Second, capital account convertibility can pro-
mote dynamic efficiency in the financial sector.
Increased competition from abroad will force
domestic producers to become more efficient and
can stimulate innovation and improve productivity.

Removing capital controls can also improve the
global intermediation of resources from savers to
investors if international financial markets price
the risks and returns inherent in financial claims
appropriately. Under such conditions, global sav-
ings can be allocated to the most productive invest-
ments. In addition, enterprises will be able to
diversify their activities abroad more easily and
adopt new technologies and managerial tech-
niques, especially those involving the use of new
financial products to manage risks and finance
investments.

In addition, capital account convertibility allows
residents to hold an internationally diversified
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portfolio of assets, which reduces the vulnerability
of their income streams and wealth to domestic
financial and real shocks. Furthermore, the
removal of capital controls may facilitate an econ-
omy's access to international financial markets and
reduce borrowing costs. For a lender to extend
credit over the medium term, the expected yield on

the loan must cover any potential default on, or
disruption to, debt-service payments. Thus, if, in a
crisis, a country is expected to tighten controls or
impose limits on debt-service payments during the
period of the loan, lenders may either refrain from
lending or incorporate a risk premium into their
lending rate.
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V Establishing Capital Account
Convertibility

To obtain the benefits of a more open capital
account, a country must be able to sustain

whatever degree of capital account convertibility it
establishes. Two policy-related questions arise:
(1) what difficulties is a country likely to encounter
when it relaxes capital controls initially and when it
subsequently removes them, and (2) what policies
can a country use to facilitate the transition to an
open capital account and to sustain capital account
convertibility?

Experiences with Capital Account
Liberalization

Countries have followed quite divergent strat-
egies in establishing capital account convertibility.
Although some countries (such as Argentina, the
United Kingdom, and Uruguay in the 1970s)
removed most of their capital controls over a short
period, most countries have proceeded more grad-
ually, first relaxing constraints on trade-related
capital flows, then those on long-term foreign
direct and portfolio investment flows, and finally
those on short-term financial flows. Both
approaches have had their share of success and
failure. The experiences of New Zealand, the
United Kingdom, and a number of Latin American
countries illustrate both the asset price movements
and capital flows that have often accompanied the
removal of capital controls and the policies that
have helped sustain capital account convertibility.
These countries undertook capital account liberal-
ization as only one element in broader stabilization
and structural reform programs. Moreover, the
credibility and consistency of the other economic
policies played a key role in determining the sus-
tainability of an open capital account.

Industrial Countries

New Zealand and the United Kingdom removed
their capital controls relatively quickly and sustained
current account convertibility. New Zealand's capi-
tal controls, which had been in place since 1938,
encompassed surrender requirements on the receipt

of foreign exchange, limitations on holdings of for-
eign securities, restrictions on overseas borrowing,
and limits on the raising of funds on the New Zea-
land capital market by foreign-owned companies. In
the United Kingdom, investors were required to
obtain prior approval for most categories of foreign
currency investments and were denied access to the
"official" foreign exchange market for certain types
of foreign investments. In addition, holdings of other
foreign currency assets, such as bank deposits, were
restricted to those needed for trade purposes, and
the lending of sterling to nonresidents, including
trade credit, was restricted.

The United Kingdom relaxed capital controls in
June and July 1979 and abolished them in October
of that year. At the same time, it introduced fiscal
policy reforms in the context of the Medium-Term
Financial Strategy (MTFS), which encompassed
changes in spending and tax policies. In addition,
the practice of announcing monetary aggregate tar-
gets was continued, with a gradual deceleration in
the rate of monetary expansion envisaged. More-
over, when the actual budget deficit and the rate of
monetary expansion exceeded the MTFS's first-
year targets, the second-year budget proposed
higher taxes and lower targets for the rate of mone-
tary expansion than had been aimed at in the pre-
vious two years. Because this tightening of fiscal
policy occurred when the economy was in a reces-
sion, Maynard (1988) argued that it was crucial in
establishing the credibility of the Government's
anti-inflation policy.

New Zealand effectively abolished exchange and
capital controls in December 1984 as part of a gen-
eral financial liberalization designed to improve
allocative efficiency and remove artificial barriers
to competition in financial markets. These financial
reforms also involved removing most interest rate
controls (July 1984), withdrawing credit expansion
guidelines (August 1984), removing all reserve and
other ratio requirements, and adopting a floating
exchange rate (March 1985). The ratio require-
ments included minimum holdings of cash and gov-
ernment securities (as a percentage of assets) for
savings banks and minimum investments in govern-
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ment securities (as a percentage of assets) for life
insurance companies, pension funds, finance com-
panies, and building societies. As part of their fiscal
reform, the authorities introduced a medium-term
perspective to the formulation of the budget and
announced measures that would remove a wide
range of subsidies and tax incentives, increase
energy prices progressively so as to cover supply
costs, and establish tax and transfer policies to
improve the safety net for low-income groups.
Because the extensive financial reforms led to
sharp changes in the relative rates of growth of
traditional monetary aggregates, the authorities did
not initially announce monetary aggregate targets
but instead monitored a range of indicators to
assess monetary conditions with the general objec-
tive of achieving low inflation. They also initiated
more gradual, and less comprehensive, trade liber-
alization and labor market reforms. The trade lib-
eralization involved relaxing the import-licensing
system (with tariffs becoming the primary means of
protection), increasing reliance on public sales of
import licenses for consumer goods, and reducing
the number of export incentive schemes.

In both countries, the removal of capital controls
and the implementation of the other reforms were
followed by sharp adjustments in capital flows and
an initial appreciation of the real exchange rate
(see Table 5). In the United Kingdom, for example,
pension funds, insurance companies, and unit
investment trusts sharply increased the proportion
of their cash flows devoted to the purchase of
external assets (Bank of England, 1981). In addi-
tion, overseas investment, which had previously
been financed in foreign currency, was increasingly
financed by borrowing denominated in sterling.
Foreign currency deposits held by U.K. residents
also increased by £5 billion (approximately a
100 percent increase) between the end of Septem-
ber 1979 and the end of June 1981.

These outflows by U.K. residents were partially
offset by foreign private capital inflows; however,
net identified capital outflows (including net errors
and omissions) totaled $18.8 billion in 1981, com-
pared with $6.3 billion in 1980 and an inflow of $3.8
billion in 1979 (Table 5). Despite this pattern of
capital flows, the real effective exchange rate
appreciated by 16 percent in 1979, 20 percent in
1980, and 6 percent in 1981. Maynard (1988) has
argued that the initial appreciation of the real
exchange rate reflected the relatively high level of
U.K. interest rates in 1979 and 1980, the United
Kingdom's emergence as a net oil exporter, a series
of large current account surpluses, and the growing
credibility of the Government's anti-inflation pro-
gram (especially following the tightening of fiscal
policy implied in the 1981 budget).

In New Zealand, there was initially a historically
large net capital inflow and a real appreciation of the
exchange rate. Net capital inflows (including errors
and omissions) reached $2.1 billion in 1985 and $3.7
billion in 1986. The real effective exchange rate also
experienced uneven but substantial appreciation (by
roughly 27 percent between 1984 and 1988).

Despite the real exchange rate appreciation and
the sharp changes in capital flows, New Zealand
and the United Kingdom sustained their commit-
ment to capital account convertibility. In addition
to making the removal of capital controls just one
element in comprehensive stabilization and struc-
tural reform programs, the authorities of both
countries established the credibility of their com-
mitment to reduce inflation through fiscal reform
and a tightening of monetary policy. However, the
pace of other structural reforms differed, with New
Zealand, for example, initially retaining a higher
degree of trade protection than the United King-
dom (which was already highly integrated with
other members of the European Community).
Those similarities and differences suggest that a
credible anti-inflation policy plays an important
role in sustaining capital account convertibility.

Developing Countries

During the past two decades, a number of
developing countries have also liberalized their
capital accounts, as part of comprehensive stabili-
zation and structural reform programs, with vary-
ing results. These differences can be illustrated by
considering the capital account liberalizations of
(1) the Southern Cone countries of Latin America
(Argentina, Chile, and Uruguay) during the
mid-1970s, which saw an initial period of success
but abandoned the reform effort in the midst of
domestic financial crises and balance of payments
difficulties, and (2) the sustained and gradual liber-
alization of Mexico's capital account in the context
of a comprehensive adjustment program during the
late 1980s.

Failure of Capital Account Liberalization
in the Southern Cone

In the early and mid-1970s, Argentina, Chile,
and Uruguay removed a number of restrictions on
activities in domestic financial and commodities
markets as well as on current and capital account
transactions.16 However, the pace and sequencing
of the reforms differed significantly in the three

16Studies of these liberalizations have been undertaken by
Corbo, de Melo, and Tybout (1986); Hanson and de Melo
(1983); and Sjaastad (1983).
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Table 5. New Zealand and United Kingdom: Capital Flows and Real Exchange Rates
(In billions of US. dollars)

New Zealand
Capital Flows

Item 1984 1985 1986 1987 1988

Capital account balances
Of which:

Direct investment abroad
Direct investment in New Zealand
Portfolio investment

Net errors and omissions

2.2 1.3 3.3 -1.6

Item 1978 1979 1980 1981

0.7

-0.2
0.3

I.I

98.2

-0.1
4.2

0.9

100.0

-0.4
0.3

0.4

Real Exchange Rate
(1985 = 100)

101.1

United Kingdom
Capital Flows

-0.5
0.2

0.9

116.8

-0.2
0.4

-0.1

124.5

1982

Capital account balances
Of which:

-8.0 1.9 -8.2 -20.6 -6.4

Direct investment abroad
Direct investment in the United Kingdom
Portfolio investment

Net errors and omissions

Sources: IMF, Balance of Payments Statistics Yearbook

-6.8
3.8

-2.3
3.4

82.5

and International Financial

-12.5
6.5
1.5
1.9

96.1

-11.2
10.1
-4.5

1.9

Real Exchange Rate
(1985 = 100)

115.4

Statistics (Washington), various years.

-12.2
5.9

-8.7
1.8

121.9

-7.2
5.4

-13.3
-3.7

114.5

:

countries. For example, Argentina and Uruguay
removed most of their capital controls in the early
stages of their reforms. In contrast, although Chile
undertook the most extensive trade liberalization,
it eliminated controls on international capital
movements much more gradually. In particular,
whereas it gradually reduced restrictions on
medium-term capital flows, it maintained restric-
tions on short-term capital inflows until late 1981.
Nonetheless, all three countries moved quickly to
liberalize domestic financial markets, with Uruguay
removing interest rate ceilings by 1974 and Argen-
tina and Chile by 1976.

The extent of the fiscal reforms undertaken in
the three countries also differed significantly. Chile
relied primarily on reducing expenditures, even-
tually generating an overall fiscal surplus during
1979-81; during the same period, Uruguay also
attained a balanced fiscal budget. In contrast,

although Argentina reduced the size of its fiscal
deficit as a proportion of GDP, the deficit
amounted to almost 8 percent of GDP throughout
1976-80.

Table 6 summarizes the key asset price move-
ments that accompanied these three reform pro-
grams. Throughout most of the reform period, all
three countries experienced ex post real interest
rates that were considerably higher than those pre-
vailing abroad (even after adjustment for the rate
of depreciation of the exchange rate) and sharp
real exchange rate appreciations.

The sharpest real exchange rate appreciation
occurred after 1978 following a fundamental
change in exchange rate arrangements. From the
initiation of the reforms until February 1978 in
Chile and until December 1978 in Argentina and
Uruguay, large initial exchange rate depreciations
were followed by a "passive" crawling peg
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exchange rate arrangement, in which the exchange
rate was adjusted to reflect differentials between
domestic and external rates of inflation. During
that period, the fiscal reforms, which facilitated
reductions in the rates of monetary expansion, led
to lower inflation in all three countries. Nonethe-
less, by late 1977, inflation remained high, at about
50 percent in Chile and Uruguay and over 200 per-
cent in Argentina (Table 6). At that time, all three
countries began to publish schedules (tablitas) of
future exchange rates that implied daily rates of
depreciation for their exchange rates that were
below the existing difference between domestic
and foreign rates of inflation. These tablitas were
viewed as a mechanism for conveying the govern-
ments' commitment to reduce inflation and,
thereby, for influencing expectations about
inflation.

However, as the rate of depreciation of the
exchange rate declined with the implementation of
the tablitas, the spread between domestic interest
rates (adjusted for the preannounced rate of
depreciation of the exchange rate) and external
interest rates widened, which provided domestic
residents with an incentive to borrow external
funds to finance domestic expenditures. In all three
countries, the resulting inflows of foreign capital
were accompanied by relatively slow declines in
inflation and real exchange rate appreciations.
Indeed, by the end of 1980, the real exchange rates
in Argentina, Chile, and Uruguay had appreciated
by 74 percent, 37 percent, and 67 percent, respec-
tively, relative to their values before the tablitas
were implemented. As the real exchange rates
appreciated, the trade balances deteriorated fur-
ther, which generated expectations that the pre-
announced exchange rate regime would not be
sustainable (Corbo, de Melo, and Tybout, 1986).
These developments eventually undermined the
credibility of the reform programs, which was man-
ifested in capital flight; in the abandonment of the
tablitas by Argentina in early 1981, by Chile in
June 1982, and by Uruguay in November 1982; and
in a series of financial crises in the early 1980s.

These experiences have raised the question of
why the capital account liberalizations ultimately
proved unsustainable. Most analyses (see, for
example, McKinnon, 1991; and Corbo, de Melo,
and Tybout, 1986) have attributed these difficulties
to inconsistencies between the tablitas and other
macroeconomic, incomes, and financial policies.
For example, Argentina made little progress in
reducing the fiscal deficit. Because the financing of
the deficit was a fundamental source of inflationary
pressure, the resulting real exchange rate apprecia-
tion created an unsustainable current account posi-
tion. Although Chile ran a government budget

surplus during its tablita period, the problems that
the real exchange rate appreciation created for its
current account position were exacerbated by a
system of backward indexation of wages, which
adjusted wages to reflect past rather than current
rates of inflation. With inflation declining, albeit
slowly, the backward indexation of wages raised
real wages. High real wages, the real exchange rate
appreciation, and the persistence of high real inter-
est rates contributed to the deterioration of the
Chilean current account position and reduced out-
put. In Uruguay, the sharp real exchange rate
appreciation was accompanied, beginning in 1981,
by a growing fiscal deficit that was financed to an
important degree by an increased issuance of for-
eign debt. As the inconsistencies between these
macroeconomic policies became more apparent,
capital flight, a balance of payments crisis, and the
abandonment of the stabilization plan followed.

Mexican Experience

After debt-servicing difficulties emerged in Au-
gust 1982, Mexico embarked upon a series of
adjustment programs during 1983-87, under which
it tightened fiscal and monetary policies and liber-
alized exchange and trade controls. In contrast to
the Southern Cone experience, where a compre-
hensive liberalization of domestic financial markets
was undertaken early in the reform process, the
Mexican financial sector remained highly regulated
during 1983-88.17 In particular, ceilings on bank
lending and deposit interest rates were retained
until early 1989. In addition, the capital account
was liberalized very gradually: although several
exchange controls were relaxed, restrictions on for-
eign direct investment were loosened only in 1989,
and some controls on other capital flows were
retained. Moreover, with the exception of financial
institutions located in the areas bordering the
United States, bank deposits denominated in for-
eign currencies have not been allowed in the
domestic financial sector.

The fiscal reforms during 1983-87 led to a sur-
plus in the primary fiscal balance—defined as the
net public sector balance excluding interest pay-
ments on the Government's debt; the overall public
sector deficit remained high, however, owing to
substantial interest payments on both domestic and
foreign debt. With limited access to external financ-
ing, the Mexican Government relied increasingly
on the issuance of treasury bills as an alternative to
central bank credit.

17For a review of financial liberalization in Mexico, see
Coorey (1992).
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„able 6. Argentina, Chile, and Uruguay: Interest Rates, Inflation Rates, and Real Exchange Rates

Year

1977 =

1978 =

1979 =

1980 =

1981 =

1982 =

= Ql
Q2
Q3
Q4

= Ql
Q2
Q3
Q4

= Ql
Q2
Q3
Q4

= Ql
Q2
Q3
Q4

• Q l
Q2
Q3
Q4

= Ql
Q2
Q3
Q4

Sources: IMF,

Real
Interest
Rate1

-26.2
3.7

-15.9
37.9

28.8
-I.I
17.6
-9.7

-23.0
-11.5

^ . 8
53.3

19.5
9.2

42.6
13.9

52.8
-19.6

28.9
1.0

...

...

...

...

Inflation
Rate

191.3
122.0
161.8
215.2

196.3
185.1
126.3
166.9

204.3
138.4
169.5
96.7

97.1
98.2
73.2
87.6

71.6
129.8
177.2
125.0

161.8
71.3

324.5
342.6

Argentina

Real
Effective

Exchange Rate2

35.4
38.5
48.7
47.7

53.0
58.3
64.8
67.5

69.6
75.7
82.2
84.3

92.8
97.2

102.8
117.2

118.6
73.6
82.0
78.2

64.5
53.4
46.2
38.5

International Financial Statistics, various issues;
'Average annual lending
2Base 1980 = 100.

Ex Post
Peso/Dollar

Spread3

-42.0
-16.3

18.5
137.5

112.8
94.8
78.0
38.0

33.3
42.3
73.9
63.7

44.3
48.3
74.5
60.8

20.0
-1,280.6

51.0
-1,041.7

...

...

...

...

Corbo, de Melo,
rate during the quarter minus the inflation rate.

Real
Interest
Rate1

91.7
41.9
35.2
54.8

51.3
33.5
30.3
49.1

33.7
19.2
5.1

13.9

25.0
7.7

10.1
5.7

28.6
34.9
38.1
44.4

50.8
48.8
30.2
20.9

and Tybout

Inflation
Rate

90.4
74.7
53.5
49.9

33.1
34.7
33.4
27.2

25.4
34.6
51.8
41.1

29.5
33.3
28.1
34.4

18.4
11.7
9.3
6.7

2.9
-0.8
26.1
55.8

Chile

Real
Effective

Exchange Rate2

66.1
80.6
87.6
81.1

78.7
81.1
83.6
82.8

83.7
86.3
86.0
90.6

97.8
99.0

101.0
107.9

115.3
125.8
125.5
122.6

128.9
119.0
89.4
83.8

(1986); Sjaastad (1983); and IMF

HMRRHHHRHHRI

Ex Post
Peso/Dollar

Spread3

66.7
16.4

-17.1
4.2

16.9
11.6
22.3
38.3

12.7
9.6
3.1

26.9

30.9
17.5
18.4
16.1

24.4
20.7
17.3
20.7

20.4
14.8

...

...

staff estimates.

Real
Interest
Rate1

-1.5
2.1

-3.8
21.4

43.1
13.4
17.9
15.6

0.4
-5.3

-14.6
-II.1

0.4
18.6
5.4

22.6

30.9
23.1
13.0
27.4

38.5
36.1
32.3
44.0

Inflation
Rate

64.5
58.6
68.4
45.5

23.7
52.5
47.6
49.4

68.9
73.2
90.0
86.9

66.7
41.8
57.4
34.6

25.1
29.7
40.4
25.2

7.7
11.4
22.7
18.8

Uruguay

Real
Effective

Exchange Rate2

55.8
57.5
61.2
63.1

63.7
61.8
60.0
60.0

70.6
76.5
82.1
93.4

99.9
99.0

100.7
100.1

108.6
123.5
126.8
124.8

127.3
129.5
133.2
67.4

Ex Post
Peso/Dollar

Spread3

...

...

...
23.0

54.8
4.8
1.8

12.5

14.8
14.8
20.5
28.6

30.0
22.1
14.5
13.3

17.1
19.6
11.4
16.2

9.4
8.2
7.3

-96.5

for Chile is constructed from information contained in Sjaastad (1983).

26

3Defined as = ("+'«)

O+W+St)
- I , where it is the average annual domestic interest rate, st is the devaluation rate, and /*= LIBOR for Chile and the U.S. dollar lending rate for Argentina and Uruguay. The spread
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Despite the adjustment programs, it proved diffi-
cult to achieve a sustained reduction in inflation
during 1983-87. Nonetheless, the real exchange
rate remained relatively stable, as a major
depreciation in mid-1986 was followed by a gradual
depreciation of the peso relative to the U.S. dollar
(Table 7).

To achieve a lower rate of inflation, the Mexican
authorities introduced in December 1987 a com-
prehensive economic program that encompassed a
tightening of fiscal and monetary policies and a
wage-price-exchange rate freeze in the context of a
social pact with labor and business. The main
objective of this Pact of Economic Solidarity was to
stop the inertial component of inflation by break-
ing the de facto wage indexation. Moreover, after a
large initial devaluation in December 1987, and a
smaller one in February 1988, the exchange rate
remained stable for the rest of the year.

Although the new stabilization program reduced
inflation sharply, the real exchange rate appreci-
ated and the peso-U.S. dollar interest rate spread
increased sharply in favor of peso-denominated
assets. Between December 1987 and Decem-
ber 1988, for example, the real exchange rate
appreciated by about 29 percent. As in the South-
ern Cone, these developments led to concerns
about the sustainability of the economic program
and the exchange rate policy, which were reflected
in high nominal and real interest rates. Evidence
presented in Khor and Rojas-Suarez (1991) indi-
cates that the expected future spot exchange rate
was consistently more depreciated than the actual
future spot exchange rate during 1988 in response
to uncertainty about the sustainability of the
exchange rate policy. Moreover, when the Govern-
ment eliminated controls on interest rates in
April 1989, domestic real interest rates rose and
the interest rate spread widened (Table 7).

The Mexican authorities reacted quickly, how-
ever, and introduced a revised economic program
in late 1988 aimed at improving the credibility of
exchange rate policy and reducing real interest
rates. The two major features of the program were
the announcement of a fixed rate of depreciation of
the exchange rate at 1 peso per U.S. dollar a day
from January 1989 to May 1990 and a further inten-
sification of the fiscal adjustment. The macro-
economic, exchange rate, and financial policy mix
of this program thus differed in a number of
respects from those employed in the Southern
Cone countries in the 1970s. First, although Mexico
and the Southern Cone countries preannounced
their exchange rate adjustments, the financial liber-
alization of domestic markets in Mexico was
accompanied by an increased rate of depreciation
of the Mexican peso. Second, and perhaps more

important, Mexico further tightened its fiscal and
monetary policies to enhance the credibility of the
exchange rate policy and made them consistent
with a long-run rate of inflation below the observed
rate. During 1989-90, for example, the primary sur-
plus reached the historically large value of 8 per-
cent of GDP.

Despite these fiscal adjustments, however,
domestic real interest rates remained high in 1989
and attracted a large foreign private capital inflow.
Net flows of foreign private capital (including
errors and omissions) reached US$4.7 billion in
1989 after having recorded an outflow for most of
the period since 1983. Since Mexican borrowers
had only limited access to international capital
markets, a significant proportion of these short-
term inflows represented the repatriation of the
external assets of domestic residents.

These high interest rates did not seem to be
sparked by expectations of a large unanticipated
exchange rate depreciation. Indeed, the differential
between the interest rates on the peso- and dollar-
denominated treasury bills declined sharply rela-
tive to the preannounced depreciation of the
exchange rate during 1989-90. However, the
announcement of a possible agreement with com-
mercial banks aimed at reducing Mexico's external
debt and debt-service payments in July 1989 was
accompanied by a decline in domestic interest
rates; further reductions occurred after the final
agreement was signed in February 1990. These
interest rate movements suggest that the debt-
reduction agreements had an important effect on
the perceived default risk associated with holding
Mexican claims. Khor and Rojas-Suarez (1991)
present empirical evidence that interest rates on
domestic financial markets in Mexico were linked
to perceptions of the default risk associated with
holding Mexico's external debt. Subsequently, real
interest rates declined further as the fiscal reform
was sustained, inflation was reduced,18 and the rate
of depreciation of the exchange rate was slowed.19

Mexico was therefore able to manage the transition
to lower real interest rates and reduced inflation
without reintroducing controls on the domestic
financial system or tightening capital controls.
Nonetheless, it did sustain a large capital inflow
despite maintaining some controls on short-term
capital flows.

18By the end of 1991, the 12-month rate of inflation was down
to 20 percent.

19It was only in May 1990 that the Mexican authorities
reduced the depreciation of the exchange rate to 0.80 peso per
U.S. dollar a day. In mid-November 1990, the depreciation was
established at 0.40 peso a day, and in November 1991, the
depreciation was further reduced to 0.20 peso per U.S. dollar
a day.

Experiences with Capital Account Liberalization
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Table 7. Mexico:
(In percent)

Year

Interest Rates,

Real Ex Post
Interest Rate1

Inflation Rates, and

Inflation
Rate

Real Exchange Rates

Real Effective
Exchange Rate2

Ex Post
Peso/Dollar

Spread3

1986= Ql
Q2
Q3
Q4

1987= Ql
Q2
Q3
Q4

17.3
12.3
18.8
18.4

13.1
9.4

-3.5
-18.6

1988 =

1989 =

1990 =

1991 =

Ql
Q2
Q3
Q4

Ql
Q2
Q3
Q4

Ql
Q2
Q3
Q4

Ql
Q2
Q3
Q4

35.4
15.3
20.3
29.5

32.9
42.2
17.8
2.5

24.5
15.8
8.8
8.5

10.5
8.1
4.8

111.6
84.4

104.7
113.0

139.1
142.7
143.3
169.5

272.3
54.3
19.4
12.9

24.6
17.2
13.7
19.6

46.0
23.6
24.3
25.8

32.7
15.3
11.4
19.6

63.7
62.5
56.8
55.7

52.5
54.6
59.1
57.5

64.4
69.9
74.3
73.9

73.4
75.3
75.7
74.2

74.8
76.7
76.8
78.6

80.8
84.8
85.9
86.7

(l+st)(l+L/BOR)
- I , where it = domestic interest rate; st = devaluation rate.

-31.4
-8.9

-27.3
5.2

4.9
7.2

18.9

56.0
24.8
23.5
41.1

21.3
28.1
10.9
16.5

21.7
15.7
12.4
13.3

10.5
7.1
7.8

10.2

Sources: IMF, International Financial Statistics, various issues; Rojas-Suarez (1992b); and IMF staff estimates.
'Three-month treasury bill rate minus the inflation rate observed in the subsequent quarter (annualized).
2Based on relative movements in consumer prices. Trade-weighted exchange rate index (1980 = 100).

3Defined as ( ' + > t )

Implications of Capital Account
Liberalization for Asset Prices
and Capital Flows

The experiences of industrial and developing
countries with establishing capital account convert-
ibility suggest that there have been some sim-
ilarities in the initial asset price movements and
capital flows that have characterized the opening of
the capital account. As a result, the implementa-
tion of certain policies can make it more likely that
capital account convertibility can be sustained. As
already noted, the opening of the capital account
has historically occurred in conjunction with exten-
sive stabilization and structural reform programs
and has often been accompanied by large increases

in gross capital inflows and outflows and, especially
in developing countries, net capital inflows that
were large relative to the size of the domestic finan-
cial system. In contrast, the United Kingdom experi-
enced a net capital outflow. In developing countries,
high ex post real domestic interest rates and, some-
times, a significant spread between the ex post
domestic interest rates (adjusted for exchange rate
changes) and comparable international interest rates
emerged when the domestic financial system was lib-
eralized in conjunction with the opening of the capi-
tal account. High real interest rates have also
occurred in countries that have liberalized their
domestic financial systems and retained capital
controls. In all of the countries reviewed, however,
the real exchange rate appreciated despite dif-
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ferences in exchange rate arrangements, the speed
with which capital controls were removed, the ulti-
mate sustainability of the capital account liberaliza-
tion, or even whether there was a net capital inflow
or outflow.

An opening of the capital account should be
accompanied by an expansion of gross capital flows
as residents and nonresidents take advantage of the
opportunity to diversify their portfolios interna-
tionally. However, there could potentially be either
a net capital inflow or net outflow. To the extent
that capital controls were effective before their
removal, residents would presumably not have
been able to attain their desired net foreign asset
(or liability) positions; nor would nonresidents
have been able to acquire their desired holdings of
domestic assets or to borrow from domestic
lenders. After capital controls are removed, the
scale of net capital flows will therefore be deter-
mined by the relative size and direction of the port-
folio adjustments undertaken by residents and
nonresidents.

Given the very different approaches that coun-
tries have followed in establishing capital account
convertibility, it is perhaps somewhat surprising
that all of the countries examined experienced a
real exchange rate appreciation. Because so few
countries have established capital account convert-
ibility, it is difficult to judge whether this type of
real exchange rate movement will always occur.
Moreover, country-specific structural changes
often influenced real exchange rate movements.
For example, the removal of capital controls in the
United Kingdom coincided with its emergence as a
major oil exporter. A number of countries that
have implemented stabilization without liberalizing
capital account restrictions have also experienced
real exchange rate appreciations. When such pol-
icies are viewed as credible and likely to be sus-
tained, they create the prospect of improved
economic conditions, raise the expected return
from holding claims on the domestic economy, and
thereby increase residents' and nonresidents'
desired net holdings of claims on the domestic
economy. This increased demand could be satis-
fied, in part, by an appreciation of the real exchange
rate, which would raise the real value of domestic
claims relative to foreign claims. In addition to
affecting the relative value of the existing stocks of
foreign assets and domestic claims, an appreciation
of the real exchange rate, which reduces the compet-
itiveness of a country's exports and leads to a cur-
rent account deficit, would also create a channel for
increasing the net stock of external holdings of
claims on the domestic economy.

Despite the difficulties involved in estimating the
anticipated rate of inflation, there is some evidence

that the high ex post real interest rates that emerged
when some developing countries opened their capi-
tal accounts also corresponded to high ex ante
rates.20 A number of factors have often been cited
as contributing to the emergence of high real inter-
est rates. Since establishing the credibility of the
authorities' anti-inflation commitment typically
involves implementing restrictive monetary and
credit policies, it has been argued that adjustment to
slower rates of monetary and credit expansion will
give rise to higher real interest rates in order to
equilibrate the growing demand for money (reflect-
ing a lower anticipated rate of inflation) and slower
monetary expansion.

In some countries, inconsistent macroeconomic
and exchange rate policies at times cast doubts on
the sustainability of the authorities' exchange rate
policy, and the prospect of a large exchange rate
depreciation caused domestic interest rates to
rise.21 Moreover, in countries where private and
official borrowers had experienced difficulties in
meeting their debt-service payments on domestic
and external debt, domestic interest rates often
embodied a high implicit default risk premium.22 In
countries where prudential supervision of the
financial system was inadequate, Diaz Alejandro
(1985) and McKinnon (1991) argued that high loan
interest rates at times reflected high-risk lending
activities. Moreover, imperfections in domestic
financial markets that raised the operating costs of
domestic banks contributed to large spreads
between lending and deposit interest rates. In
Chile, for example, several regulations in the finan-
cial sector raised costs (Sjaastad, 1983).

The spreads between domestic and foreign inter-
est rates (adjusted for exchange rate changes) have
been more pronounced in developing countries
than in industrial countries. For the industrial
countries, the opening of the capital account was
followed quickly by the establishment of covered
interest rate parity with offshore markets for
shorter maturity instruments. For the developing
countries that had liberalized domestic interest
rates, large ex post interest rate differentials
(adjusted for exchange rate changes) often per-
sisted. In part, the arbitrage of interest rate dif-
ferentials may have been inhibited by the
remaining capital controls (when the capital
account was opened gradually), by inefficiencies in
the domestic financial system that raised the cost of
arbitrage activities, and by the absence of certain
institutions or markets (such as forward foreign

20See Rojas-Suarez (1992b) for evidence on the Mexican case.
21 For the case of Argentina, see Calvo and Fernandez (1982).
22For the case of Mexico, see Khor and Rojas-Suarez (1991).
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exchange markets). In addition, the arbitrage of
financial market conditions differed substantially
before and after the emergence of the debt crisis in
1982. In the Southern Cone countries in the late
1970s, for example, the relatively high domestic
interest rates attracted large-scale lending from
foreign financial institutions, whereas the inflows
that Latin American countries experienced in con-
nection with stabilization programs implemented
after the crisis derived primarily from a repatria-
tion of external assets held by domestic residents.
Although the prospect of earning relatively high
interest rates stimulated the large inflows of foreign
capital before 1982, Ize and Ortiz (1987) have
argued that these flows were influenced by how res-
idents and nonresidents perceived risks associated
with holding the country's domestic and external
financial instruments. In particular, they suggested
that, before the debt crisis, the external govern-
ment debt (or publicly guaranteed private foreign
debt) of developing countries was viewed as having
a more "senior" claim on debt-servicing resources
than domestic government debt. The emergence of
debt-servicing difficulties in the early 1980s con-
tributed to large interest rate spreads in many
developing countries by increasing the perceived
default risk associated with holding claims on these
countries and by eliminating the perceived se-
niority of external debt.

Preconditions for Establishing
Capital Account Convertibility

As discussed earlier, some countries had diffi-
culty sustaining an open capital account because of
the resultant capital flows and asset price move-
ments, including the appreciation of the real
exchange rate. However, these experiences also
suggest that if countries implement certain policies
before opening the capital account, it is more likely
that they will be able to maintain capital account
convertibility. The policies include macroeconomic
and financial policies that help reduce the dif-
ferences between domestic and external financial
market conditions as well as remove or reduce
restrictions that inhibit the flexibility of wages and
the prices of goods and assets. In addition, coun-
tries can minimize abrupt changes in capital flows
by limiting the use of taxes on financial income,
wealth, and transactions that create strong incen-
tives to move funds or financial transactions
abroad. They can also take steps to strengthen the
safety and soundness of the domestic financial
system.

One of the key macroeconomic preconditions
for opening the capital account that has charac-

terized a number of successful liberalizations is a
fiscal reform that significantly reduces the fiscal
deficit and finances the remaining deficit in a non-
inflationary manner. Indeed, in order to establish
credibility that the reform program and capital
account convertibility can be sustained, countries
may initially have to undertake a more substantial
fiscal reform than would ultimately be needed for
price stability and sustained growth. A large fiscal
deficit financed by money creation gives domestic
residents a strong incentive to move funds abroad
to escape the inflation tax. As a result, sustaining
an open capital account means that the inflation tax
cannot be used as an important source of revenue.
Moreover, even a large fiscal deficit financed by
bond issuance may not be compatible with an open
capital account if a rising stock of external and
internal debt leads to doubts about a country's abil-
ity to service these debts and, thereby, about its
creditworthiness.

The problems that Argentina, Chile, and Uru-
guay encountered in the early 1980s also suggest
that maintaining capital account convertibility
requires strengthening the prudential supervision
of financial institutions as well as carefully for-
mulating financial policies that establish more flex-
ible interest rates, restructure and recapitalize
domestic financial institutions, and more clearly
define the scope of the protection offered by the
official safety net that underpins the domestic
financial system. Domestic interest rates on
"traded" financial instruments must be comparable
to those prevailing in international financial mar-
kets. In addition, the domestic financial system
must be strengthened so that it can compete effec-
tively with external financial institutions and with-
stand the effects of high asset price variability.
Therefore, any financial system with large holdings
of bad debts or nonperforming loans must be
restructured, and, eventually, the capital position
of domestic financial institutions (especially banks)
must be raised to meet appropriate capital ade-
quacy standards, such as those established for
international banks by the Basle Committee on
Banking Supervision.

In order to limit the potential fiscal costs associ-
ated with maintaining an official safety net under a
financial system with an open capital account, the
authorities must take measures to limit the moral
hazards associated with such a safety net. Most
national financial systems have historically been
stabilized through short-term emergency liquidity
assistance by central banks, some form of private
or official deposit insurance, and direct short- or
medium-term emergency liquidity assistance for
large troubled institutions. Although such policies
can help contain the effects of a financial crisis,
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they expose the authorities to credit risks either
through lending at the central bank's discount win-
dow, lending to troubled institutions, or deposit
insurance obligations. Moreover, just as with other
types of insurance, these safety nets can create a
"moral hazard" problem if the insured behave dif-
ferently because of the existence of the insurance.
If deposits are fully insured, for example, deposi-
tors may have little incentive to monitor the
activities of a bank's managers, and an element of
market discipline will be lost. The credit risks asso-
ciated with an official safety net have traditionally
been limited by minimum capital adequacy stan-
dards; codes of behavior in financial markets;
restrictions on risk taking; systems of prudential
supervision; and institutional arrangements for
managing the risks inherent in payments, clear-
ance, and settlement systems.

Removing capital controls and establishing capi-
tal account convertibility will lead to the introduc-
tion of new financial techniques and instruments,
new sources of funds, and new participants in
domestic financial markets. Although such changes
increase competitive pressures that can lead to
important efficiency gains, they can potentially
introduce new and highly complex elements of
risk—some of them systemic—that make the pric-
ing of financial instruments more difficult and that
can contribute to abrupt changes in credit flows
once previously unforeseen risks become evident.
In addition, more complex financial structures and
ownership linkages can make the detection of
fraud and other illegal activities more difficult.

Countries that have opened and liberalized their
financial systems have been confronted with poten-
tial official credit risks stemming from institutional
failures that can be created by the mispricing of
risk, widespread fraud, or large domestic and inter-
national macroeconomic shocks. These countries
must decide whether they need to change the scope
and coverage of their official safety nets and how to
manage the risks inherent in an open and liber-
alized financial system. In particular, countries that
had heavily regulated and relatively closed finan-
cial systems may have to develop new institutional
arrangements and financial policies in response to
large macroeconomic, terms of trade, and financial
shocks. One key characteristic of many repressed
financial systems is an inflexible financial structure
in which most financial institutions hold relatively
undiversified portfolios that contain few external
assets. Credit is allocated by rule rather than by
price. Large, economy-wide shocks that create
debt-servicing difficulties in the enterprise sector
therefore have an immediate effect on the financial
sector's income and capital positions.

However, in repressed financial systems, the
monopolistic or oligopolistic position of the finan-

cial institutions has often allowed the institutions to
operate with relatively large spreads between lend-
ing and deposit interest rates (often buttressed by
official interest rate ceilings). Although the spreads
often reflected inefficient operations, they have
typically been large enough to enable financial
institutions to earn high profits, which they could
use, over time, to strengthen their capital position.
Debt-servicing difficulties for enterprises, if not too
large, could therefore be absorbed into the banks'
spreads and capital positions. Typically, central
bank assistance was needed only for large shocks.

As a repressed financial system is liberalized and
the capital account opened, questions arise as to
whether the central bank will be called upon more
or less frequently to support the financial system
and whether the authorities will have available new
techniques or options for dealing with a financial
crisis. The answer to the first question determines
whether the efficiency gains associated with liber-
alizing and opening the financial system have to be
"purchased" at the expense of greater public sector
funding obligations. The still rather limited experi-
ence with liberalizing and opening financial sys-
tems suggests that offsetting forces are likely to
influence how frequently the official safety net will
be used. If financial institutions, firms, and house-
holds hold more internationally diversified port-
folios, then their income streams and wealth
positions will be better hedged against the effects
of economy-specific shocks. By itself, portfolio
diversification raises the minimum size of an
economy-wide shock that can create difficulties for
enterprises, households, and the financial system
and can serve as an important buffer against
requests for official assistance. This is an important
but often undiscussed benefit of a more open capi-
tal account.

However, other developments may increase the
need for official support when large shocks occur.
In a liberalized financial system, competitive pres-
sures on financial institutions will increase and lead
to smaller interest rate spreads (an important effi-
ciency gain) and an erosion of oligopolistic profits.
In a system with explicit or implicit deposit insur-
ance, competitive pressures are known to lead
financial institutions (especially banks) to sub-
stitute insured deposits for capital as a source of
funding. The resulting weakened capital positions
(as well as the smaller interest rate spreads) mean
that banks will be more exposed to debt-servicing
difficulties in the nonfinancial sector.

To the extent that the capital positions of finan-
cial institutions deteriorate with financial liberal-
ization, then liberalizing the financial system
without opening the capital account (the standard
sequencing recommendation) may actually
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increase the need for central bank assistance more
than the combination of simultaneously opening
the capital account and liberalizing the financial
system. The need for assistance increases because
financial institutions in a closed financial system
typically have less diversified portfolios than those
in a more open system.

Thus, enhanced capital adequacy requirements
and strengthened prudential supervision will be
necessary to offset some of the moral hazard prob-
lems created by the existence of an official safety
net and thereby to reduce the need for official
assistance. They are likely to be even more impor-
tant in countries that liberalize their financial sys-
tem but maintain a closed capital account.

If a large domestic or external shock does occur,
the second question is whether the central banks of
industrial and developing countries will have new
techniques or instruments for dealing with a finan-
cial crisis caused by a more open and liberalized
financial system. One way countries can smooth the
costs associated with a crisis over time is by bor-
rowing from international markets, which a num-
ber of industrial countries have done (for example,
the United States in dealing with the savings and
loan industry problem). Most developing countries,
however, do not have this option because, histor-
ical experiences suggest, their perceived credit-
worthiness is likely to deteriorate as a large shock
hits and it becomes clear that there are serious
debt-servicing problems through the domestic
economy.

Developing countries are also unlikely to have
the option of borrowing from domestic bond
markets—which may be too small—and will have
difficulty taking the losses directly into the fiscal
budget by changing current spending and taxation.
Thus, directly or indirectly, the losses to the bank-
ing system are likely to be taken onto the books of
the domestic central bank. This process can involve
an exchange of central bank assets for the bad
assets in the banking system.

The need to manage these periodic large shocks
suggests that, even if the monetary authorities in
developing countries switch to market-based mon-
etary policy instruments to influence the growth of
the monetary base or to meet seasonal demands for
liquidity, direct credits to troubled financial (and
possibly nonfinancial) institutions will probably
remain part of the central bank's "tool kit."
Indeed, given that relatively large terms of trade or
financial shocks hit developing countries more fre-
quently than they do industrial countries, such
credit instruments are likely to remain relatively
more important in developing countries.

For many heavily indebted developing countries,
debt-reduction operations will be important for

improving their perceived creditworthiness and for
facilitating renewed access to international finan-
cial markets. Provided that this group of countries
accompanies such operations with credible macro-
economic structural policies, they may also reduce
the borrowing costs faced by their residents.

Domestic taxes on financial income, wealth, and
transactions can also strongly influence residents'
choices regarding the location of financial institu-
tions, the composition of their portfolios, and
where financial transactions occur. Industrial coun-
tries' experiences with capital account convert-
ibility have repeatedly demonstrated the need to
harmonize domestic taxes on the financial sector
with those prevailing in other countries. Razin and
Sadka (1991) have argued that, unless all countries
can agree on a common set of taxes on financial
activities and income, the optimal domestic tax on
income from capital would be zero. Harmonization
should be accomplished before capital controls are
completely removed if large-scale, tax-motivated
capital flows are to be avoided.

Countries that establish prudent macroeco-
nomic, financial, and fiscal policies stand to obtain
the greatest efficiency and risk-diversification ben-
efits from an open capital account. The experience
of the 1980s shows, however, that periods of high
asset price variability have characterized interna-
tional financial markets. Asset price variability can
have especially adverse effects on employment,
output, and wealth in economies in which regula-
tions and institutional arrangements inhibit wage,
price, and interest rate adjustments. For example,
wage indexation arrangements that prevent real
wages from adjusting to a large financial shock (for
example, a sharp rise in international interest rates)
will result in a larger adjustment in employment
and output. Eliminating or reducing such regula-
tions and institutional arrangements could help an
economy to adjust more smoothly to both real and
financial shocks.

Thus, economies with capital account convert-
ibility must adapt their domestic economic and
financial structures to withstand the effects of asset
price variability. They can offset asset price vari-
ability to some extent by using the emerging global
markets to trade financial risks and by designing
external contracts and debts better. During the
1970s and 1980s, the residents and governments of
many developing countries often took relatively
"open" positions with regard to their exposure to
international asset price variability, especially to
interest rate movements. For example, a sizable
proportion of the external debt of the residents of
most of these countries was denominated in
U.S. dollars, and the interest rate was linked to
LIBOR. As a result, sharp changes in LIBOR
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could lead to large changes in debt-service pay-
ments. Developing countries have attempted to
limit or offset the impact of external financial
shocks through self-insurance (for example, by
holding larger foreign exchange reserves to offset
larger external debt positions) and official multi-
lateral assistance (for example, through the IMF's
compensatory and contingency financing facility).
Market-based hedging instruments are also avail-
able; these include exchange-traded futures and
options contracts, over-the-counter forward agree-
ments, and swap arrangements on major interna-
tional interest rates, exchange rates, and commodity
prices.23 Whereas futures contracts could be used to
hedge against short-term movements in interna-
tional interest rates, for example, interest rate caps
could be used over a medium-term horizon to pro-
tect against highly adverse interest rate increases.
Governments can often facilitate the use of market-
based hedging strategies by the private sector by
removing existing legal restrictions on their use.

One limitation on the use of market-based hedg-
ing strategies is that there is a relatively limited
number of interest rates and commodity prices for
which there are active and liquid derivative prod-
uct (for example, futures or options) markets.
Nonetheless, even if derivative product markets
are absent, contractual arrangements can often be
adjusted to incorporate a fixed interest rate or com-
modity price or to make payments contingent on
future developments. For example, the debt-
reduction package negotiated between Mexico and
its commercial creditors in February 1990 included
a "value recovery" clause, which will allow banks
holding discount bonds or par bonds with an inter-

23See Mathieson and others (1989) for a more detailed discus-
sion of the use of these instruments.

est rate below contractual rates to receive, starting
in 1996, a portion of oil revenues accruing from a
real oil price of more than US$14 a barrel. Those
payments would equal 30 percent of the incremen-
tal oil revenue and would be subject to an annual
limit equal to 3 percent of the banks' eligible claims
at the time the agreement was signed.

Even if countries put in place the policies needed
to sustain capital account convertibility, they must
still decide how quickly to move to full convert-
ibility. Fischer and Reisen (1992) have argued that
capital account liberalization can be facilitated if
capital controls are gradually phased out. They sug-
gest, in particular, that controls should first be
removed on foreign direct investment and trade-
related flows and that those on other flows should
be removed only after extensive progress has been
made on the stabilization and reform programs. A
number of industrial economies have implemented
a phased reduction; this process, however, creates
new avenues for disguised capital flows and can
work effectively only if domestic and external
financial market conditions do not differ markedly.
In contrast, New Zealand and the United Kingdom
successfully sustained an open capital account after
abruptly removing capital controls early in their
reform process. The speed with which a country
can move to full capital account convertibility
appears to depend on how far it has proceeded in
implementing the policies that are preconditions
for convertibility as well as on its willingness to
take further policy measures that credibly establish
that it will carry through with the implementation
of the remaining policy steps. Moreover, historical
experience suggests that the consistency of macro-
economic, financial, and exchange rate policies is
more important for sustaining an open capital
account than is the sequencing of the removal of
capital controls.
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Appendix Capital Flight and
Capital Controls

Letting wt equal stock of wealth at time t, then
the analysis in the main text suggests that

desired holdings of domestic (DA) and foreign
(CF) assets will be given by

(CF/w)d = f1 (vt)

(DA/w)d
t = f2 (vt),

(1)

(2)

where d denotes the desired proportion and v is the
vector of expected returns and risks associated with
domestic and external assets.

In the presence of capital controls, it may take
time for domestic residents to shift from domestic
to external assets when, for example, the risks asso-
ciated with holding domestic assets increase. A
simple stock adjustment model can allow for this
possibility. Thus,

(F/w)t _ (CF/w)t-1 =

(DA/w)t (DA/w)t-1
f1 _ (CF/w)t-1
f2 (DA/w)t-1

(3)

The stock of broad money (M2) is used as a
proxy for the stock of domestic assets. To the
extent that other domestic assets can escape the
inflation tax or expropriation risk, then using M2
could bias the results. In particular, if domestic res-
idents were to substitute M2 assets for other
domestic assets that were either insulated from the
inflation tax or free from expropriation risk, the
ratio CF/M2 would rise even if no foreign assets
were accumulated. However, the limited domestic
financial markets of the countries in the sample
typically do not offer a broad range of financial
instruments that constitute good inflation hedges;
nor are they free from expropriation risk. As a
result, a rise in expropriation risk is likely to entail
a portfolio substitution away from all domestic
financial instruments toward external assets. In this

situation, the ratio CF/M2 will represent the gen-
eral flight to external assets.

Equation (3) was estimated in levels with the
lagged ratio (CF/M2)t_1 on the right-hand side
(with coefficient 1-A,). In addition, different future
(time t+1), current, and lagged values of the gov-
ernment deficit and risk variables were employed
to gauge the factors influencing expectations
regarding fundamentals. In all cases, the estimated
Xs were not statistically different from one,
implying that portfolios were adjusted within the
year. The coefficients on most of the future and
lagged values of the fundamentals proved to be sta-
tistically insignificant; thus, equations (4) and
(5) report only the most significant current and
lagged values of the fundamentals for the two
groups.

(CF/M2),=constants+5.3 rkt+ll2 (Def/GDP), (4)
(8.160) (2.000)

R2 = 0.96

(CF/M2),=constants+1.7 rkt+10.8 (Def/GDP)t-1 (5)
(2.092) (2.677)

R2 = 0.96

where the values in parenthesis represent f-statis-
tics. The constant terms consist of a general inter-
cept term and a dummy variable for all but one of
the countries. Equation (4) corresponds to the set
of countries with modest or significantly reduced
capital controls, and equation (5) corresponds to
the set of countries with extensive or tightened cap-
ital controls. Using the sample means for each
group's variables, the elasticities of the capital
flight variable with respect to the risk and deficit
variables are .44 and .36, respectively, for the coun-
tries with less restrictive capital controls, and .13
and .51, respectively, for the countries with highly
restrictive capital controls.

34

©International Monetary Fund. Not for Redistribution



Bibliography

Argy, Victor, "International Financial Liberalization—
The Australian and Japanese Experiences Com-
pared," Bank of Japan Monetary and Economic
Studies, Vol. 5 (May 1987), pp. 105-67.

Arriazu, Ricardo H., "Panel Discussion on Southern
Cone," Staff Papers, International Monetary Fund,
Vol. 30 (March 1983), pp. 177-84.

Artis, M. J., and Mark P. Taylor, "Abolishing Exchange
Control: The U.K. Experience," CEPR Discussion
Paper No. 294 (London: Center for Economic Policy
Research, April 1989).

Bank of England, "The Effect of Exchange Control
Abolition on Capital Flows," Quarterly Bulletin,
Vol. 21 (September 1981), pp. 369-73.

Baumgartner, Ulrich, "Capital Controls in Three Central
European Countries," Finance and Development,
International Monetary Fund and World Bank,
Vol. 14 (December 1977), pp. 46-49.

Bhagwati, Jagdish N., and Richard A. Brecher, "DUP
Activities and Economic Theory," European Eco-
nomic Review, Vol. 24 (April 1984), pp. 291-307.

Bhandari, Jagdeep S., and Bernard Decaluwe, "A
Stochastic Model of Incomplete Separation
Between Commercial and Financial Exchange Mar-
kets," Journal of International Economics, Vol. 22
(February 1987), pp. 25-55.

Bollard, Alan, and Robert Buckle, eds., Economic Liber-
alization in New Zealand (Wellington, New Zea-
land: Allen and Unwin, 1987).

Browne, Francis X., and Paul D. McNelis, "Exchange
Controls and Interest Rate Determination with
Traded and Nontraded Assets: the Irish-United
Kingdom Experience," Journal of International
Money and Finance, Vol. 9 (March 1990), pp. 41-59.

Buckle, Robert, "Sequencing and the Role of the For-
eign Exchange Market," Chapter 11 in Economic
Liberalization in New Zealand, ed. by Bollard and
Buckle (Wellington, New Zealand: Allen and
Unwin, 1987).

Cairncross, Alec, Years of Recovery: British Economic
Policy 1945-51 (New York: Methuen, 1985).

Calvo, Guillermo A., "Trying to Stabilize: Some The-
oretical Reflections Based on the Case of Argen-
tina," Chapter 9 in Financial Policies and the World
Capital Market, ed. by P. Aspe Armella, and others
(Chicago: University of Chicago Press, 1983).

, "On the Costs of Temporary Liberalization/
Stabilization Experiments," in Economic Reform and
Stabilization in Latin America, ed. by M. Connolly
and C. Gonzalez-Vega (New York: Praeger, 1987).

, and Roque Fernandez, "Pauta Cambiaria y De-
ficit Fiscal," in Inflacion y Estabilidad, ed. by Roque
Fernandez and Carlos A. Rodriguez (Buenos Aires,
Argentina: Ediciones Macchi, 1982), pp. 175-79.

Chappie, Simon, "A Sequence of Errors? Some Notes on
the Sequencing of Liberalization in Developing
Countries," UNCTAD Discussion Paper No. 31
(New York: United Nations Conference on Trade
and Development, August 1990).

Clark, Paul, "Step-by-Step Liberalization of a Controlled
Economy: Experience in Egypt," unpublished, 1986.

Coorey, Sharmini, "Financial Liberalization and Reform
in Mexico" in Mexico: The Strategy to Achieve Sus-
tained Economic Growth, ed. by Claudio Loser and
Eliot Kalter, IMF Occasional Paper 99 (Washington:
International Monetary Fund, September 1992).

Corbo, Vittorio, Jaime de Melo, and James Tybout,
"What Went Wrong with the Recent Reforms in the
Southern Cone," Economic Development and
Cultural Change, Vol. 34 (April 1986), pp. 607-40.

Crockett, Andrew, "Financial Market Implications of
Trade and Currency Zones," unpublished, 1991.

Cuddington, John T., Capital Flight: Estimates, Issues,.
and Explanations, Princeton Studies in International
Finance, No. 58 (Princeton, New Jersey: Princeton
University, 1986).

Cunningham, Thomas J., "A Liberal Discussion of
Financial Liberalization," Economic Review,
Federal Reserve Bank of Atlanta, Vol. 76
(November/December 1991), pp. 1-8.

Diaz Alejandro, Carlos F., "Good-bye Financial Repres-
sion, Hello Financial Crash," Journal of Develop-
ment Economics, Vol. 19 (September/October
1985), pp. 1-24.

Dooley, Michael P., "Country-Specific Risk Premiums,
Capital Flight and Net Investment Income Payments
in Selected Developing Countries," DM 86/17
(unpublished; Washington: International Monetary
Fund, 1986).

, and Peter Isard, "Capital Controls, Political
Risk, and Deviations from Interest-Rate Parity,"
Journal of Political Economy, Vol. 80 (April 1980),
pp. 370-84.

Dornbusch, Rudiger, "Flexible Exchange Rates and
Interdependence," Staff Papers, International Mon-
etary Fund, Vol. 30 (March 1983), pp. 3-38.

, Exchange Rates and Inflation (Cambridge,
Massachusetts: MIT Press, 1989).

, Federico Sturzenegger, and Holger Wolf,
"Extreme Inflation: Dynamics and Stabilization,"

35

©International Monetary Fund. Not for Redistribution



Brookings Papers on Economic Activity: 2 (Wash-
ington: The Brookings Institution, 1990), pp. 1-84.

Drazen, Allan, "Monetary Policy, Capital Controls and
Seigniorage in an Open Economy," David Horowitz
Institute for the Research of Developing Countries,
Paper No. 11-88 (Tel Aviv: Tel Aviv University,
1988).

Edwards, Sebastian, "On the Sequencing of Structural
Reforms," NBER Working Paper No. 3138
(Cambridge, Massachusetts: National Bureau of
Economic Research, October 1989).

, "Sequencing of Economic Reform: Analytical
Issues and Lessons from Latin American Experi-
ences," World Economy, Vol. 13 (March 1990),
pp. 1-14.

, and Mohsin Khan, "Interest Rate Determina-
tion in Developing Countries: A Conceptual
Framework," Staff Papers, International Monetary
Fund, Vol. 32 (September 1985), pp. 377-403.

Edwards, Sebastian, and Simon Teitel, "Introduction to
Growth, Reform and Adjustment: Latin America's
Trade and Macroeconomic Policies in the 1970s and
1980s," Economic Development and Cultural
Change, Vol. 34 (April 1986), pp. 423-31.

Faruqee, Hamid, "Dynamic Capital Mobility in Pacific
Basin Developing Countries: Estimation and Policy
Implications," IMF Working Paper 91/115 (Washing-
ton: International Monetary Fund, November 1991).

Fausten, Dietrich K., "Current and Capital Account
Interdependence," Journal of Post Keynesian Eco-
nomics, Vol. 12 (Winter 1989-90), pp. 273-92.

Fischer, Bernhard, and Helmut Reisen, "Towards Capi-
tal Account Convertibility," OECD Development
Center, Policy Brief No. 4 (1992).

Fischer, Stanley, Indexing, Inflation, and Economic Pol-
icy (Cambridge, Massachusetts: MIT Press, 1986).

Flood, Robert P., Andrew K. Rose, and Donald J.
Mathieson, "An Empirical Exploration of
Exchange-Rate Target-Zones," Carnegie-Rochester
Conference Series on Public Policy, Vol. 35
(Autumn 1991), pp. 7-65.

Frenkel, Jacob A., "The Order of Economic Liberaliza-
tion: Lessons from Chile and Argentina: Comment,"
Carnegie-Rochester Conference Series on Public
Policy, Vol. 17 (Autumn 1982), pp. 199-202.

, "Panel Discussion on Southern Cone," Staff
Papers, International Monetary Fund, Vol. 30
(March 1983), pp. 164-84.

Fry, Maxwell, "Inflation and Monetary Policy in Pacific
Basin Developing Economies," International
Finance Group Working Paper, No. 91-16 (Bir-
mingham, England: University of Birmingham,
October 1991).

Fukao, Mitsuhiro, "Liberalization of Japan's Foreign
Exchange Controls and Structural Changes in the Bal-
ance of Payments," Bank of Japan Monetary and Eco-
nomic Studies, Vol. 8 (September 1990), pp. 101-65.

Giddy, Ian H., "Exchange Risk Under Exchange Con-
trols and Credit Controls," in Exchange Risk and
Exposure: Current Developments in International
Financial Management, ed. by R.M. Levich and C.G.
Wihlborg (Lexington, Massachusetts: Lexington
Books, 1980).

Greene, Joshua E., and Peter Isard, Currency Convert-
ibility and the Transformation of Centrally Planned
Economies, IMF Occasional Paper No. 81 (Wash-
ington: International Monetary Fund, June 1991).

Gros, Daniel, "Dual Exchange Rates in the Presence of
Incomplete Market Separation; Long-Run Effec-
tiveness and Policy Implications," Staff Papers,
International Monetary Fund, Vol. 35 (Septem-
ber 1988), pp. 437-60.

Guidotti, Pablo, and Carlos A. Rodriguez, "Dollarization
in Latin America: Gresham's Law in Reverse?"
Staff Papers, International Monetary Fund, Vol. 39
(September 1992), pp. 518-44.

Hamad-El-Nil, Yasin S., "The Prerequisites for a Suc-
cessful Financial Reform," Financial Journal, Afri-
can Center for Monetary Studies, Vol. 11 (1990),
pp. 13-32.

Hanson, James, and Jaime de Melo, "The Uruguayan
Experience with Liberalization and Stabilization,
1974-1981," Journal of Inter-American and World
Affairs, Vol. 25 (November 1983).

Haque, Nadeem U., and Peter J. Montiel, "How Mobile
Is Capital in Developing Countries?" Economics
Letters, Vol. 33 (August 1990), pp. 359-62.

, "Capital Mobility in Developing Countries:
Some Empirical Tests," World Development, Vol. 19
(October 1991), pp. 1391-98.

Haque, Nadeem U., Kajal Lahiri, and Peter J. Montiel,
"A Macroeconomic Model for Developing Coun-
tries," Staff Papers, International Monetary Fund,
Vol. 37 (September 1990), pp. 537-59.

Horiuchi, Akiyoshi, "The 'Low Interest Rate Policy' and
Economic Growth in Postwar Japan," Developing
Economies, Vol. 22 (December 1984), pp. 349-71.

Ize, Alain, and Guillermo Ortiz, "Fiscal Rigidities, Public
Debt, and Capital Flight," Staff Papers, International
Monetary Fund, Vol. 34 (June 1987) pp. 311-32.

Kamin, Steven B., "Devaluation, Exchange Controls,
and Black Markets for Foreign Exchange in
Developing Countries," International Finance Dis-
cussion Papers, No. 334 (Washington: Board of
Governors of the Federal Reserve System, Octo-
ber 1988).

(1991a), "Exchange Rate Rules in Support of
Disinflation Programs in Developing Countries,"
International Finance Discussion Papers, No. 402
(Washington: Board of Governors of the Federal
Reserve System, June).

(1991b), "Argentina's Experience with Parallel
Exchange Markets: 1981-1990," International
Finance Discussion Papers, No. 407 (Washington:
Board of Governors of the Federal Reserve System,
August).

Kenen, Peter B., "Capital Mobility and Financial Inte-
gration: A Survey," Princeton Studies in Interna-
tional Finance, No. 39 (Princeton, N.J.: Princeton
University Press, 1976).

Khan, Mohsin S., and Nadeem Ul Haque, "Foreign Bor-
rowing and Capital Flight: A Formal Analysis," Staff
Papers, International Monetary Fund, Vol. 32 (De-
cember 1985), pp. 606-28.

Khor, Hoe E., and Liliana Rojas-Suarez, "Interest Rates
in Mexico: The Role of Exchange Rate Expectations

BIBLIOGRAPHY

©International Monetary Fund. Not for Redistribution



and International Creditworthiness," Staff Papers,
International Monetary Fund, Vol. 38 (Decem-
ber 1991), pp. 850-71.

Krueger, Anne O., "Interactions Between Inflation and
Trade Regime Objectives in Stabilization Programs,"
Chapter 3 in Economic Stabilization in Developing
Countries, ed. by W.R. Cline and S. Weintraub
(Washington: The Brookings Institution, 1981).

, "Problems of Liberalization," Chapter 14 in
World Economic Growth, ed. by A . Harberger (San
Francisco: ICS Press, 1984).

_, "Resolving the Debt Crisis and Restoring De-
veloping Countries' Creditworthiness," Carnegie-
Rochester Series on Public Policy, Vol. 30 (Spring
1989), pp. 75-114.

Lai, Deepak, "The Political Economy of Economic Lib-
eralization," The World Bank Economic Review,
Vol. 1 (January 1987), pp. 273-99.

Lanyi, Anthony, "Separate Exchange Markets for Capi-
tal and Current Transactions," Staff Papers, Interna-
tional Monetary Fund, Vol. 22 (November 1975),
pp. 714-49.

Levy, Santiago, "Short Run Responses to Foreign
Exchange Crises," Journal of Policy Modeling,
Vol. 9 (Winter 1987), pp. 577-614.

Mathieson, Donald J., David Folkerts-Landau, Timothy
Lane, and Iqbal Zaidi, Managing Financial Risks in
Indebted Developing Countries, IMF Occasional
Paper No. 65 (Washington: International Monetary
Fund, June 1989).

Maynard, Geoffrey, The Economy Under Mrs. Thatcher
(New York: B. Blackwell, 1988).

McKinnon, Ronald I., Money and Capital in Economic
Development (Washington: The Brookings Institu-
tion, 1973).

, The Order of Economic Liberalization: Finan-
cial Control in the Transition to a Market Economy
(Baltimore: Johns Hopkins University Press, 1991).

_, and Donald J. Mathieson, How to Manage a
Repressed Economy, Essays in International
Finance, No. 145 (Princeton, N.J.: Princeton Univer-
sity, 1981).

Meese, Richard, "Testing for Bubbles in Exchange Mar-
kets: A Case of Sparkling Rates?" Journal of Politi-
cal Economy, Vol. 94 (April 1986), pp. 345-72.

Meyer, Arno, and M.S. Bastos Marques, " A Fuga de
Capital no Brasil: 1975/88," Pesquisa E Planeja-
mento Economico, Vol. 20 (April 1990), pp. 49-85.

Montiel, Peter J., and Jonathan D. Ostry, "Real
Exchange Rate Targeting Under Capital Controls:
Can Money Provide a Nominal Anchor?" Staff
Papers, International Monetary Fund, Vol. 39
(March 1992), pp. 58-78.

Morgan Guaranty Trust Company, " L D C Debt Reduc-
tion: A Critical Appraisal," World Financial Mar-
kets, Vol. 7 (December 1988).

Otani, Ichiro, and Siddharth Tiwari, "Capital Controls
and Interest Rate Parity: The Japanese Experience,
1978-81, Staff Papers, International Monetary Fund,
Vol. 28 (December 1981), pp. 793-815.

Papadia, Francisco, and Salvatore Rossi, "Are Asym-
metric Exchange Controls Effective?" Journal of

International Money and Finance, Vol. 10
(March 1991), pp. 149-60.

Quirk, Peter J., "The Case for Open Foreign Exchange
Systems," Finance and Development, International
Monetary Fund and World Bank, Vol. 26
(June 1989), pp. 30-33.

Razin, Assaf, and Efraim Sadka, "Vanishing Tax on Cap-
ital Income in the Open Economy," N B E R Working
Paper No. 3796 (Cambridge, Massachusetts:
National Bureau of Economic Research, Au-
gust 1991).

Reisen, Helmut, "On Liberalizing the Capital Account:
Experiences with Different Exchange Rate
Regimes," unpublished (March 1991).

Rieffel, Alexis, "Exchange Controls: A Dead-End for
Advanced Developing Countries?" The AMEX
Bank Review Special Papers, No. 12 (July 1987),
pp. 1-23.

Rodrik, Dani, "Trade and Capital-Account Liberalization
in a Keynesian Economy," Journal of International
Economics, Vol. 23 (August 1987), pp. 113-29.

Rojas-Suarez, Liliana, "Risk and Capital Flight in
Developing Countries," in Determinants and Sys-
temic Consequences of International Capital Flows:
A Study by the Research Department of the Interna-
tional Monetary Fund, IMF Occasional Paper No. 77
(Washington: International Monetary Fund,
March 1991).

(1992a), "Currency Substitution and Inflation
in Peru," IMF Working Paper 92/33 (Washington:
International Monetary Fund, May).

(1992b), "An Analysis of the Linkages of
Macroeconomic Policies in Mexico," in Mexico: The
Strategy to Achieve Sustained Economic Growth, ed.
by Claudio Loser and Eliot Kalter, IMF Occasional
Paper No. 99 (Washington: International Monetary
Fund, September).

Shaw, Edward, Financial Deepening in Economic
Development (New York: Oxford University Press,
1973).

Sjaastad, Larry A. , "Failure of Economic Liberalism in
the Cone of Latin America," The World Economy,
Vol. 6 (March 1983), pp. 5-26.

Stockman, Alan, "The Order of Liberalization: Com-
ment," Carnegie-Rochester Series on Public Policy,
Vol. 17 (Autumn 1982), pp. 187-92.

"Suddenly the Money Goes Home to Peru," The Econo-
mist, Vol. 319 (June 22-28, 1991), p. 43.

United Nations Conference on Trade and Development,
Trade and Development Report, 1991 (New York:
United Nations, 1991).

van Wijnbergen, Sweder, "Capital Controls and the Real
Exchange Rate," Economica, Vol. 57 (Feb-
ruary 1990), pp. 15-28.

Villanueva, Delano, and Abbas Mirakhor, "Strategies for
Financial Reforms," Staff Papers, International Mon-
etary Fund, Vol. 37 (September 1990), pp. 509-36.

Wyplosz, Charles, "Capital Controls and Balance of Pay-
ments Crises," Journal of International Money and
Finance, Vol. 5 (June 1986), pp. 167-79.

Yeager, Leland B., International Monetary Relations:
Theory, History, and Policy (New York: Harper and
Row, 2d ed., 1976).

Bibliography

37

©International Monetary Fund. Not for Redistribution



OCCASIONAL PAPERS

Recent Occasional Papers of the International Monetary Fund

103. Liberalization of the Capital Account: Experiences and Issues, by Donald J. Mathieson and Liliana
Rojas-Suarez. 1993.

102. Financial Sector Reforms and Exchange Arrangements in Eastern Europe. Part I: Financial Markets
and Intermediation, by Guillermo A. Calvo and Manmohan S. Kumar. Part II: Exchange Arrange-
ments of Previously Centrally Planned Economies, by Eduardo Borensztein and Paul R. Masson.
1993.

101. Spain: Converging with the European Community, by Michel Galy, Gonzalo Pastor, and Thierry Pujol.
1993.

100. The Gambia: Economic Adjustment in a Small Open Economy, by Michael T. Hadjimichael, Thomas
Rumbaugh, and Eric Verreydt. 1992.

99. Mexico: The Strategy to Achieve Sustained Economic Growth, edited by Claudio Loser and Eliot
Kalter. 1992.

98. Albania: From Isolation Toward Reform, by Mario I. Blejer, Mauro Mecagni, Ratna Sahay, Richard
Hides, Barry Johnston, Piroska Nagy, and Roy Pepper. 1992.

97. Rules and Discretion in International Economic Policy, by Manuel Guitian. 1992.

96. Policy Issues in the Evolving International Monetary System, by Morris Goldstein, Peter Isard, Paul R.
Masson, and Mark P. Taylor. 1992.

95. The Fiscal Dimensions of Adjustment in Low-Income Countries, by Karim Nashashibi, Sanjeev Gupta,
Claire Liuksila, Henri Lorie, and Walter Mahler. 1992.

94. Tax Harmonization in the European Community: Policy Issues and Analysis, edited by George Kopits.
1992.

93. Regional Trade Arrangements, by Augusto de la Torre and Margaret R. Kelly. 1992.
92. Stabilization and Structural Reform in the Czech and Slovak Federal Republic: First Stage, by Bijan B.

Aghevli, Eduardo Borensztein, and Tessa van der Willigen. 1992.

91. Economic Policies for a New South Africa, edited by Desmond Lachman and Kenneth Bercuson with a
staff team comprising Daudi Ballali, Robert Corker, Charalambos Christofides, and James Wein.
1992.

90. The Internationalization of Currencies: An Appraisal of the Japanese Yen, by George S. Tavlas and
Yuzuru Ozeki. 1992.

89. The Romanian Economic Reform Program, by Dimitri G. Demekas and Mohsin S. Khan. 1991.
88. Value-Added Tax: Administrative and Policy Issues, edited by Alan A. Tait. 1991.
87. Financial Assistance from Arab Countries and Arab Regional Institutions, by Pierre van den

Boogaerde. 1991.
86. Ghana: Adjustment and Growth, 1983-91, by Ishan Kapur, Michael T. Hadjimichael, Paul Hilbers,

Jerald Schiff, and Philippe Szymczak. 1991.
85. Thailand: Adjusting to Success—Current Policy Issues, by David Robinson, Yangho Byeon, and Ranjit

Teja with Wanda Tseng. 1991.

84. Financial Liberalization, Money Demand, and Monetary Policy in Asian Countries, by Wanda Tseng
and Robert Corker. 1991.

83. Economic Reform in Hungary Since 1968, by Anthony R. Boote and Janos Somogyi. 1991.
82. Characteristics of a Successful Exchange Rate System, by Jacob A. Frenkel, Morris Goldstein, and

Paul R. Masson. 1991.
81. Currency Convertibility and the Transformation of Centrally Planned Economies, by Joshua E.

Greene and Peter Isard. 1991.
80. Domestic Public Debt of Externally Indebted Countries, by Pablo E. Guidotti and Manmohan S.

Kumar. 1991.

©International Monetary Fund. Not for Redistribution



Occasional Papers

79. The Mongolian People's Republic: Toward a Market Economy, by Elizabeth Milne, John Leimone,
Franek Rozwadowski, and Padej Sukachevin. 1991.

78. Exchange Rate Policy in Developing Countries: Some Analytical Issues, by Bijan B. Aghevli, Mohsin
S. Khan, and Peter J. Montiel. 1991.

77. Determinants and Systemic Consequences of International Capital Flows, by Morris Goldstein,
Donald J. Mathieson, David Folkerts-Landau, Timothy Lane, J. Saul Lizondo, and Liliana Rojas-
Suarez. 1991.

76. China: Economic Reform and Macroeconomic Management, by Mario Blejer, David Burton, Steven
Dunaway, and Gyorgy Szapary. 1991.

75. German Unification: Economic Issues, edited by Leslie Lipschitz and Donogh McDonald. 1990.

74. The Impact of the European Community's Internal Market on the EFTA, by Richard K. Abrams,
Peter K. Cornelius, Per L. Hedfors, and Gunnar Tersman. 1990.

73. The European Monetary System: Developments and Perspectives, by Horst Ungerer, Jouko J.
Hauvonen, Augusto Lopez-Claros, and Thomas Mayer. 1990.

72. The Czech and Slovak Federal Republic: An Economy in Transition, by Jim Prust and an IMF Staff
Team. 1990.

71. MULTIMOD Mark II: A Revised and Extended Model, by Paul Masson, Steven Symansky, and Guy
Meredith. 1990.

70. The Conduct of Monetary Policy in the Major Industrial Countries: Instruments and Operating Pro-
cedures, by Dallas S. Batten, Michael P. Blackwell, In-Su Kim, Simon E. Nocera, and Yuzuru Ozeki.
1990.

69. International Comparisons of Government Expenditure Revisited: The Developing Countries,
1975-86, by Peter S. Heller and Jack Diamond. 1990.

68. Debt Reduction and Economic Activity, by Michael P. Dooley, David Folkerts-Landau, Richard D.
Haas, Steven A. Symansky, and Ralph W. Tryon. 1990.

67. The Role of National Saving in the World Economy: Recent Trends and Prospects, by Bijan B.
Aghevli, James M. Boughton, Peter J. Montiel, Delano Villanueva, and Geoffrey Woglom. 1990.

66. The European Monetary System in the Context of the Integration of European Financial Markets, by
David Folkerts-Landau and Donald J. Mathieson. 1989.

65. Managing Financial Risks in Indebted Developing Countries, by Donald J. Mathieson, David Folkerts-
Landau, Timothy Lane, and Iqbal Zaidi. 1989.

64. The Federal Republic of Germany: Adjustment in a Surplus Country, by Leslie Lipschitz,
Jeroen Kremers, Thomas Mayer, and Donogh McDonald. 1989.

63. Issues and Developments in International Trade Policy, by Margaret Kelly, Naheed Kirmani, Miranda
Xafa, Clemens Boonekamp, and Peter Winglee. 1988.

62. The Common Agricultural Policy of the European Community: Principles and Consequences, by Julius
Rosenblatt, Thomas Mayer, Kasper Bartholdy, Dimitrios Demekas, Sanjeev Gupta, and Leslie
Lipschitz. 1988.

61. Policy Coordination in the European Monetary System. Part I: The European Monetary System: A
Balance Between Rules and Discretion, by Manuel Guitian. Part II: Monetary Coordination Within
the European Monetary System: Is There a Rule? by Massimo Russo and Giuseppe Tullio. 1988.

60. Policies for Developing Forward Foreign Exchange Markets, by Peter J. Quirk, Graham
Hacche, Viktor Schoofs, and Lothar Weniger. 1988.

59. Measurement of Fiscal Impact: Methodological Issues, edited by Mario I. Blejer and Ke-Young Chu.
1988.

Note: For information on the title and availability of Occasional Papers not listed, please consult the IMF Publications Catalog or
contact IMF Publication Services.

D
©International Monetary Fund. Not for Redistribution


	Cover
	Contents
	Preface
	I.Introduction
	II. Restrictions on Capital Account Transactions
	Types of Capital Controls
	Rationales for Capital Controls
	Limiting Volatile Short-Term Capital Flows
	Retention of Domestic Savings
	Maintenance of the Domestic Tax Base
	Capital Controls and Stabilization and Structural Reform Programs


	III. Effectiveness of Capital Controls
	Channels for Evading Capital Controls
	Experiences with Capital Controls
	Industrial Countries
	Developing Countries


	IV. Implications of the Reduced Effectiveness of Capital Controls
	Cost of Maintaining Capital Controls
	Constraints on the Formulation of Macroeconomic and Structural Policies
	Potential Benefits of a More Open Capital Account

	V. Establishing Capital Account Convertibility
	Experiences with Capital Account Liberalization
	Industrial Countries
	Developing Countries

	Implications of Capital Account Liberalization for Asset Prices and Capital Flows
	Preconditions for Establishing Capital Account Convertibility

	Appendix: Capital Flight and Capital Controls
	Tables
	1. Restrictions on Capital Account Transactions, 1975, 1980, 1985, and 1990
	2. Capital Flight and Total External Debt for a Group of Heavily Indebted Developing Countries
	3. Stabilization Programs in Selected Developing Countries
	4. Stocks of Capital Flight and Broad Money in Selected Developing Countries
	5. New Zealand and United Kingdom: Capital Flows and Real Exchange Rates
	6. Argentina, Chile, and Uruguay: Interest Rates, Inflation Rates, and Real Exchange Rates
	7. Mexico: Interest Rates, Inflation Rates, and Real Exchange Rates

	Bibliography



