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SUMMARY

This paper examines the sequencing of capital account liberalization and draws lessons
from experience in four emerging market economies-—Chile, Indonesia, Korea, and Thailand.
The paper provides detailed information on the sequence of reforms to domestic and external
transactions for the period 1985-96, and in the case of Thailand covers the period leading up
to the 1997 currency crisis. This information is reviewed against the background of
developments in the balance of payments, and macroeconomic and exchange rate policies.

Broad conclusions and considerations for the approach to capital account liberalization
are developed as a result of the country survey. First, there is a fundamental need to adopt a
comprehensive and coordinated approach to reforms to the domestic financial sector and the
capital account. Second, the management of capital flows depends on the overall incentive
structure for such flows, with the configuration of interest rates and exchange rates, as well as
the stage of development of the domestic financial systems, appearing to be critical.

The analysis throws some light on why the liberalization of capital flows was
associated with a currency crisis in Thailand, which followed a policy of actively promoting
capital inflows. At the same time, the strengthening of financial institutions and the
development of indirect monetary instruments lagged the liberalization of the capital account
in Thailand. Finally, Thailand’s fixed exchange rate limited the autonomy of monetary policy
in dealing with capital inflows and helped to create unsustainable expectations about the rates
of return.



I. INTRODUCTION

Capital account liberalization can have significant benefits for economic growth and
welfare. The benefits arise from: the improved ability to tap savings globally (at lower cost
than using only domestic savings); allowing domestic economic agents freedom to choose
how and where to borrow, invest, or exchange assets; improvements in resource allocation
through increased competition for financial resources; and the increased availability of
resources to support investment, and to finance trade, and other significant economic entities.
At the same time, however, the opening of the capital account entails certain risks, if not
accompanied by the necessary structural reforms and macroeconomic policies.

Against this background, attention needs to be paid to sequencing capital account
liberalization with structural measures, especially in the monetary and financial sector, and to
pacing liberalization in conjunction with the development of appropriate macroeconomic
policies. This paper examines some of the general issues involved in the sequencing and
pacing of capital account liberalization and draws lessons from the experience of emerging
market economies which have liberalized their capital accounts and which have received large
capital inflows—those of Chile, Indonesia, Korea, and Thailand. These countries were chosen
in order to illustrate the diversity as well as some of the similarities of approaches toward
capital account liberalization. The information reviewed is for the period 1985-96, but has
been extended to 1997 in the case of Thailand to include the period leading up to the 1997
crisis.

A complete analysis of the role of capital account liberalization would require a
comprehensive assessment of structural and macroeconomic policies. This paper focuses on
certain interrelationships and key variables that are considered critical. Specifically, the study
focuses on the interrelationships between capital account liberalization and (1) the
development of domestic financial markets, instruments and institutions; (2) reforms to
foreign exchange and trade systems; (3) the development in countries’ balance of payments;
and (4) the role of monetary and exchange rate policy.

The remainder of the paper is organized as follows: Section II discusses a conceptual
approach to the orderly liberalization of controls on capital movements; Section III describes
the specific country experiences 1985-96; Section IV reviews the lessons from these
countries’ experiences; and Section V provides the conclusions.

II. A CONCEPTUAL FRAMEWORK FOR ORDERLY CAPITAL ACCOUNT LIBERALIZATION

The conventional view with regard to the liberalization of the capital account is that it
should follow liberalization of the current account and the domestic financial system (see for
example, McKinnon 1973, 1982; Frenkel 1982; Edwards 1984). Others have argued for
simultaneous liberalization of the current and capital accounts (see for example, Little,
Scitovsky, and Scott 1970; Michaely 1986; Krueger 1984). Hanson (1994) suggests that a
stable macroeconomy and domestic financial liberalization to a significant degree are



preconditions to international financial liberalization. While our own assessment does not
necessarily contradict these views, the results of the survey indicates that the liberalization of
the capital account and other aspects of economic and financial sector reform is a good deal
more complex and not readily open to stylized presentations on sequencing. Different
components and aspects of the capital account were liberalized at various stages, along with
aspects of the current account and domestic financial sector in line with countries’ overall
macroeconomic objectives. In some instances liberalizing or easing of restrictions were in
response to adverse macroeconomic developments. The survey does, however, lead to broad
conclusions about the conceptual framework for an orderly liberalization of the capital
account. This framework is discussed below.

A. The Need for an Integrated Approach to Capital Account Liberalization and
Financial Sector Reform

The first broad conclusion from this survey is that there is a fundamental need for an
integrated approach to capital account liberalization and financial sector reform. It is
erroneous to draw sharp distinctions between the public policy approach to the deregulation
of the capital account on the one hand, and the approach to the regulation and development of
financial markets on the other. Rather capital account liberalization should be treated as an
integral part of economic reform programs.

More specifically, the liberalization on direct investment is often a significant part of
real sector reforms, while the liberalization of portfolio investment flows is often coordinated
with financial sector reforms and the development of financial markets and instruments:

. Liberalizations of direct investment inflows have often gone hand-in-hand with
reforms aimed at strengthening the real sector and export potential of the economy,
including reforms to the trade and investment regimes, exchange rate adjustments to
improve competitiveness, and liberalization of exchange controls on current
international transactions. Such capital account liberalizations have aimed, for
example, at supporting the development and restructuring of selective industries and
sectors, through management and technology transfers, injections of foreign capital
and liberalization of access to trade finance.

. Liberalizations of portfolio capital flows have tended to be coordinated with domestic
financial sector liberalization and reforms—Iliberalization of interest rates, development
of indirect monetary control procedures, and strengthening banks and capital markets.

There are a number of reasons for adopting a coordinated and comprehensive
approach to financial sector reforms and capital account liberalization. First, from a
macroeconomic and balance of payments perspective, the stage of development and the
stability of domestic financial systems have key influences on the growth and composition of
capital movements. Such factors are often as important, if not more so, in explaining the
volume and nature of the capital flows than the particular regulatory framework for such



movements. Countries with developed financial markets and institutions have been better able
to attract portfolio capital flows than countries where such markets are just emerging. In some
circumstances, concerns about banking solvency or inadequate regulatory frameworks have
discouraged foreign investment or encouraged capital flight regardless of the capital control
framework. Financial sector weakness may also contribute to currency crises to the extent the
weaknesses are seen as limiting the scope or the willingness of authorities to use interest rates
to defend the currency; or cast doubts on the prospects of the economy more generally (e.g.,
recognition that addressing financial sector weakness may have significant budgetary costs);
or cast doubts on the political autonomy and integrity/governance of financial institutions.

Secondly, and conversely, the opening of the capital account can have important
implications for financial markets and institutions. In many cases, the implications are positive
in that the liberalizations help to develop deeper, more competitive and more diversified
financial markets. The sophistication of domestic financial markets can also be improved if
foreign financial firms are allowed to operate directly in the country. The greater volume of
intermediation and increased competition that may accompany capital account liberalizations,
however, may also increase pressure on previously protected domestic financial institutions
and bring weaknesses to the fore in such institutions. Some countries have been confronted
with banking crises when faced with sudden inflows and subsequent sharp reversals in capital
flows. The banking sector problems may be exacerbated by significant open positions of
banks, or their borrowers. In such cases, adjustments in interest rates and exchange rates can
reduce the net worth of financial institutions if they have not developed adequate mechanisms
to manage interest and exchange rate risks. Countries with sounder banking systems have
been better able to handle reversals in capital inflows since under these circumstances of a
strong financial system, banking weaknesses did not constrain interest rate and exchange rate
policies.

Third, the efficiency of use of capital flows and thus the extent to which such flows
contribute to sustained improvements in economic performance depends on the stage of
development and efficiency of the financial domestic system. This in turn may depend on the
existence of a well-regulated and supervised financial system, and the elimination of various
sources of market failures that may be the legacy of previous financial repression.
Consequently, there is a need for sequencing the liberalization of the capital consistent with
the reforms of domestic financial markets and institutions.?

Fourth, successful and sustained opening of the capital account requires the existence
of a minimum set of instruments, institutions and markets for the effective management of
monetary and exchange rate policy with an open capital account. High capital mobility alters
the effectiveness of different monetary instruments in achieving the objectives of monetary
policy. On the one hand, instruments that impose a high cost or administrative constraint on

*For a discussion of the sources of such market failures and the need for supporting reforms,
see Johnston (1997).



the banks—as is the case with credit or interest rates ceilings or high nonrenumerated reserve
requirements—may be circumvented more easily by disintermediation through the capital
account, and therefore become less effective. On the other hand, with an open capital account,
monetary instruments which operate on the overall cost of money or credit in financial
markets may be transmitted more rapidly to credit and exchange markets and allow the central
bank to influence the decisions of financial institutions and markets that operate in its domestic
currency, both locally and internationally. Indirect monetary instruments, such as open-market
operations, therefore come to play a core role for the purpose of steering interest rates,
managing the liquidity situation in the market, and signaling the stance of monetary policy.

Fifth, as a practical matter, the distinction between capital controls and financial
regulations may not be straightforward. Indeed, many controls on capital movements are often
exercised through regulations on the underlying capital transactions rather than the associated
payments and receipts. A number of capital controls are in the form of financial regulatory
measures, including reserve requirements which discriminate between residents and
nonresidents, or may be the consequence of the particular regulatory frameworks for financial
markets and financial institutions. An analysis of the regulatory factors influencing capital
movements therefore requires a more complete understanding of overall financial regulatory
frameworks, and the extent to which limitations on capital movements are an incidental
consequence of the need to protect investors and exercise prudential oversight over financial
institutions or a deliberate attempt to influence the volume of capital movements for
macroeconomic and balance of payments reasons.

Finally, the dynamics of reforms might also argue for synchronization of domestic
financial sector reforms and the liberalization of capital movements. Financial sector reforms
often involve a rapid monetization of the economy and a period during which the growth of
credit exceeds that of money as agents adjust to the elimination of financial repression.’
Capital account liberalizations are often associated with initial surpluses in the capital account
of the balance of payments reflecting the improved investor environment and the return of
flight capital.* If confronted separately, each of these factors can create problems for monetary
and macroeconomic management. However, if confronted together, the adjustments in the
monetary and external sectors can be offsetting to some extent.’ Thus, the more rapid growth
of credit than money following domestic financial sector liberalization would, ceteris paribus,
tend to place pressure on the balance of payments. This pressure may be offset through the
return of flight capital that may accompany the liberalization of the capital account. Both
adjustments of asset portfolios reflect the elimination of financial repression and are in this
sense equilibrating. However, circumstances could also arise where the capital inflows

3See Bisat, Johnston, and Sundararajan (1992).
‘See Johnston and Ryan (1994).

5See Johnston (1997).



contribute to a more rapid expansion in bank credits. In the latter case, simultaneous financial
sector and capital account liberalization could compound the macroeconomic management
difficulties. This is likely to be a particular concern when there is limited autonomy in
monetary policy.

B. The Need to Pace Capital Account Liberalization with Macroeconomic Policy
Design

The second broad conclusion from the survey is the need to pace capital account
liberalization with macroeconomic policy. What is generally important for managing the
volume of capital flows is the overall incentive structure that can give rise to such flows. This
incentive structure will be influenced by a number of factors including the particular regulatory
frameworks, and as already noted the stage of development and soundness of the financial
systems. However, what is also critical is the configuration of interest rates and exchange
rates.

As a general proposition, stock-flow portfolio analysis can be applied to analyze the
factors influencing capital movements.® This framework is also useful in distinguishing
between the short- and longer-run effects of capital controls. In the short-run, the “grit in the
wheels” effect of capital controls might allow a country temporarily to reduce the rate of
capital flows but over time investors will adjust their portfolios to reflect portfolio balance
considerations. The longer-run impact of controls on capital flows will thus depend on
whether the regulations increase or reduce risk adjusted rates of return. The observed capital
flight in countries maintaining controls, and the observed net strengthening of the capital
account when countries eliminate controls, suggests that capital controls are generally treated
by investors as an additional risk factor. This leads to the seemingly perverse conclusion that a
country restricting capital flows would have to maintain higher interest rates to compensate
for the increased risks. Nevertheless, evidence from curb markets in countries with repressed
financial systems would generally support this view. Thus, contrary to the usual assumption
that capital controls can help reduce local interest rates and limit outflows, one of the major
considerations in capital account liberalization is the management of the inflows that are likely
to follow such liberalization in view of the decline in investor risk premiums. Similarly, the
degree of protection that capital controls provide to individual markets and institutions will
depend on the extent to which there would be second round portfolio adjustments. For
example, capital flows into security markets are likely to have an expansionary impact on the
balance sheets of domestic banks as well, because of liquidity effects and portfolio adjustments
that would follow changes in relative interest rates and assets prices, even if there are controls
on inflows to commercial banks.

SFor an early discussion of stock-flow portfolio analysis as applied to international capital
movements, see Mundell (1963). See also McKinnon and Oates (1966), and Branson (1974).
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A portfolio balance approach is complemented with the covered interest rate parity
condition which is the consequence of arbitrage between short-term domestic and foreign
interest rates, and the discount on the currency in the forward exchange market. The covered
interest rate parity condition can be written as follows:

=i+ F,
ef-e* <100 i, 1s the domestic interest, i, the foreign interest rate of the same

where F = .t
maturity and F, the forward discount for that maturity, €* is the rate of exchange (units of
domestic currency in terms of a foreign currency) in the spot exchange market, and ¢ the
forward exchange rate on the date of maturity of the interest rate contracts. Thus, where the
foreign interest rate and forward exchange rate are predetermined, a country could determine
the domestic interest rate or the spot exchange rate, but not both.

With greater freedom of capital movements, short-term interest rates will increasingly
be determined by the covered interest rate parity condition. An attempt to set both interest
rates and exchange rates which are inconsistent with this condition could give rise to
incentives for significant short-term capital flows. The potential magnitude of such flows will,
inter alia, reflect the expectations for the currency and the particular exchange rate.

Thus, with increased capital mobility, the capacity to assign monetary and exchange
policies to achieve different macroeconomic targets will be increasingly constrained. If
monetary policy is targeted to constraining inflation, the exchange rate would not be free, for
example, to be used as an expenditure switching instrument to achieve objectives for the
current account. Fiscal policy could be used to influence the savings/investment balance to
achieve such objectives but not monetary and exchange rate policy. Conversely, if the
exchange rate is targeted to achieve objectives for the current account, or if the exchange rate
is fixed, monetary policy would be left with little autonomy to achieve domestic stabilization
objectives.

Assigning monetary policy, and consequently exchange rate policy, the task of
domestic stabilization, may require that either exchange rates or domestic interest rates, or
both, are allowed to become more flexible. Higher capital mobility may also result in greater
volatility in interest rates or exchange rates in view of the sensitivity of capital flows to
changes in market sentiment and the more rapid transmission of shocks and potential
contagion affects. Greater flexibility of the exchange rate or interest rates may help discourage
short-term speculative flows that exploit inconsistent interest rate and exchange rate
alignments. Where capital is attracted by high domestic interest rates as part of a
disinflationary program, temporary appreciation of the exchange rate may help to support the
disinflationary strategy and allow for a more rapid lowering of domestic interest rates to
international levels while meeting the inflation target. Once inflation and interest rates have
been brought down, the exchange rate should also adjust to a level consistent with a
sustainable balance of payments. The costs would depend on whether export performance
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would be seriously affected by a temporary appreciation in the exchange rate, as well as
whether markets exit to hedge the risks of greater volatility.

One of the risks of assigning exchange rate policy to current account objectives and
relying on fiscal consolidation to achieve domestic stabilization with an open capital account is
that the authorities’ freedom to deal with speculative short-term flows is likely to be quite
seriously constrained by the limited short-run flexibility of fiscal policy. Countries have as a
consequence resorted to capital controls in these circumstances. However, the extent to which
capital controls can be used to manage the overall volume and structure of capital flows is
questionable. Thus, the viability of such an assignment of instruments to targets also appears
questionable with the increased volumes of capital flows.

C. Consequences for the Pace and Sequencing of Capital Account Liberalization

The consequences of the above analysis is that capital account liberalization should be
integrated with the design of structural and macroeconomic policies. Maximizing the benefits
from capital account liberalization while minimizing the risks requires a comprehensive
approach to reforms.

A comprehensive approach will generally involve the coordination of the
liberalizations of portfolio capital flows with domestic financial sector liberalization and
reforms—Iliberalization of interest rates, development of indirect monetary control procedures,
and strengthening banks and capital markets including through improved regulations. Lack of
coordination between domestic financial sector and the capital account reforms can create
distortions and regulatory incentives for capital movements that are unrelated to the
underlying economic conditions, thus risking greater instability in capital movements. At the
same time, there would be good reasons to coordinate liberalization of foreign direct
investment with reforms aimed at strengthening the real sector and export potential of the
economy, including reforms to the trade and investment regimes, exchange rate adjustments to
improve competitiveness, and liberalization of exchange controls on current international
transactions.

Where financial systems are weak, the preferred policy would be to address the
institutional weaknesses in advance of, or concurrent with, the liberalization of the capital
account. Countries may also need to rely temporarily on selective capital controls as part of
their financial regulatory frameworks where their institutional capacity to implement
prudential regulations that reflects international best practice is still developing. However, in
view of the fungibility of capital, too much reliance cannot be placed on capital controls in
protecting particular institutions and markets.” Consequently, it is important for countries

"For a discussion of the effectiveness of capital controls, see Johnston and Ryan (1994),
Cardoso and Goldfajn (1997), and Dooley (1995).
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where necessary to make rapid progress in strengthening financial markets and institutions
generally.

A comprehensive approach would also require attention to the establishment of an
appropriate and consistent mix of macroeconomic and exchange rate policies. This may well
require a reorientation of monetary and exchange rate policy to provide appropriate autonomy
of monetary policy in dealing with capital inflows.

Although in general it would be advisable to have well-planned and sequenced
reforms, this does not necessarily imply a gradualist approach. Rather it calls for coordinated
and concurrent reforms irrespective of the pace of the reforms. It also has to be acknowledged
that in some cases a faster liberalization of the capital account than in other areas of the
economic and financial sector reform program may be desirable. More rapid capital account
liberalization can provide momentum to the overall reform process by weakening entrenched
vested interests and the bureaucratic control on private sector activities. It can also help to
develop markets by increasing competition and promoting a larger volume of capital flows. In
such cases, faster liberalization of the capital account would require similarly rapid progress in
the necessary concurrent reforms to domestic financial markets and institutions and in
adapting the macroeconomic policy framework. Speeding up these reforms is desirable in any
event in view of the limited extent to which countries can insulate themselves from the market.

III. SELECTED COUNTRY EXPERIENCES WITH SEQUENCING CAPITAL ACCOUNT
LIBERALIZATION

This section discusses the four country experiences with capital account liberalization
from 1985-96. For each country, a detailed country matrix describing the sequence of reforms
to domestic and external transactions is provided in the Appendix with a summary of
measures in the text. Domestic reforms have been grouped into reforms to: (a) the financial
supervisory and regulatory framework; (b) the development of money markets and
instruments; and (c) the development of capital markets, while external reforms are grouped
into reforms to (d) the exchange market arrangement and system,; (e) direct investment;

(f) portfolio investment; (g) the trade regime; and (h) introduction of restrictions on capital
flows. Items (e), (f), and (h) distinguish between capital inflows and outflows.® Appendix
Tables also present selected macroeconomic and balance of payments indicators. For
reference purposes, information on the stock position for the exchange and capital control
regimes is also provided in the Appendix.

$Whether a capital control measure would impact mainly on capital inflows or capital outflows
may not be straightforward. For example, a control on the liquidation and repatriation of
foreign held capital, while strictly a control of capital outflows, has often been maintained for
the purpose of discouraging capital inflows. Moreover, there is overlap between certain
measures classified as exchange system measures and measures classified as changes in the
capital control regime.
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A. Chile

The sequencing of Chile’s reforms of domestic and external transactions during the
period 1985-96, is summarized in Table 1 and described in Appendix Table 6; selected
macroeconomic and balance of payment indicators are presented in Chart 1 and
Appendix Table 7. An abstract of the exchange and capital control regime as of April 30, 1997
is provided in Appendix Table 8.

After an earlier experience with rapid liberalization and a banking crisis, Chile followed
a gradualist approach to reforms. During the period covering 1985-89, the reforms focused
on the completion of the restructuring of the banking system, the establishment of indirect
methods of monetary control, trade reform, increased scope of transactions by banks,
establishment of the autonomy of the Central Bank of Chile (CBC), and the selective
liberalization of direct and portfolio capital inflows. Later phases of reforms emphasized the
development of financial markets, the adoption of more flexible interest rate and exchange rate
policies, and selective relaxation of controls on capital inflows and outflows, accompanied by
the introduction of controls on certain capital inflows mainly in 1991 and 1995.

Recovery of the banking system following the earlier banking crisis, and the reversal of
the earlier trade protectionist policies, were given priority 1985-87.° As a result of the earlier
banking crisis and external shocks, interest rate liberalization had been reversed. Following the
completion of the banking restructuring, the central bank eliminated the practice of
announcing indicative interest rates in 1987, and influenced the level of domestic interest rates
mainly through open-market operations in its indexed instruments (PRCBs). Capital market
activity which had been moderate, was promoted gradually: pension funds were allowed to
invest part of their assets in selected domestic stocks beginning in 1985. In 1989, the law
established the legal autonomy of the central bank.

Chile’s liberalization of external transactions focused initially on trade liberalization,
providing more liberal access to foreign exchange for current international transactions,
exchange rate adjustment, and exchange market development. In 1985, previous tariff

’For a discussion of the banking crisis and official responses, see Velasco (1991). In 1986, the
General Banking Law and the Organic Law of Superintendency of Bank and Financial
Institutions were substantially modified to give banks a broader scope of transactions in
recognition of new types of financial services and to reduce the risks of another banking crisis.
In October 1989, Congress enacted a constitutional law establishing legal autonomy for the
CBC, which gave the CBC the mandate to ensure the stability of the financial system.
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Table 1. Chile: Sequencing of External and Domestic Financial Liberalization, 1985-96 1/

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Monetary Controls and Financial System

Capital Market Development X X X X X b ¢ b ¢ b ¢
Money Market and Instruments X X X X X X b ¢
Financial Supervisory and Regulatory Framework X X X X X

Exchange System, Trade and Capital Flows

Exchange Regime x2/ x3/ x4/ x5/ x7/ X8/ x9 X 10/
Exchange Market Arrangement and System X b ¢ b 4 X6/ x x x X X X
Trade Reforms X X X X X b 4 X

Liberalization of Portfolio Investment
Inflows X X X X X X X X X
Outflows X X X X X X X
Liberalization of Direct Investment
Inflows X x
Outflows
Restrictions on Capital Flows
Inflows X X X X X X

Outflows x X

1/ An x represents relatively minor measures and an X represents major measures undertaken that year.
2/ The peso was devalued twice, the exchange rate band was widened from 0.5 percent to =2 percent, and the peso was adjusted daily by
1.7 percent per month until August. After August the peso was adjusted daily based on the previous month's inflation less external inflation.
3/ The peso continued to be adjusted daily based on the previous month's inflation less external inflation leading to a 10.5 percent
depreciation during the year.
4/ The exchange rate band was widened from =2 percent to #3 percent on each side of the center rate.
5/ The exchange rate policy to seek a real depreciation of the peso was abandoned and the exchange rate band was widened from
+3 percent to =5 percent. In addition, the estimated rate of external inflation used in adjusting the exchange rate was lowered from 0.4 percent
to 0.3 percent.
6/ The parallel foreign exchange market became an informal legal market in which the exchange rate was freely determined.
7/ The midpoint exchange rate was devalued three times during the year accumulating a total of 3.4 percent, and the reference rate of
the peso was appreciated by 2 percent.
8/ The exchange rate arrangement of the peso changed from a peg to the U.S, dollar to a peg to a basket of currencies, the reference
rate of the peso was revalued by 5 percent and the exchange rate band was widened from +5 percent to +10 percent.
9/ The midpint of the exchange rate band was revalued by 10 percent, and the weights of the reference currency basket were changed.
10/ The weights of the currency basket were changed, and the width of the exchange rate band was increased from %10 percent to
+12 percent.
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Chart 1. Chile: Selected Macroeconomic Indicators, 1985-96
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increases'® were rolled back in two steps and concurrently, the exchange rate was devalued to
offset the impact of the lower tariffs, and to bring the exchange rate to a more realistic level.
Limitations were eased on payments and transfers for current international transactions, and
new instruments were introduced in the foreign exchange market.

Capital account measures were selective and focused initially on liberalizing capital
inflows. In 1985, amendments to Chapter XIX of the foreign exchange regulations' permitted
foreign direct investment inflows through debt/equity swaps. However, capital from these
investments could not be repatriated for 10 years and profits for four years. Such swaps
operations were further promoted in 1987, with the authorization of External Investment
Funds." Also under an amendment to Chapter XVIII of the foreign exchange regulations,
nonresidents were permitted to purchase selected debt instruments, however, the source of
foreign exchange and the conversions had to take place outside the official foreign exchange
market. Allowable transactions were broadened in 1986, and in 1987, when nonresidents were
permitted to invest in publicly offered instrument with the repatriation of the original capital
after five years and no limit on profit remittances; and in 1989, the Additional Tax on the
repatriation of profits by foreign investors under the Income Tax Law was reduced from
40 percent to 35 percent.

The capital account of the balance of payments showed a marked strengthening and
recorded a surplus in 1989 reflecting much stronger foreign direct investment inflows (see
Chart 1 and Appendix Table 7). In 1989, monetary policy was tightened to offset accelerating
inflation, and portfolio capital inflows increased substantially reflecting the large interest
differentials. In this context, the authorities abandoned their previous policy of seeking a real

19A 15 percent import surcharge was introduced on July 18, 1984, in addition to the existing
20 percent uniform import duty for products under 248 customs categories, partly replacing
existing surcharges. The general tariff level was increased to 35 percent from 20 percent on
September 22, 1984,

""The main legal framework for foreign investment in Chile was the Decree-Law No. 600, or
Foreign Investment Statute, of 1974 as amended several times, and the Compendium of
Foreign Exchange Regulations of the Central Bank of Chile, in particular Chapters XII, XIV,
XVIII, XIX, XXVI, and XXVIII. For legal interpretations of the Regulations, see Mayorga
and Montt (1995).

2Under the new mechanism, small external investors were able to participate in debt equity
conversions without having to go through the case-by-case conditions normally applied to
such operations.
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depreciation of the exchange rate, and widened the band for the fluctuations in the exchange
rate.”?

Beginning in 1990, the authorities emphasized the development of domestic financial
markets and instruments. Several measures were implemented to broaden and enhance the
efficiency and competitiveness of the stock exchange and local security markets: Trading in
futures contracts was introduced in 1990; pension funds could invest more of their assets in
equities; and electronic screen-based trading and settlement systems began functioning in
1993. The following year the stock market introduced trading in options, and during 1995-96,
the investment activities of pensions funds in the local securities markets were further
liberalized. Concurrently, the money and foreign exchange markets were developed. The
central bank enhanced its capacity to conduct monetary operations by widening the range of
instruments and maturities used in open market operations.'* Under new foreign exchange
regulations, all foreign exchange transactions were permitted unless specifically prohibited by
the central bank, and the parallel foreign exchange market became an informal legal market in
which the exchange rate was freely determined.

In response to the large capital inflows recorded in 1990, the authorities began to
liberalize capital outflows. In 1991, residents were allowed for the first time to use foreign
exchange obtained in the unofficial market to invest abroad, and the period of investment after
which capital could be repatriated by nonresidents was shortened to three years. In 1992, the
pension funds were granted limited freedom to invest overseas, and remittances of profits and
capital earned on foreign investments were allowed in advance of pre-existing schedules under
certain conditions. Foreign inflows were also liberalized by allowing the issue of American
Depository Receipts (ADRs), and in 1991 the arrangements for trading shares sold through
ADRs were expanded and taxes on dividends were reduced. At the same time, new
restrictions were introduced on certain capital flows. In 1991, the central bank introduced a
20 percent reserve requirement on new foreign borrowing except for trade credits with the
objective of limiting short-term capital inflows. Subsequently, the reserve requirement was
extended to most outstanding foreign borrowing and to foreign currency deposits, and
increased to 30 percent. The stamp duties imposed on domestic loans were also extended to
foreign loans.

Net capital inflows declined briefly in 1991 as interest rates were reduced, but
recovered sharply in 1992, In response to continuing large capital inflows and upward
pressure on the exchange rate, the reference rate of the peso was revalued, and modified from
a peg to the U.S. dollar to a peg to a basket of currencies, and the fluctuation band for the

BUnder the crawling exchange rate parity, the peso was devalued daily on the basis of the
difference between domestic inflation in the previous month and expected external inflation.
The exchange rate had also been widened in 1985 and 1988, see Table 1.

See Alexander. et. al. (1995).
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exchange rate around the central rate of crawl was widened from £5 percent to =10 percent.
Inflation was constrained through continued fiscal consolidation appreciation, in the real
exchange rate, and sterilized foreign exchange intervention.'® (See Chart 1 and Appendix
Table 7.)

During the period 1993-96, the pace of capital account liberalization accelerated with
a greater emphasis on capital outflows; certain restrictions on capital inflows were also
intensified. In 1993, the minimum period that capital must remain in the country was reduced
from three to one year, and the time limit for remittances of profits was eliminated. In 1994,
foreign portfolio investment outflows were encouraged by allowing life insurance companies,
pension funds, banks and mutual funds to invest larger percentages of their portfolios abroad
through the official market, allowing domestic banks to invest in financial institutions abroad,
and granting individuals access to the formal exchange market for a limited set of capital
transactions.'® Capital outflows were liberalized further in 1995-96 by broadening the
allowable assets and increasing the limits on foreign investments. Portfolio investment inflows
were also encouraged by reducing the minimum size of ADRs issues, lowering the rating
requirement for corporations issuing bonds on the international market, and modifying the
30 percent reserve requirement on foreign borrowings. At the same time, due to
circumvention of the existing restrictions, the authorities intensified restrictions on certain
other inflows. In 1994, reserve requirements on foreign borrowing were required to be held
solely in U.S. dollars, and in 1995, the ceiling on credit in Chilean pesos backed by deposits in
U.S. dollars was reduced to avoid a circumvention of the reserve requirement on foreign
borrowing. The reserve requirement on foreign liabilities was extended to secondary market
transactions in ADRs, and to all investment inflows that did not constitute an increase in the
capital stock of the bank.

Chile’s overall capital account strengthened, and there were much larger gross capital
movements (Chart 1 and Appendix Table 7). Direct investments abroad increased to
$1.1 billion in 1996, while foreign direct investment inflows increased to $4.1 billion. The net
capital account strengthened to $6.3 billion (9 percent of GDP) in 1996. The current account
balance fluctuated and showed some tendency to widen on average. The authorities repaid
foreign debt, reducing the surplus in the overall balance of payments. The authorities

3Sterilization policies were used throughout the entire period but more heavily during
1990-92 (see Lee (1996)). The main instrument was the use of open market operations using
central bank paper (1-year promissory notes). Longer-terms promissory notes (4- and 6-year)
were used in 1992. Also in 1992 the central bank raised the real annual interest rate posted by
the central bank on auction of its 90-day indexed promissory notes, and in 1993 a more active
use of repurchase agreements was introduced.

!Regulations on the surrender and repatriation of foreign exchange earnings were also
relaxed, and authorized exchange houses were also permitted to conduct forward and swap
operations in the official exchange market.



-19-

continued to adapt the exchange rate arrangement, by revising the weights of the currency
basket and widening the exchange rate band. The real exchange rate continued to appreciate
and the inflation performance continued to improve (see Chart 1).

Chile’s capital account liberalization appears to follow a distinct sequencing, with an
initial focus on the completion of the restructuring of the banking system, trade reform,
liberalization of the exchange system, and selective liberalization of capital inflows.
Subsequently, the emphasis shifted to developing domestic money, bond and equity markets.
The capital account liberalization was also combined with the evolution of macroeconomic
policies and instruments: instruments for indirect monetary control were strengthen, the
exchange arrangement modified to allow for greater flexibility of the rate within a crawling
band exchange arrangement. Capital outflows were liberalized in response to a strengthening
balance of payments. At the same time, as liberalizing longer-term capital outflows and
inflows, Chile introduced selective controls on capital inflows; however, such controls were
circumvented and had to be broadened progressively.

B. Indonesia

The sequencing of Indonesia’s reforms of domestic and external transactions during
the period 1985-96 is summarized in Table 2, and described in Appendix Table 9; selected
macroeconomic and balance payments indicators are presented in Chart 2 and Appendix
Table 10. An abstract of the exchange and capital control regime as of July 31, 1997 is
provided in Appendix Table 11.

The economic reforms in Indonesia focused on reorienting the economy to reduce its
dependence on the oil sector, expanding the role of the private sector, and encouraging the
creation of a competitive non-oil, export-oriented industrial base that would absorb the rapidly
growing labor force. The strategy entailed the pursuit of coordinated financial and exchange
rate policies, aimed at providing a stable macroeconomic environment, accompanied by wide
ranging structural reforms to promote sustained growth and economic diversification. Key
elements of reform during 1985-96, included, gradual liberalization of direct investment
inflows to promote non-oil exports and economic diversification, maintenance of a
competitive exchange rate, trade liberalization and tariff reform, improvements in monetary
management, and financial sector reform through liberalization of external inflows, promoting
competition in the banking sector, strengthening of financial institutions, and encouraging the
growth of the capital market.

In 1985, Indonesia maintained a liberal regime for capital outflows by resident
individuals and juridical entities, while prohibiting lending abroad by banks and financial
institutions. Limitations on outflows through financial institutions remained in effect
throughout the period (see Appendix Table 11). Selective controls applied to capital inflows;
direct investment inflows were limited by domestic ownerships requirements; the purchase of
equity by foreign investors in the local stock market was prohibited; and limits were imposed
on foreign borrowings. Trade policy remained substantially protectionist.



-20-

Table 2. Indonesia: Sequencing of External and Domestic Financial Liberalization, 1985-96 1/

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Monetary Controls and Financial System

Capital Market Development X X X x X
Money Market and Instruments X X X X X
Financial Supervisory and Regulatory Framework X X X X X b ¢ X

Exchange System, Trade and Capital Flows

Exchange Regime X2/ X x4/ xS/ x6/
Exchange Market Arrangement and System X X3/ X X
Trade Reforms X X X b4 X X X X X X b ¢

Liberalization of Portfolio Investment
Inflows X X X
Outflows

Liberalization of Direct Investment
Inflows X X X X X X X X X b ¢
Outflows X

Restrictions on Capital Flows
Inflows X

Outflows

1/ An x represents relatively minor measures and an X represents major measures undertaken that year.

2/ The Rupiah was devalued by 31 percent.

3/ Accepted Article VIII of the Agreements.

4/ Exchange rate movement allowed more flexibility. BI ceased to announce an indicative exchange rate in the morning and instead began
announcing buying and selling rates at 3:00 p.m. computed on the basis of a basket of weighted currencies with a spread of = Rp 15 (compared
to = Rp 10 previously).

5/ Exchange rate movement allowed more flexibility; the buying and selling rates computed on the basis of a basket of weighted currencies wit
a spread of + Rp 22 (compared to = Rp 15 previously).

6/ Exchange rate movement allowed more flexibility; in June the intervention band was widened to Rp 118 (5 percent) and in September
widened to Rp 192 (8 percent).
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Chart 2. Indonesia: Selected Macroeconomic Indicators, 1985-96
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Over much of the period, reforms focused on an opening of the real economy through
a gradual promotion of direct investment inflows and liberalization of the tariff system as part
of a restructuring of the real economy (see Appendix Table 9). Direct investment inflows were
liberalized by expanding the fields where such investments were permitted, by limiting the
equity ownership rules to production of certain goods and investments in certain sectors, and
by lengthening the period after which a company had to revert to domestic ownership.

The exchange rate was depreciated in 1983 and subsequently in 1986, to bring it into
line with market conditions as part of the economic restructuring package. Indonesia also
liberalized payments and transfers for current international transactions and accepted the
obligations of Article VIII in 1988. The foreign exchange market was developed and the
selling of swaps in the foreign exchange market was liberalized. These reforms were
associated with greater openness of the economy (as measured, for example, by the ratio of .
exports plus imports to GDP) and faster economic growth (see Appendix Table 10).

Reforms were undertaken concurrently in the financial and real sectors. These reforms
focused initially on establishing the financial markets, institutions and instruments, for a more
market-based system. Beginning in 1983, interest rates were liberalized and direct credit
controls on the banking system were partially removed. Money market instruments were
introduced in 1984. In 1987, institutional reforms were undertaken to strengthen the
operations of the capital market, including reforms to the stock exchange and introduction of
new capital market instruments. The authorities modified their monetary control framework
by shifting toward targeting international reserves. They introduced daily auctions of money
market instruments and allowed interest rates and the exchange rate to be more market
determined.

The reforms in 1988 emphasized the functioning of the banking system, enhanced bank
supervision and development of the money market. Financial sector reform was promoted by
permitting greater foreign participation in the financial sector through the licensing of new
foreign banks and branches, the creation of a level playing field for foreign and domestic
banks, and permitting foreign participation in other types of financial institutions and in the
insurance business (see Appendix Table 9). Additionally, reforms were undertaken to improve
the functioning of the capital market, including by extending the role of the market in raising
funds for investments, lengthening the maturity of money market instruments, and broadening
the range of market makers.

Subsequently, in 1989, the authorities liberalized portfolio capital inflows by
eliminating quantitative limits on banks’ borrowing from nonresidents. Foreigners were
permitted to invest in the stock market, and to acquire up to 49 percent of the ownership of
listed stocks. Restrictions on direct investments inflows were also further relaxed and foreign
direct investors were allowed to sell foreign exchange directly to commercial banks instead of
through the central bank.
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In 1990-91, the Indonesian economy began to overheat, the current account deficit
widened, inflation accelerated, and interest rates rose substantially. However, in the context of
the maintenance of a stable real exchange rate, the increase in interest rates was accompanied
by a substantial inflow of foreign capital, and total net private capital flows registered a
surplus in 1990 for the first time since 1985 (see Chart 2)."” The foreign capital inflow was
mainly in the form of commercial bank borrowing which was converted to domestic currency
using the central bank’s swap facility, thus contributing to an increase in the growth of money.
Monetary restraint was supported by tightening of fiscal policy in order to curtail domestic
demand pressures, however, inflation continued on an upward trend (Chart 2).

Concerned that the inflows through the banking sector were excessive and
complicating macroeconomic management, the authorities reimposed in 1991 quantitative
controls on off-shore borrowing by banks and state enterprises. They also introduced stricter
limits on banks’ open foreign exchange positions and reduced banks’ foreign exchange swap
positions as a percentage of their capital base. The limitations on public sector borrowing
from abroad remained in place from 1992 to 1996. Nevertheless, the authorities continued to
broaden the arrangements for foreign borrowing for trade finance by private entities, including
sales of securities to nonresidents and liberalization of foreign direct and portfolio investment
through the stock markets as part of their more general economic and financial sector
development. These measures were undertaken concurrently with other measures to
strengthen the domestic capital markets and the regulatory framework for banking
operations.'® In particular, in 1995-96, regulations were issued to strengthen financial
institutions through the upgrading of accounting standards to ensure compliance with
prudential guidelines and to safeguard against excessive risk taking through derivative
tradings.

Large interest differential in the context of a stable exchange rate and very rapid
growth in the domestic stock market continued to promote large net private capital inflows in
1992-96. These inflows took the form of both net direct and portfolio flows. The inflows
were partly offset by a reduction in official capital inflows and by a widening in the current
account deficit. Inflows were also sterilized through auctions of central bank paper and
through swap operations in the foreign exchange market. Additionally, the authorities
permitted somewhat greater exchange rate flexibility (1994-96).

In the first half of 1997, Indonesia continued to attract foreign investment flows. In
response the central bank took measures to restrict the related credit growth including

"The total net private capital account is defined as net direct portfolio, and other investment
minus net official capital plus net errors and omissions in the balance of payments plus an
estimate of misinvoicing. For a discussion of this measure, see Johnston and Ryan (1992).

A new banking law was issued, for example, in 1992 which provided guidelines consistent
with accepted international banking.
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through partial sterilization from sales of central bank certificates, increase in reserve
requirements, and reduction in subsidized credit to public enterprises. Initially, Indonesia
managed the regional currency crises that began in June 1997, better than its neighbors. This
was attributed to stronger fundamentals, including a relatively smaller external current account
deficit. Nevertheless, on July 11, 1997, to protect against speculation Indonesia widened the
trading band for the exchange rate against the U.S. dollar to 12 percent from 8 percent.
Subsequently, concerns also emerged about the stability of the banking system and the
Indonesian rupiah came under speculative pressure, and was allowed to float. The authorities
also took administrative measures to counteract the pressure on the exchange rate.
Nonresidents’ transactions in the forward market were restricted to $5 million per customer,
and each bank’s net open position in the forward market was limited to $5 million. The
authorities also lifted the 49 percent limit on foreign ownership on new initial public offerings
in September.”’

C. Korea

The sequencing of Korea’s reforms of the domestic and external transactions from
198596 is summarized in Table 3 and described in Appendix Table 12; selected
macroeconomic and balance of payments indicators are presented in Chart 3 and Appendix
Table 13. An abstract of the exchange and capital control regime as of August 31, 1997 is
provided in Appendix Table 14.

Throughout the period, the Korean economy was characterized by significant
government intervention and a financial sector which lagged the industrialization of the
economy. The liberalization of the domestic financial system and the capital account was very
gradual and selective, and a comprehensive plan was not adopted until June 1993. Monetary
policy was conducted primarily through direct instruments, including ceilings on lending rates
and guidance for lending to priority sectors. During the period, interest rate policy played little
active role in external management. Developments in the balance of payments position,
particularly in the current account, guided the government’s interventions in the foreign
exchange market and system, and with respect to transactions related to trade and the capital
account.

Faced with a significant surplus in the current account balance of payments over the
period 1986-89, the authorities progressively liberalized the import regime through a
preannounced schedule of measures. Restrictions on payments for current international
transactions were relaxed and Korea accepted the obligations of Article VIII in 1988. Capital
outflows were also promoted by liberalizing direct investment, purchases of real estate

“In July the central bank imposed limits on banks’ loans to real estate developers who wanted
to purchase land and banks were not permitted to buy commercial paper from developers
raising finance to buy land.
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Table 3. Korea: Sequencing of External and Domestic Financial Liberalization, 1985-96 1/

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Monetary Controls and Financial System

Capital Market Development X X X X X X X X X
Money Market and Instruments X X ¢ X X X X b ¢ X b ¢ b ¢ X
Financial Supervisory and Regulatory Framework X X X X X X X X X

Exchange System, Trade and Capital Flows

Exchange Regime X3/ x4/ x5/ x6/ x7
Exchange Market Arrangement and System X X x X2/ X X X X X b ¢ X X
Trade Reforms b'¢ X X X b ¢ X X X X ¢ X X

Liberalization of Portfolio Investment
Inflows X X X X X X X X
Outflows X X X X X X X X X X

Liberalization of Direct Investment

Inflows b ¢ X X X X X X X

Outflows X X X X X b ¢ X X X
Other Investment

Inflows X X

Outflows X b ¢ X

1/ An x represents relatively minor measures and an X represents major measures undertaken that year.

2/ Accepted Article VIII of the Agreements.

3/ Adopted the "market average exchange rate" (MAR) system. The MAR for the Korean won-U.S. dollar would be based on the weighted
average of the previous day's interbank rates for the Korean won-US dollar spot transactions. During each busines day, the Korean won-US d
exchange rate in the interbank market would be allowed to fluctuate within margins of + 0.4 percent against the MAR.

4/ The margins within which the exchange rate for Korean won-U.S. dollars in the interbank market allowed to fluctuate daily around the M
were widened to £0.8 percent.

5/ The margins within which the exchange rate for Korean won-U.S. dollars in the interbank market allowed to fluctuate daily around the M
were widened to 1 percent.

6/ The margins within which the exchange rate for Korean won-U.S. dollars in the interbank market allowed to fluctuate daily around the M
were widened to £1.5 percent.

7/ The margins within which the exchange rate for Korean won-U.S. dollars in the interbank market allowed to fluctuate daily around the M
were widened to £2.25 percent.
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Chart 3. Korea: Selected Macroeconomic Indicators, 1985-96
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overseas, and certain portfolio investments outflows by institutional investors. At the same
time, the central bank undertook various measures aimed at reducing net capital inflows,
including by encouraging the early repayment of external borrowing, tightening of the
regulations on foreign commercial loans and foreign bank borrowing, and imposing
restrictions on the volume of foreign exchange that could be brought in and sold to domestic
banks (see Appendix Table 12). The fiscal position was consolidated to facilitate repayment of
official foreign debt. In spite of the exchange measures the overall balance of payments,
however, registered a widening surplus as the current account surplus increased to reach

8 percent of GDP in 1988. The authorities used sterilization policies extensively mainly
through the issue of large quantities of liquidity controls bonds and the reserve requirement on
local currency deposits. The fiscal position also improved and the nominal and real exchange
rate appreciated (see Chart 3).

Beginning in 1989, the current account balance of payments began to weaken
reflecting the background of a weakening fiscal position (in an attempt to stimulate the
economy), an appreciation in the real exchange rate, and rising inflation. The authorities
responded by encouraging capital inflows. Some of the earlier measures aimed at limiting
capital inflows were reversed—foreign exchange banks were allowed to raise funds offshore
through certain instruments, and the limits on the amounts of foreign exchange that could be
imported and sold to local banks were raised. The authorities also accelerated the
liberalization of direct investment inflows, by lifting the ceilings on the amounts of direct
investment inflows automatically approved; replacing approvals with notifications; providing
tax incentives; and expanding the sectors where foreign direct investment was permissible.
However, with increasing labor costs at home, foreign direct investment registered a net
outflow in 1990 as enterprises continued to locate manufacturing abroad. Nevertheless, the
financial account registered a surplus reflecting short-term inflows related to trade credits and
borrowing for crude oil imports.

Over the period 1988-96, a range of reforms aimed at the development of the
domestic money, security and foreign exchange markets. These measures paved the way for a
broader opening of the capital account for portfolio capital flows in the 1990s. In 1988 the
authorities allowed some initial interest rate liberalization; a four-stage plan for interest rate
deregulation was announced in 1991, and a wide range of interest rates were liberalized in
1993. Interest rates on deposits of 1-2 years were liberalized in 1994, followed by
liberalization of short-term deposits in two-steps in 1995. The financial system was developed
through a number of measures, including strengthening bank supervisory procedures,
promotion of a bankers’ acceptance and forward exchange markets, development of market
makers, and strengthening the regulations, trading procedures and transparency of the local
security markets. Operational improvements were introduced in the capital market with the
introduction of the “real-name” system for all financial transactions and the computerization of
transactions in the stock market. Various steps were taken to improve and strengthen the
regulation and supervision of the financial sector, including through revision of the General
Banking Act and related prudential measures pertaining to accounting practices to promote
transparency. Monetary stabilization bonds (MSB) were auctioned as opposed to being sold at
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administratively determined prices, and repurchase agreements using the liquidity control
bonds become a major monetary instrument. Korea also moved from a multi-currency peg to
the Market Average Exchange Rate (MAR) system to allow market forces to play a greater
role in exchange rate determination; the margins for the fluctuation of the exchange rate were
also gradually widened.

Concerning capital flows, Korea continued its policy of gradually promoting outflows
by progressively liberalizing the limits on outward investments. The liberalization measures
included extending the range of financial institutions which were eligible to invest abroad and
the ceilings on their overseas investments; extending the range of business eligible for overseas
direct investment, and liberalizing purchases of real estate; and allowing residents to retain
larger foreign exchange balances abroad, and to invest directly in foreign government bonds
and equities up to a limit. As regards capital inflows, in 1992 nonresidents were permitted
limited access to the stock market and the types of securities which could be issued abroad by
residents was expanded. The limits on foreign investments in Korea were gradually increased,
and sectors and markets gradually opened to foreign portfolio investment. For example, total
foreign direct investment in domestic equities was increased from 10 percent in 1992 to
12 percent in 1994, 15 percent in 1995, and 20 percent in 1996. In 1996, nonresidents were
permitted to invest in domestic bonds through Country funds, and the Korean Bond Fund was
listed on the London Stock Exchange.

The net private capital account strengthened sharply in 1991, reflecting an increase in
foreign bond issues by Korean corporations, and in 1992 net portfolio inflows nearly doubled
reflecting the partial opening of the stock market to foreign investors. Net portfolio
investment inflows continued to strengthen in subsequent years, with net private capital
inflows reaching $16 billion in 1995. Korea continued to be a net exporter of direct
investment, but increasingly become a major net recipient of portfolio investment inflows.
These inflows were offset by a weakening in the current account balance of payments, and an
increasing surplus in the overall balance of payments. The exchange rate was permitted to
adjust to some extent, however, the degree of adjustment tended to be limited. Nominal
interest rates were also reduced, although with inflation higher than internationally, the
interest differentials with foreign rates remained positive.

Notwithstanding the significant measures undertaken during 1985-96 toward a
deregulated financial sector, Korea’s financial sector and capital account transactions
continued to be subject to many regulations and government intervention. Moreover, the
extent of the effectiveness of certain reforms, for example, interest rate deregulation, is not
very clear. Accordingly, further liberalization measures have been scheduled for 1997-2000,
provided that stable macroeconomic conditions are maintained or the differential between
Korean and international interest rates falls below 2 percent.”

®In the first half of 1997, several measures were taken to ease investment inflows. For
(continued...)
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D. Thailand

The sequencing of Thailand’s reforms of domestic and external transactions during
1985 to mid-1997 is summarized in Table 4, and described in Appendix Table 15; selected
macroeconomic and balance of payments indicators are presented in Chart 4 and Appendix
Table 16. An abstract of the exchange and capital control regime as of September 10, 1997 is
provided in Appendix Table 17.

At the beginning of the period under review, Thailand undertook a major adjustment
effort: the baht was devalued by 14.8 percent in 1984, significant fiscal consolidation began
and a decisive change was made in the orientation of trade and industrial policies toward
export-led growth. Thailand gave priority to promoting capital inflows through tax and
institutional reforms while concurrently developing its financial markets. This policy, together
with large positive interest differentials and a fixed exchange rate, promoted large net capital
inflows. Such inflows contributed to strong economic performance and an increasing opening
of the economy. However, concerns about the sustainability of the exchange rate and the
solvency of the financial system subsequently resulted in a sharp reversal of capital inflows and
a currency crisis.

At the beginning of the period under review, Thailand maintained a relatively open
capital account as regards to capital inflows. Under the Alien Business Law of 1972 and the
Investment Promotion Act of 1977, the sectors for foreign investment and the screening
requirement of such investments had been liberalized. Portfolio investments inflows were
treated liberally, although initially exchange controls applied to the repatriation of interest,
dividends, and principal. Foreign borrowing could be conducted freely but had to be
registered with the Bank of Thailand (BOT).

Over the period, foreign inflows were further promoted through various measures,
including: eliminating restrictions on foreign investments and foreign ownership of export
orientated industries; the granting of tax incentives to encourage direct investments in special
sectors; the granting of tax incentives to foreign mutual funds for investments in the stock
market, and the creation of new closed end mutual funds; establishing of rules for foreign
debenture issues by Thai companies; reduction of taxes on dividends remitted abroad; and
allowing freely the repatriation of investment funds, loan repayments, and interest payments

29(...continued)

example, a capital increase of about $200 million was authorized for the Korea Fund; the limit
on foreign ownership of Korean equities was raised from 20 percent to 23 percent; foreign
investors were allowed to purchase nonguaranteed bonds of small- and medium-sized
companies with maturities of 3 years and above and up to 50 percent of the issue; and
restrictions on the usage of long-term loans with maturities of over 5 years brought into the
country by foreign manufacturers were abolished.
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Table 4. Thailand: Sequencing of External and Domestic Financial Liberalization, 1985-August 1997 1/

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

Monetary Controls and Financial System

Capital Market Development X X X X X X X X X X
Money Market and Instruments b ¢ X X X X X X X X X
Financial Supervisory and Regulatory Framewor X X X X b ¢ X X

Exchange System, Trade and Capital Flows

Exchange Regime X3/
Exchange Market Arrangement and System X X b ¢ X X% X X X X b ¢ X
Trade Reforms X X X X X X

Liberalization of Portfolio Investment
Inflows b { X X X b ¢
Outflows X X X X
Liberalization of Direct Investment
Inflows X X X X
Outflows X X
Restrictions on Capital Flows
Inflows X X

Outflows X X

1/ An x represents relatively minor measures and an X represents major measures undertaken that year.
2/ On May 4 the Government accepts Article VIII obligations of the IMF Articles of Agreement.
3/ The exchange rate arrangement of the Thai baht changes from being pegged to the U.S. dollar to a managed float.
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Chart 4. Thailond: Selected Macroeconomic Indreators, 1985-96
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by foreign investors.” In 1992, the authorities approved the establishment of the Bangkok
International Banking Facility (BIBF) which greatly eased access to foreign financing and
expanded short-term inflows (see Chart 4); and in 1995 the Provincial International Banking
Facility (PIBF) was established which could extend credit in both baht and foreign currencies
with funding from overseas.

Payments and transfers for current international transactions were also progressively
liberalized, and in 1990 Thailand accepted the obligations of Article VIIL. Further
liberalizations followed, with the removal of limits on the amounts of foreign exchange that
could be purchased or brought in or taken out of the country, the relaxation of surrender
requirements, and broadening the uses of nonresident baht accounts and resident foreign
currency accounts. '

In contrast to the promotion of capital inflows and the liberalization of the exchange
system, controls on capital outflows by residents were liberalized only gradually. In 1990
commercial banks were allowed to lend limited amounts to nonresidents in foreign currency,
and to approve the repatriation of proceeds from sales of securities; and in 1991 Thai
residents were permitted to invest abroad or lend limited amounts to companies that had at
least a 25 percent Thai equity participation. This limit was increased in 1994. Purchases
abroad of capital and money market securities, foreign direct investments exceeding
$10 million, and purchases of real estate remained subject to BOT approval. Insurance
companies were permitted to invest abroad under certain circumstances but only up to
5 percent of their total portfolio, while locally issued mutual funds were restricted to investing
their total portfolio in the domestic market.

The reforms of domestic financial markets focused initially on the development of the
stock market. The Securities Exchange of Thailand (SET) was established in 1975, and the
Securities Exchange Act was amended in 1984. A number of subsequent reforms aimed at
developing the stock exchange: the Securities and Exchange Commission (SEC) was
established in 1989; manual transactions were replaced with an automated trading system in
1991; and in 1992 the Securities Exchange Act and the Public Company Act B.E. 2535 were
designed to support and promote the stock market. The Securities Exchange and Public
Company Acts allowed public and private companies, listed and unlisted, to issue bonds, and
the Thai Rating and Information Services (TRIS) was established as a credit rating agency to
aid the development of corporate debt markets. Over the period the number of companies
listed on the exchange more than tripled, and the annual average growth in the stock market
capitalization was a remarkable 57 percent during 1987-94.

Following a crisis among the finance companies in the first half of the 1980s, measures
to strengthen the banking system were introduced in 1985, including strengthened prudential

*!Certain limitations on foreign ownership were retained on non-export orientated industries
and on the maximum foreign ownership of companies listed on the stock exchange.
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standards and improved on and off site monitoring. However, the banking system continued
to have an oligopolistic structure which was reflected in large spreads between deposit and
lending rates (see Appendix Table 16). Moreover, the 1997 banking crisis indicated that there
were a number of financial sector weaknesses which were not fully addressed following the
earlier banking crisis.

Interest rates and credit controls were liberalized gradually, and in 1992 the ceilings on
savings deposits and lending rates were removed. Nevertheless, indirect monetary instruments
were not well developed, and the authorities relied to a considerable extent on foreign
exchange swaps to manage the liquidity effects of capital inflows. In the context of the fixed
exchange rate regime, such swaps generally involved the central bank setting a forward
exchange rate that did not deviate significantly from the spot exchange rate.

Thailand’s promotion of capital inflows combined with a rapidly growing economy
contributed to very substantial net capital inflows in the range of 9-13 percent of GDP
between 1989-95 (a much higher percentage than the other countries reviewed in this paper).
Net capital inflows were offset initially by repayments of official capital and subsequently by
substantial deficits in the current account balance of payments which reached 8 percent of
GDP in 1995. Nevertheless the growth of broad money and inflation increased along with the
surpluses in the overall balance of payments and in spite of fiscal consolidation (see Chart 4).

The composition of capital inflows evolved over the period and appeared responsive
to the regulatory reforms and incentives for capital flows. Net direct investment inflows
contributed to the initial strengthening of the capital account, however net portfolio inflows
became more important with the subsequent reforms to promote investments in the Thai stock
markets, the establishment of the BIBF, and the large positive interest differential. A growing
proportion of the net inflows were short-term in nature, reaching 60 percent of the total in
1995. Consequently in 1995, Thailand began to restrict short-term capital inflows by imposing
7 percent reserve requirement on banks’ nonresident baht accounts. These restrictions were
extended in 1996, inter alia, to cover new foreign borrowing of less than one year.

In 1996 growth and investment levels deteriorated in the face of an appreciating real
exchange rate and capital inflows and exports declined sharply. The large current account
deficit, high interest rates, and increasing inflation left the country vulnerable to external
shocks and a shift in market sentiment. Moreover, serious weaknesses appeared in the
financial system due to exposures to the properly sector and inadequate loan provisioning.
High interest rates to counteract outflows aggravated the solvency and liquidity position of
many banks and finance companies and resulted in intervention by the authorities to support
the financial system. In July 1997, faced with a banking crisis, run on the currency, and large
foreign exchange losses, the authorities floated the baht and adopted a managed floating
exchange rate.

In response to the currency crisis sales of foreign exchange were restricted for all
foreign exchange transactions except those applied to exports and imports of goods and



-34 -

services, and direct and portfolio investment. Banks which had been free to lend to
nonresidents subject to open position limits became subject to temporary restrictions on baht
lending to nonresidents. Forward outright transactions in baht with nonresidents, and the
selling of baht against foreign currencies to nonresidents were temporarily restricted (see
Appendix Table 15). However, such measures did not in general prevent the selling of the
currency which continued to depreciate.

IV. LESSONS FROM THE COUNTRY EXPERIENCES

While the four country experiences reviewed here are diverse, the approach to and the
consequences of the capital account liberalizations contain some lessons for managing such
reforms.

A. Sequencing of Reforms

As regards the general approach to capital account liberalization, liberalizations of
direct investment inflows were generally undertaken as part of broader strategies aimed at
restructuring the real sectors of economies. These strategies included eliminating barriers to
trade, initial exchange rate adjustments, liberalization of restrictions on current payments and
transfers and acceptance of the obligations of Article VIII of the IMF’s Articles of Agreement,
as well as the liberalization and promotion of foreign direct investment inflows. Liberalizations
of portfolio capital flows were generally coordinated with domestic financial sector reforms,
especially the liberalization of domestic interest rates and moves toward indirect monetary
instruments, strengthening of domestic security markets and reforms of domestic banking
systems, and foreign exchange market reforms. In Chile and Korea financial sector reforms
tended to precede capital account liberalization while in Indonesia capital account
liberalization helped to promote the restructuring, and to improve the competitiveness, of the
domestic financial system. The currency crisis in Thailand illustrates the risks when the
approach to liberalization does not cover all the necessary concurrent reforms. In that case,
the strengthening of financial institutions and the development of indirect monetary
instruments lagged the liberalization of the capital account.

The approach to the liberalizations of capital inflows and outflows varied depending
on the particular priorities adopted by the country. In the case of Korea, management of the
current account balance of payments appeared initially to be the overriding consideration, and
Korea sought to manage current account surpluses and deficits through regulatory and other
changes which influenced capital inflows and outflows. Thailand actively promoted capital
inflows while limiting outflows with the objective of supplementing domestic savings and
promoting investment and rapid economic growth. Indonesia maintained a relatively liberal
regime for capital outflows and gradually liberalized inflows with the aim of attracting foreign
capital to assist the restructuring of its economy. Chile also liberalized capital inflows as part
of its program of economic restructuring, and liberalized outflows in response to balance of
payments considerations.
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The pace of reforms varied. Chile and Korea followed a gradual approach to reforms.
By contrast, Indonesia liberalized capital outflows early in the reform process; the
liberalization of capital inflows occurred much later and more gradually. Thailand opened its
economy to capital inflows, especially portfolio investment inflows, much more rapidly than
the other countries surveyed but liberalized capital outflows only gradually.

B. Macroeconomic Management of the Liberalizations

Table 5 shows average comparative macroeconomic, financial sector, and balance of
payments indicators for the four countries 1985-90, and 1991-96. In all cases, the capital
accounts were more liberal in the second period than the first. In all cases, net inflows of
private capital accompanied the capital account liberalizations and all countries recorded
surpluses in their overall balance of payments. In all cases, portfolio investment flows
dominated direct investments. Indonesia’s balance of payments was less affected than the
other countries by capital account liberalization, perhaps because restrictions on capital
outflows had been liberalized much earlier in Indonesia. In all countries, with the exception of
Korea, the surpluses were combined with fiscal consolidation.

The impact of the capital inflows on economic performance, however, varied between
the countries. Chile reduced its current account deficit as well as inflation, and also brought
down the interest differential with foreign rates and the real deposit rate. The growth of broad
money and domestic credit to the private sector were generally constrained in the context of a
managed floating exchange rate. In contrast, Korea and Thailand experienced rapid growth of
money and domestic credit in the context of stable exchange rates against the U.S. dollar, and
in both cases, inflation accelerated and the current account balance of payments weakened.
Thailand also faced a currency crisis. In Indonesia, broad money and private credit also grew
rapidly, inflation accelerated, the current account remained in deficit, and the Indonesian
currency also came under speculative pressure.

How can the differences in performance be explained? One of the differences is that
the ratios of broad money and private sector credit to GDP fell in Chile at the same time as
private capital inflows increased as a percent of GDP, while the ratios of broad money and
private sector credit to GDP increased significantly in the other countries (see Chart 5). Thus
in Chile, for a time, net private capital inflows appear to have substituted for domestic
intermediation, while in the other countries the inflows were associated with an increase in
such intermediation, and with a rapid expansion in credit to the economy. In turn, this may
explain the accelerating inflation and the weakening current account performances in the latter
countries. Where the credit expansions were also associated with banking sector problems,
this can create particular concerns about the efficiency of use of the capital inflows, and thus
the sustainability of the balance of payments, and lead to a loss of confidence and capital
outflows.
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Chart 5. Capital Flows, Private Sector Credit, and Current Account Defreit
1985-96 (In Percent of GDP)
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What may determine the different monetary and credit developments? Part of the
explanation may reflect the fact that Chile had implemented substantial financial sector
reforms in the 1980s and adopted strengthened prudential standards earlier than in the other
countries. The initial expansion in credit that often accompanies financial sector liberalization
may therefore have occurred earlier in Chile than the other countries surveyed, and the
strengthened bank supervision may have led to a better pricing of risks and avoidance of
banking problems.

Secondly, all of the countries sought to manage capital inflows through their
regulatory regimes. In the case of Thailand, the regulatory and institutional framework
generally favored such inflows, while other countries sought to limit certain inflows or to
liberalize them gradually. As a consequence, net private capital inflows were larger as a
percent of GDP in Thailand than in the other countries and a large part of these inflows
through the international banking facility were short term in nature, which may have increased
Thailand’s vulnerability to a reversal of such flows.

There is no strong evidence that the reintroduction of controls was particularly
effective in limiting overall capital inflows. The capital controls may have influenced the
composition of such flows, and thus have had some impact in determining whether the net
inflows were directed to the domestic banking system. Chile actively sought to discourage
capital inflows to the banking system. Indonesia and Thailand also became concerned by the
volume of inflows to their banking systems, although in the case of Thailand this was late in
the reform process. However, the impact on the growth of bank credit of the introduction of
controls in Chile in 1991 and their subsequent intensification does not appear very evident in
Chart 5, as private sector credit increased as a percent of GDP after 1991. Also, at a
theoretical level it is not clear that a restriction on certain types of inflows would be
particularly effective in limiting bank credit expansion in view of the potential fungibility of
capital.

Finally, the exchange rate regime differed between the countries. The countries which
appeared to manage better the capital inflows followed more flexible exchange rate
arrangements. Such flexibility generally created greater autonomy for monetary policy in
managing the effects of capital inflows and may itself have help to discourage short-term
speculative capital flows. Part of Chile’s successful management of capital account
liberalization may be partly attributed to its more flexible management of the exchange rate
within a preannounced crawling band. In contrast, Thailand’s maintenance of a fixed exchange
rate limited the flexibility of its monetary policy to constrain the growth of money and credit in
the face of significant capital inflows. When combined with Thailand’s policy of promoting
capital inflows, the fixed exchange rate arrangement may have initially created unrealistic
expectations about the rates of return. When market sentiment changed, the result was a sharp
reversal of capital inflows.
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V. CONCLUSION

Capital account can have significant benefits for economic growth and welfare.
However, achieving the benefits of the liberalization while minimizing the risks requires
attention to the sequencing of the reforms and the pacing of capital account liberalization to
macroeconomic and exchange rate policies.

What is generally important for managing the volume of capital flows is the overall
incentive structure that can give rise to such flows. This will be influenced by the regulatory
regime for capital movements, the stage of development and soundness of financial systems,
and by the configuration of interest rates and exchange rates.

This study therefore concludes that countries should adopt a coordinated and
comprehensive approach to reforms, of which capital account liberalization is an integral part.
Such a public policy approach requires attention not only to the sequencing of the regulatory
and institutional reforms with the regulatory frameworks which impact on capital movements,
but also the design of macroeconomic and exchange rate policies.
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-51- APPENDIX

Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Currency
Exchange rate structure
Dual

Classification

Managed floating

Forward exchange market

Repatriation requirements

Surrender requirements

Exchange Arrangement

The currency of Chile is the Chilean peso.

Unitary.

There are 2 foreign exchange markets: the official market, through which debt-service
payments, remittances of dividends and profits, and authorized capital transactions,
including loan receipts, must be transacted; and the informal market, through which
all transactions not required to be channeled through the formal market take place.

The formal foreign exchange market consists of commercial banks and exchange
houses and other entities licensed by the Central Bank of Chile (CBC).

In both exchange markets, economic agents are free to negotiate rates; the CBC
conducts transactions in the official exchange market within margins of 10 percent
around the reference rate. The exchange rate of the Chilean peso is adjusted daily on
the basis of changes in the value of a basket of currencies calculated from a set
formula (0.45 U.S. dollar, 0.46 deutsche mark, and 24.6825 Japanese yen) and the
differential between domestic and foreign rates of inflation, adjusted for the estimated
differential in produ ctivity growth between Chile and its trading partners (2 percent a
year). In January 1997, the margin around the reference rate was increased to 12.5
percent, while the composition of the basket was modified to 0.8 U.S. dollar, 0.24435
deutsche mark, and 5.911 Japanese yen.

Yes.

Exports and Export Proceeds

Receipts from copper exports of CODELCO (state copper company) must be
deposited in the account of the Copper Stabilization Fund at the CBC; withdrawals
are permitted only under prescribed circumstances. Debtors of internal credits
recorded under Chapter VI of Title II of the Compendium of Rules on International
Exchange (CEIR) are authorized to settle interest, commissions, and/or expenses
corresponding to those o perations effected directly abroad with export proceeds. The
CBC must be informed of these settlements.

No.

Proceeds from Invisible Transactions and Current Transfers

Repatriation requirements

Surrender requirements

Controls on capital and money
market instruments

On capital market securities

Purchase locally by nonresidents

Yes.

Proceeds from selected transactions (e.g., royalties and copyright fees, commissions,
proceeds from insurance, and other benefits related to foreign trade) are subject to a
100 percent surrender requirement.

Capital Transactions

Nonresidents can invest in domestic securities in 3 ways:

(1) Through acquisition by foreign investment funds (FICE). These are formed by
foreign capital and administered by an open society established in Chile. Investments
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Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Sale or issue locally by
nonresidents

Purchase abroad by residents

Sale or issue abroad by residents

On money market instruments

Purchase locally by nonresidents

cannot exceed 5 percent of social capital in any 1 company and 10 percent of the
funds’ total assets. These funds cannot invest more than 40 percent of their portfolios
in equities of the same holding period, and all FICEs as a group may not hold more
than 25 percent of the equities of the same open society. Other requirements for
FICEs are a

S-year minimum holding period, a profit tax of 10 percent, and some portfolio
restrictions that vary with the duration of the holding period,

(2) Through a financial investment (purchase of fixed income securities and equities).
These are, however, subject to a reserve requirement of 30 percent for 1 year, and a
minimum holding period requirement of 1 year and to the general income tax law.
Equities that have American Depository Receipts (ADRs) can be acquired in the
country and co nverted into ADRs. These transactions are also subject to the 30
percent reserve requirement. The issuance of primary ADRs is exempt from the above
restrictions, but the issuers are subject to minimum international rating requirements
and there is a minimum amount to be issued;

(3) Through loans. These can also be used to finance the purchase of securities in the
country. They are subject to a 1-year reserve requirement of 30 percent, a 4 percent
tax on interest payments, and a 1.2 percent stamp tax.

Proceeds from the sale of domestic securities by nonresidents are subject to the 1-year
holding period requirement if the capital inflow entered as a financial investment.
The sale of equities that are the property of foreigners due to the ADR mechanism is
possible, since Chilean ADRs can be converted into domestic stock. However, the
resources obtained through the sale must be repatriated. ADRs issued from equities
directly acquired in the Chilean stock market (also called secondary ADRs) are
tightly restricted, both for the authorized period for acquiring stocks domestically and
for the authorized period for acquiring foreign exchange after a local stock sale. All
the associated foreign exchange operations must be effected through the formal
exchange market. Issnance of foreign securities by nonresidents is subject to the same
procedures applied to domestic securities. In practice, no foreign securities are traded
domestically. Once the respective taxes have been paid, profits may be transferred
freely without delay.

Except for banks and pension funds, there are no restrictions on the acquisition of
international fixed-income assets and current account deposits. The associated foreign
exchange must be acquired in the informal market. Pension funds are authorized to
hold up to 9 percent of their funds in foreign assets, including a variety of fixed-
income assets and company shares up to 4.5 percent of the fund. Investments by life
insurance companies are limited to 10 percent of their technical reserves and risk net
worth.

Residents can issue equities and bonds abroad, and the associated foreign exchange
operations must be effected through the formal exchange market. Equities can be sold
according to the rules that regulate capital inflows through the mechanism of ADRs.
Primary ADR issues are only subject to minimum amounts (US$25 million the first
time, and thereafter US$10 million), and to 2 minimum international risk-rating
requirements, for long-term debt of BBB+ for banks and BBB for other firms.

In general, these acquisitions are authorized for nonresidents, but there are
regulations governing the mode of inflow. The associated capital inflow liquidation
and the subsequent repatriation of proceeds must be effected through the formal
exchange market. Acquisition through external loans are subject to a reserve
requirement of

30 percent, a tax on interest of 4 percent, and a stamp tax of 1.2 percent. Acquisition
through FICEs is subject to a minimuin holding period of 5 years in addition to a

10 percent profit tax. In the case of fina ncial investments, there is a 30 percent 1-year
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Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Sale or issue locally by
nonresidents

Purchase abroad by residents

Sale or issue abroad by residents
On collective investment secur ities

Purchase locally by nonresidents

Sale or issue locally by
nonresidents

Purchase abroad by residents

Sale or issue abroad by residents

Controls on derivatives and other
instruments

Purchase locally by nonres idents

Sale or issue locally by nonresidents

Purchase abroad by residents

reserve requirement and a minimum holding period of 1 year, and they are subject to
the general income tax law.

These transactions are not authorized and neither is the promotion of these or other
financial services from abroad. To operate in the domestic financial market, the
company must be registered and established, and must have brought in capital for
operational purposes. The legal mechanism used is the creation of a Chilean agency
of the foreign corporation.

The acquisition of money market instruments by individuals and nonfinancial
companies is not restricted. However, the formal exchange market is not available for
these operations.

These transactions are subject to a reserve requirement of 30 percent.

These purchases are considered financial investments subject to a reserve requirement
of 30 percent for a year and a minimum holding period of 1 year. Funds that enter
Chile through an FICE are subject to a minimum holding period of 5 years.

These transactions are not permitted. To operate in the domestic financial market, the
company must be registered and established, and must have brought in capital for
operational purposes. Once this has occurred, the sales of collective instrument
securities are subject to the same domestic rules as any other investment, with no
restrictions on the repatriation of profits.

There are no restrictions for nonfinancial agents, but there is no access to the formal
exchange market for these purposes. Pension funds are also restricted by the type of
fund (mainly to avoid leveraged and hedged funds), country risk, regulation,

liquidity, experience of the fund, and participant’s concentration. Investments are also
subject to certain limits: they should not exceed 4.5 percent of the pension fund, and
variable income securities from any issuer should not exceed 2 percent of the fund.

In practice, Chilean mutual funds (open funds) and investment funds (closed funds)
are not offered directly abroad. To operate abroad, such funds must meet the existing
regulations of the foreign country. Domestically issued instruments can be sold to
nonresidents, but funds must be repatriated. These inflows are considered a financial
investment subject to a reserve requirement of 30 percent annually and a 1-year
holding requirement. FICEs that come into Chile under foreign ownership may be
sold and traded in the New York or the London stock exchanges. The capital
committed by the FICE must remain invested in Chile for 5 years.

The market is not well developed. Nonresidents cannot participate in the local market
for currency derivatives.

To operate, foreign agents must have resident status.

The CBC regulates currency and interest rate derivatives taking place in foreign
markets. Interest rate derivatives do not exist in the local market and are not
regulated. Speculative positions with derivatives abroad can be taken by nonfinancial
institutions that acquire the foreign exchange in the informal market. Banks can cover
themselves in currency derivatives up to the level of the underlying asset or liability
position that needs to be covered. In the case of interest rate derivatives, banks are
only allowed to cover mismatches between assets and liabilities. Pension funds and
insurance companies are only allowed to cover themselves against currency volatility
up to a maximum of their foreign financial investments on a currency-by-currency
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Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Sale or issue abroad by residents

Controls on credit operations
Commercial credits

By residents to nonresidents

To residents from nonresidents

Financial credits

By residents to nonresidents

To residents from nonresidents

Guarantees, sureties, and financial
backup facilities

By residents to nonresidents

To residents from nonresidents
Controls on direct investment

Outward direct investment

basis.

Derivatives for currency and interest rates exist for operations with foreign agents in
over-the-counter operations, with security dealers or brokers that are authorized by
the foreign authorities, or with foreign banks. There is access to formal spot exchange
markets for hedging purposes. Currency and interest rate options are allowed, except
for banks. For residents, including banks, other derivative contracts (interest rates,
currencies, and commodity prices) are permitted up to the amount of the underlying
external asset or liability position that needs to be covered. However, these contracts
cannot be effected on the formal market, except by banks and institutional investors.

All types of nonfinancial agents (except pension funds and insurance companies) are
allowed to engage in international trade lending, but these operations must be
effected through the informal exchange market.

Commercial credits can be contracted with foreign banks and financial entities under
a 30 percent reserve requirement charged on an average balance and subject to a 4
percent tax on interest. Export advances and direct supplier credits to importers are
exempted from the reserve requirement. Associated foreign exchange transactions
must be effected through the formal exchange market.

Operations by insurance companies, pension funds, and institutional investors are
restricted. Others must operate through the informal market. In April 1997, access to
the formal market was extended to all credits.

Financial credits can be contracted with foreign banks and financial entities, subject
to a 1-year 30 percent reserve requirement, a 4 percent tax on interest, and a stamp
tax of

1.2 percent. Under Chapter XIV of the CEIR, debtors may use the formal market to
prepay credits or to maintain the resources in an account abroad as a guarantee to
creditors. Such funds are exempt from the 30 percent reserve requirement, provided
the weighted average of the terms of each credit and the residual of the original credit
are similar.

These transactions are not allowed except for banks, which have to be authorized by
the CBC. Only the following operations can be guaranteed or backed up by banks:
external credits received by domestic enterprises, financial credits, the issuance of
documents abroad, and forward contracts with authorized agents abroad.

Yes.

Restrictions exist in the case of ownership in a foreign company, investments in a
project, or establishment of a company abroad. Investments may be made: (1) through
the formal exchange market, in which case the CBC grants approval but the
investment is subject to a 120-day profit repatriation while avoiding double taxation;
or (2) through the informal exchange market, where the CBC must only be informed.
There are also some limitations on the purchase of equities and foreign direct
investment through the formal exchange market, in which case the CBC may give
authorization to proceed, depending upon the specific information it is provided
about the investment. There is a diversification requirement that allows a maximum
investment in subsidiaries and branches in 1 foreign country of 20 percent of the
capital and reserves of a local bank. I nvestment abroad in foreign subsidiaries and
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Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Inward direct investment

Controls on liquidation of direct
investment

Controls on real estate transactions

Purchase abroad by residents

Purchase locally by nonresidents

Sale locally by nonresidents

Provisions specific to commercial
banks and other credit institutions

Borrowing abroad

Maintenance of accounts abroad

Lending to nonresidents (financial or
commercial credits)

Lending locally in foreign e xchange

branches must be deducted from the local cap ital base.

Investment by commercial banks is limited to 25 percent of each bank’s capital and
reserves, and restricted to bills and bonds issued or guaranteed by foreign
governments

or central banks and private enterprises with a minimum long-term international debt
risk rating (and its equivalent for short-term debt) of BBB.

Pension funds and insurance companies are subject to a minimum long-term
international debt risk rating of BBB. In April 1997, the following transactions were
permitted in the formal market: investments abroad, including acquisition of real or
financial assets; and participation in companies and in contracts for the exploration
and exploitation of domestic resources. There is, however, a reporting obligation to
the CBC. Repatri ation of investments, including profits, were exempted from the 30
percent reserve requirement.

Capital contributions to new establishments or shares in existing ones are subject to a
1-year minimum holding period and a minimum amount of US$10,000. Projects of
significant size may be undertaken; there is a minimum holding period of 1 year, and
the investor enjoys favorable taxation treatment with regard to the choice between the
general income tax law or the guaranteed payment profit tax of 42 percent. There is
also guaranteed access to the formal exchange market for repatriation.

Investments must be held in Chile for at least 1 year to qualify for repatriation. After
that period, it must be demonstrated that the assets were sold and applicable taxes
paid.

Yes.

Purchases are permitted through the informal market, but insurance companies can
invest only 3 percent of their reserves and risk net worth.

Purchases are treated as a financial investment and are subject to a minimum
investment requirement of US$10,000, a reserve requirement of 30 percent, and a
minimum holding p eriod of 1 year.

The investment must have been held for 1 year in Chile and it must be demonstrated
that the asset was sold and applicable taxes paid.

Banks are permitted to obtain foreign trade credits subject to a reserve requirement of
30 percent against the average balance. They may also obtain financial credits with a
reserve requirement of 30 percent for a year.

Nonbank financial institutions are not allowed to maintain accounts abroad. Banks
may hold foreign time deposits within the margin for financial investment abroad.
External current accounts are not restricted.

Banks are only allowed to grant loans related to foreign trade. However, they can
purchase debt instruments and sovereign bonds issued abroad. Time deposits are
considered part of the margin for financial investments. Banks satisfying a capital
adequacy ratio of at least 10 percent may acquire stocks of foreign banks or establish
branches abroad. Deposits, loans, and other assets of Chilean banks with foreign
banks of Chilean ownership cannot exceed 25 percent of the capital and reserves of
the foreign bank.

Banks are only permitted to grant foreign exchange credits associated with foreign
trade. However, they may grant loans or acquire securities denominated or expressed
in foreign exchange provided they remain within the open position limits.



- 56 - APPENDIX

Table 8. Chile: Abstract of Exchange and Capital

Control Regime as of April 30, 1997

Purchase of locally issued securities
denominated in foreign e xchange

Differential treatment of nonresident
deposit accounts and/or deposit
accounts in foreign exchange

Reserve requirements

Liquid asset requirements

Interest rate controls

Investment regulations

Open foreign exchange position limits

Provisions specific to institutional
investors

Limits (max.) on portfolio invested
abroad

Currency matching regulations on
assets/liabilities composition

Other controls imposed by securities
laws

These purchases are subject to open position limits.

The requirement for foreign currency deposits, for both time and current account
deposits, is 30 percent. The requirement for domestic currency time deposits is 9
percent.

Yes.

By law there are ceilings on interest rates for both domestic and foreign currency
loans. Those ceilings are defined as one-and-a-half times the average market interest
rate.

Foreign financial investments by commercial banks are limited to 25 percent of each
bank’s capital and reserves, and are restricted to bills and bonds issued or guaranteed
by foreign governments or central banks and private enterprises. The general
minimum long-term international debt risk rating (and its equivalent for short-term
debt) for the financial instruments is BBB-, and up to 30 percent of the 25 percent
margin can be invested in BB-instruments. The foreign exchange needed to invest
abroad must be obtained in the fo rmal exchange market.

The limit is 20 percent of capital and reserves. This margin includes derivative and
spot instruments, foreign investment, assets and liabilities issued abroad or
denominated in foreign exchange. Additionally, there is a foreign financial
investment ceiling of

25 percent of the capital and reserves of each bank, a maximum investment in
subsidiaries and branches abroad of 20 percent of the capital and reserves of domestic
banks, and a requir ement that the balance of all acquisitions and sales of foreign
exchange for a bank be positive.

Pension funds and insurance companies may hold only foreign instruments of a
minimum international long-term risk rating requirement of BBB. These investors
may also acquire foreign instruments guaranteed by the U.S. Treasury, such as Brady
Bonds. Acquisition of equities and variable income assets by pension funds is
restricted to instruments in some international markets. Specifically, there are rules
on the transparency, regulation, and information of the stock exchange where these
instruments can be acquired. However, for insurance companies, the possible stock
exchange options are wider; insurance companies can invest in markets where there is
a daily average of at least US$10 million of equity transactions. Mutual funds may
use the formal exchange market to make investments abroad.

Pension funds may invest up to 9 percent of their resources abroad. Life insurance
companies may invest their technical reserves and their risk net worth with global
limits of 10 percent in financial investments and 3 percent in real estate. The limits
for general insurance companies differ from those of the life insurance companies
only in the case of financial investment abroad. The limit for the former is 15 percent.
In April 1997, pension funds were permitted to invest up to 12 percent of their
resources abroad.

n.a.

No.
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Table 11. Indonesia: Abstract of Exchange and Capital

Control Regime as of July 31, 1997

Currency
Exchange rate structure
Classification

Managed floating

Forward exchange market

Repatriation requirements

Surrender requirements

Exchange Arrangement

The currency of Indonesia is the rupiah.

Unitary.

The exchange rate is determined by Bank Indonesia (BI) under a system of managed
float, under which the bank announces a daily “conversion rate band” (for official
transactions with foreign exchange banks, government, as well as with supranational
institutions), and an “intervention band” consisting of buying and selling rates that are
computed on the basis of a basket of currencies. The conversion rates are set so that the
buying and selling rates are within 2 percent of the previous day’s closing spot market
rate. The spread of the intervention band was increased on June 13, 1996, to Rp 118

(5 percent) from Rp 66, and to Rp 192 (approximately 8 percent) on September 10,
1996. The intervention band was further increased to Rp 304 (12 percent) on July 11,
1997. The U.S. dollar is the intervention currency.

Forward and swap transactions are conducted at rates fixed bilaterally between the BI
and the banks concerned. In July 1997, forward foreign currency trading by domestic
banks with nonresidents was limited to US$5 million per customer.

Exports and Export Proceeds

No.
No.

Proceeds from Invisible Transactions and Current Transfers

Repatriation requirements

Surrender requirements

Controls on capital and money mar-
ket instruments

On capital market securities

Purchase locally by nonresidents

Sale or issue locally by
nonresidents

Sale or issue abroad by residents

No.
No.

Capital Transactions

The purchase of shares is limited to a maximum of 49 percent of total shares issued by
an individual company listed on the Indonesian Stock Exchange.

The Capital Market Act (1995) does not differentiate issuers by nationality. Both resi-
dent or nonresident issuers have to comply with the public offering requirements, one
of which is that issuers must be Indonesian legal entities. There is no explicit restric-
tion on nonresidents on public offering of securities in the Indonesian market.

No restriction applies as long as the shares are not listed on the Indonesian Stock Ex-
change. If those securities are listed on the Indonesian Stock Exchange, they initially
should comply with the Capital Market Act and with the requirement on the maximum
percentage of foreign ownership of shares. However, Indonesian companies do not
issue shares but rather American depository receipts (ADRs) in the U.S. capital market
and global depository receipts (GDRs) on the London Stock Exchange.
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Table 11. Indonesia: Abstract of Exchange and Capital

Control Regime as of July 31, 1997

On money market instruments

Sale or issue locally by
nonresidents

Sale or issue abroad by residents

On collective investment securities
Purchase locally by nonresidents

Controls on derivatives and other
instruments

Purchase abroad by residents

Sale or issue abroad by residents
Controls on credit operations
Commercial credits

By residents to nonresidents

To residents from nonresidents

Financial credits

By residents to nonresidents

To residents from nonresidents

Guarantees, sureties, and financial
backup facilities

By residents to nonresidents

Controls on direct investment

Inward direct investment

These transactions are prohibited.

Banks require approval from the COLT for issuance of instruments with maturities
over 2 years or for amounts exceeding $20 million a year a creditor; however, total
issuances should not exceed 30 percent of the bank’s capital.

No person may purchase more than 1 percent of any fund.

Derivative transactions other than those associated with foreign exchange and interest
rates are prohibited. However, derivative transactions in equities are only allowed with
prior permission from the BI on a case-by-case basis. In July 1997, forward foreign
currency trading by domestic banks with nonresidents was limited to US$S million per
customer.

Banks are obliged to enter into a written agreement with their clients and explain the
risks involved. Losses over 10 percent of banks’ capital must be reported to the BIL

Same regulations as for purchases abroad by residents apply.

In general, there are no restrictions on the granting of credit by residents (excluding
banks) to nonresident entities.

Resident entities, especially nonbank private sectors, may borrow from nonresidents;
however, they have to submit periodic reports to the COLT of the BI on their borrow-
ing. The following are subject to authorization by COLT:

(1) borrowings related to development projects using nonrecourse, limited recourse,
advance payment, trustee borrowing, leasing, and similar financing;

(2) borrowings related to development projects with financing based on BOT, B&T,
and similar schemes; and

(3) borrowings related to the government or a state company (including the State Bank
of Pertamina), including in the form of government equity participation, guarantee for
provision of feed stock supply, guarantee for products offtaker.

In general, there are no restrictions on the granting of credit by residents (excluding
banks) to nonresident entities.

Yes.

Banks are allowed to provide sureties and guarantees to nonresident entities only under
the following conditions: (1) when there is sufficient contraguarantee from bona fide
overseas banks (excluding overseas branches from the relevant bank), and (2) when
there is a cash deposit valued 100 percent of the guarantee granted.

Several sectors are restricted: (1) foreign investment companies in infrastructure proj-
ects such as seaports, generation, transmission and distribution of electricity for public
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Table 11. Indonesia: Abstract of Exchange and Capital

Control Regime as of July 31, 1997

Controls on liquidation of direct
investment

Controls on real estate transactions

Purchase locally by nonresidents

Provisions specific to commercial
banks and other credit institutions

Borrowing abroad

use, telecommunications, shipping, airlines, potable water supply, public railways, and
nuclear electric power generation should be established by way of joint venture be-
tween foreign and Indonesian partners, and the share of Indonesian partners should be
at least 5 percent of the total capital issued at the outset of the company; and (2) a for-
eign investment company may be established as a straight investment, which means
that

100 percent of the shares may be owned by a foreign citizen and/or entities. However,
some of the company’s shares must be sold to an Indonesian citizen and/or entities
through direct placement and/or indirectly through the domestic capital market no later
than 15 years after commencement of commercial operations.

Foreign ownership of direct investments must begin to be divested by the eleventh year
of production. For investments above $50 million, divestment of 50 percent must be
completed within 20 years. For smaller investments, the divestment requirement is less
stringent.

All foreign enterprises are eligible to receive preferential customs duty treatment for
imports of required raw materials for the first 2 years of production activity. Raw ma-
terials may be imported with no time limit. In addition, an enterprise exporting more
than 65 percent of its production is free to hire foreign experts as needed to maintain
its export commitments.

Investors are granted the right to repatriate capital, to transfer profits (after settlement
of taxes and financial obligations in Indonesia), and to make transfers relating to ex-
penses connected with the employment of foreign nationals in Indonesia and relating to
depreciation allowances. The law provides that no transfer permit shall be issued for
capital repatriation as long as investment benefits from tax relief are being received; at
present, however, foreign payments do not require a transfer permit.

According to Agrarian Law (1960), nonresidents are only allowed to buy land with the
land title status “the right to use of land (Hak Pakai),” but since the land title of real
estate in Indonesia is “the right to build on land (HGB),” they are not allowed to buy
real estate. Nonresidents, however, are permitted to engage in inward direct investment
in local real estate.

The COLT supervises all foreign commercial loan transactions. COLT’s prior approval
is required before any public enterprise, commercial bank, or public sector body may
accept a loan from abroad. Resident banks or credit institutions, specifically the ones
that deal with international trade and finance activities, are allowed to borrow abroad
within limits. An annual borrowing ceiling is imposed by the BI for foreign commercial
borrowing of more than 2 years’ maturity. In addition, the prospective borrowers obtain
COLT decisions for queuing on the international capital market before soliciting for
such borrowings. Besides, banks may receive foreign commercial borrowing with ma-
turities of no more than 2 years on a bilateral basis without prior approval from the BI,
but the banks should maintain the total amount of such borrowings to a maximum of
30 percent of their capital. Trade financing, such as issuance of LCs, red clause LCs,
supplier’s and buyer’s credits with maturities not exceeding 1 year and amounts of less
than $20 million, are not considered borrowings that require approval from the COLT.
Foreign commercial borrowings received by financial institutions, such as leasing com-
panies, factoring companies, and consumer financing companies, may not exceed

S times the company’s net worth less its equity share.
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Table 11. Indonesia: Abstract of Exchange and Capital

Control Regime as of July 31, 1997

Lending to nonresidents (financial or
commercial credits)

Lending locally in foreign exchange

Purchase of locally issued securities
denominated in foreign exchange

Differential treatment of nonresident
deposit accounts and/or deposit ac-
counts in foreign exchange

Interest rate controls

Credit controls

Open foreign exchange position limits

Provisions specific to institutional
investors

Limits (max.) on portfolio invested
abroad

Currency matching regulations on
assets/liabilities composition

Other controls imposed by securities
laws

Banks are not allowed to grant loans, or financial or commercial credits, in either
rupiah or foreign exchange, to nonresidents, including those with authorization from
residents to obtain credit.

Banks are permitted to lend locally in foreign exchange, subject to the requirement that
80 percent of the foreign exchange loans must be provided for export activity. Banks
can also purchase locally issued securities denominated in foreign exchange, subject to
the requirement that the securities must be investment grade and should not be issued
by their groups. To do this, banks should take into account other exchange regulations,
namely the regulation on net open position (NOP) aimed at prudential control, with the
limits as follows: the average of total NOP, both on and off balance sheet, in a week
must not exceed 25 percent of the bank’s capital and the average NOP off balance
sheet in a week must not exceed 25 percent of the bank’s capital.

This is permitted but limited by open position limits.

Banks are free to set their interest rates on both deposits and loans. In the case of taxes,
revenues gained from interest of nonresident deposit accounts are taxed at 20 percent
or at a percentage stipulated on the Tax Agreement between the government of Indo-
nesia and the government of a nonresident entity, while the revenues gained from in-
terest of resident deposit accounts are taxed at 15 percent.

Foreign exchange banks are required to allocate at least 50 percent of all foreign ex-
change credits to export-oriented businesses that earn foreign exchange.

The limits are:

(1) the average total net open position, both on and off balance sheet, in a week must
not exceed 25 percent of the bank’s capital; and

(2) the average net open position off balance sheet in a week must not exceed 25 per-
cent of the bank’s capital.

In July 1997, each bank’s net position in the forward market was limited to
US$5 million.

Insurance and reinsurance companies licensed in Indonesia are not allowed to invest
abroad except for private placement in companies conducting insurance business over-
seas, such as insurance companies, reinsurance companies, insurance brokers, loss
adjusters, etc. Indonesian mutual funds are prohibited from investing abroad.

Liabilities denominated in foreign currency of insurance and reinsurance companies
exceeding assets denominated in foreign currency shall not be more than 10 percent of
shareholders’ equity.

n.a.

Foreign investors as a group may purchase up to 49 percent of the authorized and out-
standing shares of an Indonesian company that has had a public offering.
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Table 14. Korea: Abstract of Exchange and Capital

Control Regime as of August 31, 1997

Currency
Exchange rate structure
Classification

Managed floating

Forward exchange market

Repatriation requirements

Surrender requirements

Exchange Arrangement

The currency of Korea is the won.

Unitary.

The exchange rate of the won against the U.S. dollar is determined on the basis of the
weighted average of interbank rates for the won-dollar spot transactions of the previous
day. During each business day, the won rate against the dollar in the interbank market
is allowed to fluctuate within margins of £2.25 percent against the market average rate
of the previous day.

Foreign exchange banks may conduct forward transactions, futures transactions, swaps,
and options between foreign currencies, as well as between the won and foreign cur-
rencies. There are no specific restrictions on the terms of forward contracts in respect
of interbank transactions; however, the terms of forward contracts between foreign
exchange banks and nonbank customers must be based on a bona fide transaction.

Exports and Export Proceeds

Export earnings exceeding $50,000 must be repatriated to Korea within 6 months, ex-
cept in specific cases. However, general trading companies licensed under the Foreign
Trade Act and enterprises whose trade value in the previous year exceeded $5 million
are allowed to retain overseas deposits up to 50 percent of this value within the limit of
$500 million.

No.

Proceeds from Invisible Transactions and Current Transfers

Repatriation requirements

Surrender requirements

Controls on capital and money mar-
ket instruments

On capital market securities

Purchase locally by nonresidents

Yes.

Residents are permitted to hold foreign currency eamed from invisible transactions, but
once converted into won, a limit applies to reconversion. Residents and nonresidents
must register domestic and foreign exchange they bring into Korea at customs if the
amount exceeds the equivalent of $10,000. The importation by travelers of Korean
currency in excess of W 2 million is restricted. The proceeds received by construction
companies from construction activity abroad must be deposited in foreign currency
accounts at domestic foreign exchange banks, and profits may be converted into won
following the completion of each project. Domestic firms engaged in international con-
struction and service businesses may deposit abroad up to 30 percent of the balance of
their overseas contracts or $3 million, whichever is greater.

Capital Transactions

Nonresidents may freely acquire listed stocks up to 5 percent individually and 20 per-
cent collectively of the local number of shares issued. For convertible bonds issued by
small- and medium-sized enterprises (SMEs), they may acquire up to 5 percent
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Table 14. Korea: Abstract of Exchange and Capital

Control Regime as of August 31, 1997

Sale or issue locally by
nonresidents

Sale or issue abroad by residents

On money market instruments

Purchase locally by nonresidents

Sale or issue locally by
nonvresidents

Sale or issue abroad by residents

On collective investment securities
Purchase locally by nonresidents

Sale or issue locally by
nonresidents

Purchase abroad by residents

Sale or issue abroad by residents

Controls on derivatives and other
instruments

Purchase locally by nonresidents

individually and 30 percent collectively of the total value of convertible bonds. For
other purchases, including public bonds designated by the Securities Exchange Com-
mission, nonresidents require prior approval from the MOFE.

In May 1997, the limit on foreign ownership of Korean equities was raised to
23 percent from 20 percent.

In June 1997, foreign investors were granted access to nonguaranteed bonds of small
and medium-size companies (maturities over three years and up to 50 percent of the
amount listed) and of conglomerates (up to 30 percent limit of issue or a 6 percent
individual limit).

International organizations may issue won-denominated bonds in the domestic capital
market; however, other nonresidents require prior approval from the MOFE in order to
issue securities in the market. Nonresidents may sell those securities or the rights
thereof that they were allowed to acquire.

The issue of won-denominated securities abroad requires prior approval of the MOFE.
Foreign-currency-denominated securities may be issued abroad by residents by submit-
ting a report to the MOFE. The report of issuance is assumed to be accepted 7 days
after submission unless notification to the contrary is made by the MOFE.

Foreign investment funds and international beneficiary certificates established with the
approval of the MOFE can purchase domestic money market securities without ap-

proval of the authorities. For transactions of money market securities between residents
and nonresidents other than those mentioned above, approval of the MOFE is required.

These transactions require MOFE approval.

Certificates of deposit and commercial paper may be regarded as securities like equi-
ties and bonds by the Foreign Exchange Management Act (FEMA), Decree (FEMD),
and Regulation (FEMR). These money market securities may be issued in won or for-
eign currencies. The issue of foreign-currency-denominated securities on a foreign
money market must be filed with the MOFE. Investors who have been approved to
purchase foreign money market securities are allowed to sell such securities.

The same controls as for capital market securities apply.

The issuance of beneficiary certificates by trust companies, either in the domestic or
the foreign market, is subject to MOFE approval. The approval system on the issuance
of beneficiary certificates is designed especially to protect investors and may be re-
garded as a kind of prudential regulation. The size of the issuance of beneficiary cer-
tificates shall be established at an appropriate amount in consideration of the volume of
the capital inflow resulting from the capital market opening.

Such purchase is subject to approval by the MOFE.

Issuance and sale of collective investment securities by foreign trust companies in the
domestic market require MOFE approval. Although the purchase of domestic collective
investment securities by nonresidents requires MOFE approval, nonresidents may sell
domestic collective investment securities they have lawfully acquired.

Foreign investment funds or international beneficiary certificates established with
permission from the MOFE may purchase domestic instruments and claims without
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Control Regime as of August 31, 1997

reporting. Also, foreign banks can purchase domestic instruments and claims from
domestic foreign exchange banks. Other transactions require permission from the
MOFE. Effective May 1996, stock index futures began to be traded on the existing
stock exchange, and nonresidents’ access to the market was allowed within certain
limits.

Sale or issue locally by nonresidents The issue of foreign instruments and claims on the domestic financial market requires
MOTFE approval. It is not necessary for nonresidents to obtain permission or submit a
report when selling domestic instruments and claims once they are permitted to pur-
chase them.

Purchase abroad by residents Residents other than foreign exchange banks may trade through a foreign exchange
bank within certain limits equivalent to actual demand.

Sale or issue abroad by residents These transactions require approval by the MOFE.
Controls on credit operations
Commercial credits

By residents to nonresidents SMEs, firms engaged in social overhead capital projects, foreign-financed firms with
high technology, and domestic firms that wish to repay overseas borrowing earlier than
contracted may borrow abroad. Foreign borrowing by these firms of more than $1 mil-
lion and with maturities of more than 3 years is governed by the Foreign Capital In-
ducement Act. Foreign-financed companies are, in principle, subject to the same
regulations governing foreign borrowing as other enterprises. Deferred receipt exports
on a letter-of-credit basis, for which the settlement period is less than 3 years from the
shipment of goods or signing of the export bill of exchange, are allowed without re-
striction. For settlement periods of more than 3 years, these exports are allowed in the
following cases with validation from a foreign exchange bank: (1) when payment is
guaranteed by the importing country’s central government agency or central bank;

(2) when they are covered by export insurance; and (3) when qualified foreign banking
institutions, as designated by the BOK, open letters of credit and guarantee payment.

Imports exceeding 360 days are allowed with the validation of a foreign exchange bank
in cases where refund guarantees must be provided by the exporting country’s central
government agency, central bank, or qualified banking institution.

Residents wishing to enter into lease contracts for assets other than real estate from
nonresidents shall obtain validation from a foreign exchange bank.

To residents from nonresidents All methods of settlement for trade in goods and services are free, except for those
methods specified on the negative list under the FEMR.

Financial credits
By residents to nonresidents These credits require prior approval from the MOFE.

To residents from nonresidents Foreign exchange banks may borrow abroad. Borrowing by high-technology, foreign-
financed manufacturing companies is allowed up to 100 percent of the foreign-invested
capital. Also, maturity is limited to 3 years or less, and limitations are imposed on the
use of funds. Foreign borrowing repayable within 3 years is governed by the Foreign
Exchange Act. The maximum maturity period permitted for deferred payments is
180 days for imports of raw materials for export production.

In July 1997, the Ministry of Finance and Economy abolished regulations, in accor-
dance with OECD rules, on the usage of long-term loans with maturities of over five
years, brought into the country by foreign manufacturers.

Guarantees, sureties, and financial
backup facilities

By residents to nonresidents Residents, other than banks, must obtain approval from the BOK, except for the follow-
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To residents from nonresidents

Controls on direct investment

Outward direct investment

Inward direct investment

Controls on liquidation of direct
investment

Controls on real estate transactions

Purchase abroad by residents

ing cases: (1) when a foreign importer is granted an offshore loan by a foreign exchange
bank to finance imports from a resident, and the said resident pledges a guarantee in
foreign currency; (2) when a resident concludes a contract guaranteeing performance or
bearing responsibility for the liabilities assumed by the nonresident, who in turn is
providing a guarantee, such as bid bonds or other sureties, related to international bids
or contracts entered into by a resident; and (3) when residents provide guarantees to
serve as collateral for spot financing. There are no restrictions on the provision of un-
derwritten backup facilities by the domestic institutional investors when they partici-
pate in an international underwriting syndicate.

Any resident may freely accept a guarantee relating to an overseas borrowing to finance
an overseas investment from another resident, in which the surety for the guarantee is
pledged by nonresidents. Other transactions related to the creation of credits arising
from liability guarantee contracts between residents and nonresidents require approval
from the BOK. Therefore, residents are free to take up financial backup facilities of-
fered by nonresidents as long as the issuance of overseas securities has been properly
reported.

For investments of up to $10 million, validation of a foreign exchange bank is needed;
for amounts between $10 million and $50 million, notification to the BOK is needed. If
the amount exceeds $50 million, approval of the BOK is needed, and the Overseas
Investment Advisory Committee examines the investment plan to analyze the effects of
the investment on the domestic economy prior to issuing an approval.

In August 1997, the debt limits on corporations making overseas direct investments,
whereby 20 percent of investments exceeding $100 million had to be financed bya
firm’s own capital, were abolished.

Equity participation is possible by increasing the amount invested in newly established
or existing enterprises. Direct investment by means of mergers and acquisitions is not
allowed. For the establishment and extension of a domestic branch of a foreign enter-
prise, approval from the MOFE is required for financial institutions; approval of the
BOK is required for nonfinancial institutions and notification to the BOK for estab-
lishment of an office. Investments in public utilities, radio, and television are re-
stricted.

Direct investments are allowed in all industries, except those specified on a “negative”
list, including about S percent of all industries listed in the Korean standard industrial
classification and less than 1 percent of industries in the manufacturing sector.

In general, foreign-financed companies are no longer required to set up partnerships
with local firms. There are no restrictions on the maximum value of foreign investment.
Tax privileges may be granted to foreign-financed projects that involve advanced tech-
nology. Tax privileges have been continuously reduced, and postinvestment controls
have also been relaxed to treat foreign and local companies equally.

All foreign direct investments, except those in industries on the negative list, are sub-
ject to a notification requirement. A notification is deemed accepted by a foreign ex-
change bank unless it advises to the contrary.

No.

Overseas direct investments in the fields of lease and sale of real estate, construction,
and operation of golf courses are prohibited. No approvals or notifications are required
for acquisition of overseas real estate by foreign exchange banks, government authori-
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Purchase locally by nonresidents

Sale locally by nonresidents

Provisions specific to commercial
banks and other credit institutions

Borrowing abroad

Lending to nonresidents (financial or
commercial credits)

Lending locally in foreign exchange

Differential treatment of nonresident
deposit accounts and/or deposit ac-
counts in foreign exchange

Reserve requirements

Open foreign exchange position limits

Provisions specific to institutional
investors

Limits (max.) on portfolio invested
abroad

Other controls imposed by securities
laws

ties, and residents if given as gifts or through inheritance from nonresidents. However,
a notification to the BOK is required for the acquisition of real estate necessary for
approved business activities costing up to $10 million. For real estate necessary for
approved business activities exceeding $10 million, permission from the BOK is re-
quired.

The following are not restricted: acquisition of domestic land or mortgages, leasing of
domestic real estate by nonresidents, and acquisition of real estate or associated rights
other than land by nonresidents from nonresidents. Notification to the BOK is required
for the acquisition of real estate and its associated rights, including real estate acquired
through inheritance or as a gift from nonresidents, and the establishment of fixed col-
lateral not assuming the transfer of ownership. Approval of the MOFE is required for
real estate acquisitions other than those specified above.

Approval from the BOK is required.

For reference, the foreign exchange banks are required to report to the MOFE the
funding of maturities of 1 year or more and for amounts exceeding $10 million.

Foreign exchange banks may extend credits without restriction to nonresidents in for-
eign currency. Other credit institutions that used to be able to extend credits up to

$10 million were allowed to extend foreign currency credits to nonresidents without
restriction in 1996. Foreign currency loans by resident banks to nonresidents of less
than

$2 million are permitted freely. Loans ranging from $2 million to $20 million require
ex post notification to the MOFE, and loans exceeding $20 million require prior notifi-
cation to the MOFE. Other credit institutions may extend credits up to $10 million.

There are loan ceilings according to the economic sector.

Reserve requirements on foreign currency deposit accounts are 9 percent for resident
accounts and 1 percent for nonresident accounts. ‘

The limits are as follows: (1) overall overbought position, 15 percent of the total equity
capital at the end of the previous month; (2) overall oversold position, 10 percent of the
total equity capital at the end of the previous month or $20 million, whichever is
greater; and (3) spot oversold position, 3 percent of the total equity capital or $5 mil-
lion, whichever is greater.

In addition to the foreign exchange laws or foreign exchange controls, all institutional
investors have their own rules for asset operations. For example, securities companies
must keep their proportion of the portfolio invested within 30 percent of their total
assets. Insurance companies and securities investment trust companies can maintain
their portfolio abroad within 10 percent and 30 percent of their total assets, respec-
tively.

Institutional investors are permitted to hold deposits abroad for asset diversification
purposes without a quantitative ceiling. General corporations and individuals are
permitted to hold deposits abroad of up to $3 million and $50,000 a year, respectively.

Restrictions imposed by the Securities Laws are as follows: (1) domestic securities
investments by nonresident foreign nationals are regulated by “Rules on Sales and
Purchases of Securities by Foreigners” established by the Securities Exchange Com-
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mission (SEC). The main contents of the Rules include investment ceilings, investment
procedures, and the management of foreign investors, etc.; (2) overseas securities in-
vestments by residents are regulated by “Rules on Sales and Purchases of Overseas
Securities” established by the SEC. The main contents of the Rules include securities’
eligibility for investment and transaction procedures, etc.; (3) issuance of overseas
securities by

residents are regulated by “Rules on Issuance of Overseas Securities” and “Rules on
Management of Listed Companies on Overseas Securities Markets™ established by the
SEC. The main contents of the Rules include the eligibility of issuers, the use of funds
raised by issuance, and the obligations of issuers on reporting, etc.; and (4) intera-
tional

securities transactions by residents are regulated by “Rules on Securities Business by
Domestic Branches of Foreign Securities Companies” established by the SEC. The
main contents of the Rules include the accumulation of retained earnings and the obli-
gation of submitting financial statements, etc. The main contents of “Rules on Overseas
Securities Business by Domestic Securities Companies” include the restriction on the
investment of domestic listed stocks by overseas branches of securities companies.
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Table 17. Thailand: Abstract of Exchange and Capital
Control Regime as of September 10, 1997

Currency
Exchange rate structure
Dual

Classification

Managed floating

Forward exchange market

Repatriation requirements

Surrender requirements

Exchange Arrangement

The currency of Thailand is the baht.

Effective July 2, 1997, the authorities introduced a two-tier currency market that cre-
ates separate exchange rates for investors who buy baht in domestic markets and those
who buy baht overseas.

Up to July 1, 1997, the external value of the baht was being determined on the basis of
an undisclosed, weighted basket of currencies of Thailand's major trading partners.
Effective July 2, 1997, the exchange rate of the baht is managed within an unpublished
exchange rate band. The band is based on a new-wider-currency basket. The baht-
dollar reference exchange rate is announced daily based on the baht's trading average of
the previous day.

Forward exchange transactions are carried out between commercial banks and custom-
ers and among the commercial banks. All forward transactions must be related to un-
derlying trade and financial transactions. The forward premium in the baht-U.S. dollar
rate is freely determined and usually reflects interest rate differentials.

On September 8, 1997, exporters receiving packing credit from the Bank of Thailand
through the Export-Import Bank of Thailand were required to sign a forward contract to
sell their foreign exchange with a commercial bank selling promissory notes to the
Export-Import Bank.

Exports and Export Proceeds

Export proceeds exceeding B 500,000 must be received within 180 days from the date
of exportation.

Foreign exchange proceeds must be surrendered to authorized banks or deposited in
foreign currency accounts with authorized banks in Thailand within 15 days of receipt,
except for proceeds used to service external obligations.

Proceeds from Invisible Transactions and Current Transfers

Repatriation requirements

Surrender requirements

Controls on capital and money mar-
ket instruments

Yes.

Proceeds must be surrendered to authorized banks or retained in foreign currency ac-
counts with authorized banks in Thailand within 15 days of receipt. Travelers passing
through Thailand, foreign embassies, and international organizations are exempted
from this requirement.

Capital Transactions

The sale or issue of securities is under the jurisdiction of the Securities Exchange
Commission (SEC). Under the securities law, the same rules and regulations apply to
both capital market securities (those with a maturity over 1 year) and short-term money
market securities (those debt securities with maturity of not more than 1 year). Foreign
issuers must comply with the same rules and regulations as local issuers. Under those
regulations, any companies wishing to issue securities to the public need to be ap-
proved by the SEC and file the disclosure documents with the SEC for public access.
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Table 17. Thailand: Abstract of Exchange and Capital

Control Regime as of September 10, 1997

On capital market securities

Purchase locally by nonresidents

Sale or issue locally by
nonvresidents

Purchase abroad by residents

Sale or issue abroad by residents

On money market instruments

Sale or issue locally by
nonresidents

Purchase abroad by residents

Sale or issue abroad by residents

On collective investment securities

Purchase locally by nonresidents

Sale or issue locally by
nonvresidents

Purchase abroad by residents

Sale or issue abroad by residents

Controls on derivatives and other
instruments

Purchase locally by nonresidents

Foreign equity participation is limited to 25 percent of the paid-up registered capital of
locally incorporated banks, finance companies, credit finance companies, and asset
management companies. The combined shareholdings of an individual and his/her re-
lated family members must not exceed 5 percent of a bank’s paid-up registered capital
and 10 percent of that of finance companies and credit foncier companies. Foreign eg-
uity participation is limited to 49 percent for other Thai corporations. In April 1997, the
foreign ownership limit of 25 percent for financial institutions was lifted on a case-by-
case basis.

In June 1997, baht proceeds from sales of stocks by nonresidents were required to be
converted into foreign currency at the onshore exchange rate.

Purchases require approval of the BOT.

The potential issuer must submit an application for approval to the SEC, and permis-
sion will be granted if the issuer can prove that the issue will only be traded overseas,
both in the primary or secondary market. There are no restrictions associated with the
transfer of proceeds on funds to service debt abroad. All debt-service payments can be
made freely.

Yes.

These transactions require approval from the BOT.

These transactions are not allowed. However, finance companies are allowed to issue
negotiable certificate of deposit (NCDs) and bills of exchange in foreign currency with
more than a 1-year maturity for sale to the public abroad or for sale to institutions that
are authorized to operate in foreign exchange. The transfer of proceeds associated with
these issues or the transfer of funds required to service these instruments can be made
freely.

There are no restrictions on the purchase of securities offered by local fund manage-
ment companies.

The same regulations apply as for money market instruments.

These transactions require approval of the BOT.

The launching of funds requires approval from the SEC, both locally and abroad, and
only local fund management companies are allowed to issue this instrument. In addi-
tion, funds managed by local firms will be deemed to have Thai nationality regardless
of the nationality of the majority of the unit holders. The transfer of proceeds and the
transfer of funds required to service these instruments may be made freely.

A sectrities company is not permitted to purchase or sell futures or options on securi-
ties either in its own name or for customers, or to engage in any business that is not a
licensed securities business, unless the SEC issues a notification or grants an approval
allowing such transactions or business.

In June 1997, the Bank of Thailand introduced a series of measures to limit capital
outflows. These included measures: (1) to limit transactions with nonresidents which
could facilitate the build-up of baht positions in the offshore market, including direct
loans, overdrafts, currency swaps, interest rate swaps, forward rate agreements, cur-
rency

options, and interest rate options; (2) to limit outright forward transactions in baht with
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Table 17. Thailand: Abstract of Exchange and Capital

Control Regime as of September 10, 1997

Sale or issue locally by nonresidents

Purchase abroad by residents

Controls on credit operations

Commercial credits

Financial credits

By residents to nonresidents

To residents from nonresidents

Controls on direct investment
Outward direct investment

Inward direct investment

Controls on liquidation of direct
investment

Controls on real estate transactions

Purchase locally by nonresidents

Sale locally by nonresidents

Provisions specific to commercial
banks and other credit institutions

Lending to nonresidents (financial or
commercial credits)

nonresidents; (3) to limit selling baht spot against foreign currencies to nonresidents;
and (4) to require payment in U.S. dollars for any purchase from nonresidents before
maturity of baht-denominated bills of exchange, promissory notes, certificates of de-
posit, and other debt instruments such as debentures and bonds, at the exchange rate
prevailing in the domestic market on the purchase date. Financial institutions were also
required to submit daily reports of foreign exchange transactions with nonresidents,
including all spot, forward and swap transactions, as well as purchase of debt instru-
ments from nonresidents, to the Bank of Thailand. The measures did not apply to for-
eign exchange transactions with genuine underlying business related to the export and
import of goods and services, direct investments, and various types of portfolio invest-
ment in Thailand.

The issuance of warrants or equity-related instruments and bonds by nonresidents in
the local market is subject to approval by the SEC. The approval criteria is based on
the soundness of the underlying stock. There is no discriminatory practice against non-
residents for participating in the financial market.

The purchase of derivative instruments by residents and the transfer of funds require
approval by the BOT.

Credits may be contracted in the form of deferred payments, bilateral netting, or open
accounts. Most payments are settled within 180 days of the exportation of goods.

Only authorized banks are allowed to grant financial credits subject to the rule of net
foreign exchange position. Residents may only grant loans to their affiliated companies
if they own at least 25 percent of total shares in the company and up to $10 million a
year without approval from the BOT.

There is no restriction on these credits. Repayment of financial credits to nonresidents
can be made freely as long as residents have an obligation to pay to nonresidents in
foreign currency.

Investments exceeding $10 million a year require approval from the BOT.

Foreign capital may be brought into the country without restriction, but proceeds must
be surrendered to authorized banks or deposited in foreign currency accounts with
authorized banks in Thailand within 15 days of receipt.

All proceeds can be repatriated without restriction upon submission of supporting
evidence.

These purchases, except those of condominiums, are not allowed with money that
originates from abroad. In April 1997, the foreign ownership limit for condominiums
was increased from 40 percent to 100 percent, and foreigners who invest more than
B 25 million in the country were permitted to buy land.

Yes.

Government financial institutions, except the Export-Import Bank of Thailand, are not
allowed to practice foreign lending activities. Authorized banks in Thailand may lend
to nonresidents in foreign currency without restriction.
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Table 17. Thailand: Abstract of Exchange and Capital
Control Regime as of September 10, 1997

Lending locally in foreign exchange

Differential treatment of nonresident
deposit accounts and/or deposit ac-
counts in foreign exchange

Liquid asset requirements

Investment regulations

Open foreign exchange position limits

Provisions specific to institutional
investors

Limits (max.) on portfolio invested
abroad

Other controls imposed by securities
laws

Commercial lending to particular industries denominated in foreign currencies can be
partially (50 percent) included as foreign assets in order to recognize the potential risk
that banks may not be fully repaid as exchange rate risk is heightened.

Overall, commercial banks are required to hold liquid assets of at least 7 percent of
their deposit base. The liquid assets comprise at least 2 percent in nonremunerated
balance at the BOT, at most 2.5 percent in vault cash, and the rest in government and
other eligible securities. Finance companies are also required to hold a 7 percent liquid
asset ratio:

0.5 percent in non-remunerated balances at the BOT, and the rest in the form of depos-
its at banks located in Thailand, lending on demand to banks in Thailand, and eligible
securities. For the nonresident baht accounts with a maturity of less than 1 year, com-
mercial banks, finance companies, and finance and security companies are required to
maintain 7 percent of their deposits at the BOT.

Commercial banks are allowed to buy or hold shares in a limited company (including
public companies) in an amount not exceeding 10 percent of the total shares sold and
20 percent of their capital fund. Banks can seek approval to hold shares above the

10 percent limit in the following cases: (1) companies set up for supporting functions;
(2) companies that operate as financial arms, such as leasing companies and factoring
companies; (3) companies set up to manage foreclosed properties; and (4) companies
set up to manage projects that are beneficial to the economy, especially infrastructure
projects.

The limit imposed is between —15 percent (for a negative balance) and 20 percent (for
a positive balance).

Mutual funds and provident funds have to invest their total portfolio in the domestic
market. The criteria for insurance companies to invest abroad are as follows: (1) the
fund can be invested in equity and debenture issued by juridical persons incorporated
under the ASEAN Agreement or the United Nation’s Economic and Social Commission
for Asia and the Pacific (ESCAP) Agreement to specifically operate reinsurance busi-
ness; and (2) the funds may be invested in equity issued by nonresident juridical per-
sons other than specified in (1) with approval from the authorities, and by using the
surplus funds. Total investments under (1) and (2) must not exceed 5 percent of total
assets.

Under the Securities Act, there are no restrictions for nonresidents to have equity par-
ticipation in Thai security companies. However, National Executive Decree No. 281
imposes a 50 percent limit on nonresident’s equity participation in any company. For-
eign security companies are permitted access to the Thai securities market in the form
of representative offices whose roles are limited to providing research material for their
parent companies. In addition, they are allowed to enter into joint partnership with
Thai security companies and to provide professional consultancy services.
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