V Experience with the Use of Capital
Controls to Limit Short-Term
Capital Inflows

Brazil (1993-97) vised and augmented as market participants found
ways to circumvent the regulations through financial
The macroeconomic situation in Brazil at the be engineering. (See Garcia awdlpassos, 1998.) i
ginning of the 1990s was characterized by persistenttially, the authorities increased the minimum average
inflation. Attempts to contain it, involving combina  amortization term for loans from 30 to 36 months
tions of price and wage controlsfats to tighten  and the time for reimbursement for income tax on
monetary policytax increases, freezes of bank de remittances abroad from 60 to 96 montiisey
posits, and sequestering of financial assets, werechanged the banking regulations to reduce dollar
generally unsuccessful. Inflationary expectations fu denominated liabilities and increase doli@nomi
eled by persistent government financing needs gavenated asset3hey prohibited funds obtained through
rise to a lage interest rate dérential, which, in permitted investment channels to be invested in
turn, led to accelerating capital inflows in the €on fixed-yield bondsWhen the market began to use
text of a tightly managed exchange rate regime. debentures to invest in fixed income assets, the au
These inflows were further facilitated by regulatory thorities prohibited inflows into debenturéschan
changes implemented in 1987-92, which amountednel for fixed income investments, the Fixed Income
to a further liberalization of capital inflows (in par  Yield Funds (FIYF), was created, subject to an“en
ticular, by giving foreign investors an exemption trance tax” on the initial exchange rate transaction
from domestic income tax on capital gains). (extended subsequently to financial loa#sy.the
Starting in mid-1993, the authorities began to in market adopted derivative strategies to invest into
troduce numerous control measures to reduce shortfixed income assets, investments through FIYF were
term capital inflows, with an emphasis on fixed in  banned shortly thereaftavhen market participants
come securitiesThe controls were intended to used various derivative products to provide fixed
maintain a suitable interest ratefdiential, while yields, the authorities subsequently prohibited a
minimizing currency appreciation pressures and broader range of fixed income-like securities, in
sterilization costsAs the Central Bank of Brazil cluding investment strategies involving derivatives
noted in its 1994nnual Report, that lead to predetermined returns (e.g., a BOAx
government securities, purchased under the permit
The impossibility of a more drastic reduction of the rate ted investment channels, were also used to obtain
differential between domestic and foreign assets, which fixed yields, the authorities subsequently restricted
would naturally discourage the inflow of foreign finan  these investments and extended the entrance levy to
cial savings, resulted in measures that would make it all portfolio investments in January 1994.
possible to attenuate the monetary impact of the foreign  More restrictions on foreign capital inflows were
sector without interrupting the process of integration put into place in conjunction with the Real Plan of
with international financial markets. July 1994, which was conceived as an attempt to
rein in inflation by influencing inflationary expeeta
Interest rates had to be kept at high levels to controltions. These and subsequent control measures aimed
aggregate demand in view of the lack of further fis at improving the quality of the capital flows to
cal adjustment. In addition to limiting the volume of Brazil by attempting to change their composition
inflows aimed at restricting arbitraging on short-
term interest rates, the measures also aimed at
changing the composition of the inflows away from  19A “box” strategy consists of trading four options (two calls
fixed income toward stocks and fixed investments, aSrjd tvzg DUtS)th?]tt:;a:i ;23 gf%rzergta titrithedQstliﬁi;y‘,ggt:rgt:geg:
and toward longeterm inflows. . arlt;l(jﬁqe:t FI)::il/cls to the conclusion thatgt/he return on the wh%le
The _ContrOIS took the form of a number of direct strategy must equal the riskless rate of return. In Brazil, this is the
and price-based measures and were continuously rerate on the interbank funds market.
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from short-term to long-term inflows, by either re accumulation of reserves also led to significant fis
stricting or banning investments in certain assets, in cal costs as inflows continued and the nominal ex
creasing the entrance tax on certain types of portfo change rate had to be repeatedly adjusted; about
lio inflows, or using other measures to increase the one-fourth of the massive negative fiscal shift that
maturity of permissible investments in Brazil.-Re occurred in 1995 (the operational fiscal balance
strictions were imposed on the size and maturity of moved from a surplus of 1.3 percent of GBR 994
export credit, which was seen as a channel to cir to a deficit of 5 percent of GDid 1995) was ac
cumvent restrictions on capital inflows. Capital-out counted for by higher net interest rate payments that
flows were also further liberalized. were incurred in connection with the sterilization

Following a temporary relaxation of controls on operations (Garcia andalpassos, 1998) he real
capital inflows after the Mexican crisis of early exchange rate appreciated significantlith a corre
1995, the authorities again raised the tax rates onsponding deterioration in the current account bal
certain inflows, extended the coverage of inflow ance (from close to balance in 1993-94 to a deficit
controls, and adopted ¢gfrentiated tax rates in  of 2.6 percent of GDi 1995 and 3 percent of GDP
versely related to the maturity of loans téeaf the in 1996). Howeverthe ratio of foreign direct invest
level, as well as the maturity composition, of the in ment to GDFhas increased.
flows that had returned to Brazil by the summer of The main lesson from the Brazilian experience
1995. Most remaining channels for short-term in  seems to be that thefedtiveness of capital controls
flows into fixed income investments and fixed in might be limited in an environment where the so
come-linked strategies, as well as foreign investors’ phistication of the financial markets reduces the cost
access to derivative markets in Brazil, were forbid of circumvention relative to the incentives for-cir
den outright; and minimum maturities were again cumvention. In the long run, repeated attempts by
raised Additional measures were introduced in early the authorities to restrict capital inflows were unsuc
1996 to prohibit investments that replicated fixed- cessful, since capital continued to find ways to enter
income results; to lengthen the minimum maturities the economyparticularly in view of the persistent
for all currency loans to three years; and to imposeincentives provided by interest ratefdientials that
an entrance tax on investments in privatization remained high in the absence of fiscal adjustment.
funds. Following a drop in the interest ratefelién
tial during 1996, the entrance tax was reduced in
April 1997 and some minimum maturities were Chile (1991-98)
again shortened.

It seems that neither the controls on inflows nor In response to the financial crisis of the early
the liberalization of capital outflows achieved their 1980s, the Chilean authorities embarked on a-com
goals of reducing the volume of net inflows, asimas prehensive program of structural and macreeco
sive capital flows continued to pour into the Brazil nomic reforms, aimed at reducing inflation; bringing
ian economy during the periéd.Given the exis the fiscal accounts into balance; and containing the
tence of well-developed financial markets, including current account deficit through an export-oriented
an active currency futures market as well as otherstrategy??2 Monetary policy was geared to limiting
overthe-counter derivatives markets, measures in inflationary pressures, with the real interest rate as
tended to change the maturity and composition of the operating t@et; exchange rate policy aimed at
flows were repeatedly circumvented through finan maintaining competitiveness, with a path for the real
cial engineering, giving rise to a growing need for exchange rate serving as an indicativgear
further restrictiong! Massive sterilization of a lge The external sector strengthened during 1984-88,

with the current account deficit cut from percent

of GDPin 1984 to 1 percent at the end of 1988, and

the economy grew at an average rate of 5.7 percent
" 20Monthly net private capital flows averaging $39 million be ~ during the five-year period. In response to the over
tween 1988-91 rose to a monthly average net flow of $970 mil heating of the economy in 1989, in part due to-a re
lion in 1992-95. During this period, the capital flows also seem |gxation of the fiscal stance in 1988, monetary policy
té)o;l)dr;gysnll)ég%nsst of short-term resources (see Cordoso and was tightened, which, combined with a fall in world

21y {addition to the “financial engineering” strategies men  INt€rest rates, an improvement in market. sentiment

tioned above, including investments in debentures, government toward Chile, and a generalized increase in the will

securities, and derivative products that replicate fixed income re ingness to lend to enging markets, resulted in a
turns, there has also been a massive increase in direct investment

in 1996, a significant part of which was attributed by the financial

press to fixed income investments disguised as direct investments

to avoid the restriction on capital inflows (Garcia Madpassos, 22A more detailed case study of Chil@xperience with the use
1998). of capital controls is provided #ppendix .



Chile (1991-98)

sumge in private capital inflows beginning in 1989. motivated a reduction of the rate. In September
This gave rise to a classical monetary policy 1998, the URR was suspended by reducing its rate to
dilemma,with a smaller number of independent in  zero percent.
struments than policy goal$he conflict resulted When the URR was introduced, Chile had made
from assigning monetary policy a domestic inflation great strides toward enhancing the prudential frame
target while assigning exchange rate policy an exter work for the financial system and strengthening
nal current account tget. When capital flows are  macroeconomic policies, in particular fiscal policy
largely deregulated, monetary and exchange ratewith fiscal balance shifting from a deficit to a sur
policy cannot, of course, be set independently plus.These policies were continued and further-rein
The initial policy response was sterilized foreign forced during the 1990§.he URR was also sup
exchange intervention and a tightening of fiscat pol ported by a restrictive regulatory framework for
icy. While sterilization of most of the intervention international transactions, while the concomitant
helped prevent a monetary expansion, this policy gradual liberalization of capital outflows was-ex
imposed sizeable costs on the central bank, reflect pected to relieve the pressure on net capital inflows.
ing the diferential between the interest cost of steril It is not cleay howeveyr whether the latter was-in
ization and the return on foreign assets (roughly 1 deed helpful. Concerning external policies, the au
percent of GDRinnually during the 1990s). In June thorities followed a flexible exchange rate policy
1991, the authorities introduced selective controls onwhich allowed for an orderly real appreciation of the
capital inflows in the form of a 20 percent URR on currency and a gradual widening of the crawling ex
foreign borrowing; a minimum stay requirement for change rate band. In the meantime, monetary policy
direct and portfolio investments from abroad; some continued to be restrictive.
regulatory requirements for domestic corporations The strengthening of the prudential framework for
borrowing abroad; and extensive reporting require the financial sector was a critical component of the
ments on banks for capital transactions. Supportingprogram of economic reforms. Over the years, Chile
policies included a liberalization of capital outflows has developed a prudential framework for the finan
starting in the early 1990s, a further widening of the cial sector that establishes high disclosure standards;
exchange rate band, and the continuation of a strongstringent rules for loan classification and provision
fiscal policy ing; strict limits on connected lending and on banks’
The URR was expected to discourage short-termexposure to foreign exchange risks; and clear proce
inflows without afecting long-term foreign invest  dures for the correction of liquidity or solvency
ments and to increase the autonomy of monetaryproblemsThe sound position of the banking system
policy in order to minimize the f&fct on the ex is reflected in the low level of nonperforming loans
change rate of a tight monetary standee accumu (1.68 percent of total loans as of March 31, 1999); a
lation of short-term debt, as well as an excessive ap comfortable level of provisions for bad loans (provi
preciation of the currengyvould, in the authorities’  sions are 127 percent of nonperforming loans);-com
view, render the economy vulnerable to shifts in pliance of all banks with the Bank for International
market sentimenAdditionally, the URR would dis Settlements (BIS) capital adequacy ratio; and an av
courage excessive capital inflows and reduce theerage capital adequacy ratio for all banks bf51
risks faced by institutions intermediating these percent.
flows. The authorities have also stressed the particu  No firm conclusions have yet been reached on the
lar circumstances of small and open egirey coun effectiveness of the Chilean controls, and patticu
tries, including Chile, which could not address-pol larly the URR, in achieving their intended objec
icy dilemma they were facing with traditional tives.The many quantitative studies that have at
policies. From this perspective, capital controls are atempted to assess thdestiveness of Chilg’ capital
second-best policy response to a market failure. controls empirically have also failed to provide firm
The URR, an indirect or market-based capitalcon conclusions, owing partly to data deficiencies and
trol, was designed to indirectly tax short-term capital methodological dficulties. A number of quantita
inflows (a form of aTobin tax).Initially, the URR tive studies found some evidence that the URR had
covered foreign loans (except for trade credit), but enhanced the autonomy of monetary policy by -help
over time its coverage was extended to nondebting to maintain a wedge between domestic and ex
flows that had become a channel for short-term-port ternal monetary conditions (the fifential of real
folio inflows (i.e., foreign currency deposits in com interest rates over international rates rose from 3.1
mercial banks, secondary depository receipts, andpercent in 1985-91 to 5.2 percent in 1992-97), al
foreign direct investments of a potentially speeula though one recent work suggests that the URR had
tive nature)The rate of the URR was raised from 20 only a small and temporaryfe€t on interest rate be
percent to 30 percent, until a decline in capital in havior Furthermore, although the broad policy mix
flows, reflecting contagion from th&sian crisis, was not much changed since the late 1980s despite
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episodes of sustained capital inflows, it has been ar

In assessing the experience of Chile, it is impor

gued that other factors may have been at play intant to keep in mind that the use of capital controls in

maintaining the interest rate gap. In particutam
tinued sterilization operations may havdeafed

Chile has been part of a broad program of economic
reforms involving a coherent set of macroeconomic

short-term interest rates (Nadal-De Simone andand structural policies implemented throughout the

Sorsa, 1999 he available data, as well as the quan

1990s.A striking feature of the path followed by

titative studies, provide no discernible evidence that Chile is an early recognition of the significance of fi

the URR had an &fct on the exchange rate path or
on total capital inflow$3 The efect of the URR on
total inflows has been found to be mostly “on-im
pact”—that is, when it was introduced—and the
magnitude of the é&fct has been either small or
short-lived.There is also some evidence that the
URR has altered the composition of capital inflows.
Official data indicate that the share of short-term in
flows in total inflows declined significantly over the
relevant period# although quantitative studies are
not unanimous on thefett that URR had in this de
velopment. Lage discrepancies betweetfical sta

nancial reforms—with a view to establishing a
sound prudential framework and a strong credit cul
ture—for the success of a program of economic re
forms. The skillful coordination of structural and
macroeconomic policies allowed Chile to achieve
the policy objectives that had been set forth in the
mid-1980s, including a gradual and steady lowering
of inflation from more than 25 percent to about 4
percent a year; high output with GPowth of
more than 7 percent a year; and a much improved
current account position with a deficit on average
slightly above 3 percent of GDRlthough deficits

tistics on short-term debt and data collected by otherwere higher in the period 1996-98he immediate

sources (BIS/Wrld Bank) also need to be recon

cost was a fairly restrictive and complex framework

ciled, as the latter suggest that the ratio of short-termfor international transactions, which required a
debt to total debt in Chile rose sharply in the 1990s strong enforcement capacity at the central bank.
after the imposition of the URR (Nadal-De Simone Whether or not the URR delayed progress in resolv

and Sorsa, 1999).
The earlier studies on thefedtiveness of Chilean

ing the monetary policy dilemma faced by Chile is
an important question that no study has attempted to

controls ague that several factors may have played a analyze.

role in limiting the effectiveness of the URR.hese
include the partial coverage of short-term flows, in

particular the exemption of trade credits; the dy Cgolombia (1993-98)

namic response of optimizing agents in the context

of a sophisticated financial system; andidifities
of enforcementThe Chilean authorities have also
acknowledged that

... since the URR was not universally applied to all for
eign capital inflows, the regulations tended to lose their
effectiveness over time, as ways of circumventing them
were developed channeling the inflows through ex
empted windowsTo partly compensate this trend, the

Beginning in the early 1990s, Colombia experi
enced a swe in private capital inflows, including
debt-creating flows and foreign direct investn#@nt.
These inflows increased from 0.2 percent of GDP
1990 to more than 7 percent of GIDPL997, and av
eraged nearly 4 percent of G@Pyear26 The in
crease in inflows followed the implementation of a
comprehensive program of structural reforms, which
included a wide-ranging liberalization of the-ex

regulations were amended, and some of the identified change and trade system; the dismantling of interest
gaps were closed and the coverage increased, othersate controls; financial sector reform that allowed

could not be fixed because of legal limitations or the
strong action of the lobbie$he revisions proved to be
insufficient to efectively close the loopholes, and the
effectiveness deteriorated over time. (Le Fort, 1999,

p.4).

23The real dective exchange rate of the Chilean peso centin

full foreign ownership of banks and strengthened
bank supervision and regulation; a new financing
strategywith an emphasis on domestic financing for
the public sector and foreign direct investment for
the private sector; a tightening of credit conditions;
and a reduction in the rate of crawl of the currency
aimed at lowering inflationWhile the inflows

ued to appreciate at an average rate of 4 percent a year from 1991 25Capital flow figures used in this section are based on fhe of
to mid-1997; and average capital inflows amounted to 7.3 percent cial balance of payments released on the basis of the fourth edi

of GDPin 1990-95 and1l 3 percent in 1996-97, before falling in
1998.

24The share of medium- and long-term capital increased from
about 23 percent of total inflows in 1990 to 62 percent in
1997-98 (see Le Fort, 1999).

tion of the IMF5s Balance of Payments Manual

26The GDPratios used here refer to the old GBd#ties, based
on a 1975 surveyolombia has recently introduced important re
visions in GDPbased on a new survey yea994, and GDRBata
in the pre-1994 period have not been linked to the new series.



Malaysia (1994)

played an important role in financing the widening the deposits). Certain trade credits were made sub
current account deficit, they also exerted upward ject to the URR. Following th&sian crisis, the URR
pressure on the exchange rate and raised concernwas substantially reduced to contain downward real
about the loss of competitivene§he authorities  exchange rate pressures.

took a number of measures to limit the destabilizing Despite the imposition of the deposit requirement,
effects of the capital inflows. private capital inflows remained strong, increasing

Initial policy responses included intervention with from 5 percent of GDIh 1993 to 8.4 percent of
partial sterilization through aggressive open market GDPin 1996. Debt-creating flows remained strong
operations in the form of sales of central bank secu but broadly stable at 3.2 percent of GBiPaverage
rities. Howevey large-scale sterilization substan  during the period 1993-96, compared with 1 percent
tially weakened the position of the central bank, and of GDPin 1992. Howeverthe maturity structure of
prompted the adoption of alternative measéftés. the private external debt stock changed: the share of
addition, sterilized intervention through aggressive medium- and long-term debt rose to 70 percent of
open market operations to mop up excess liquidity the total external debt stock in 1996, from 40 percent
increased interest rates, which in turn attracted-addi in 1993.
tional capital inflowsAn expansionary fiscal policy A number of quantitative studies examined the ef
put additional pressure on monetary pgliaghich fectiveness of the URR in Colombia. Cardenas and
was attempting to keep interest rates. lawthe end Barrera (1996) and Ocampo Gaviria and Mora
of 1991 the peso was devalued, restrictions on-capi (1999) arrived at conflicting conclusions about the
tal outflows were eased furtheand import liberal effect of the URR on total inflows. Howevdhey
ization accelerated. found that the URR played an important role in

In response to the sustained pressures, the authorilengthening the maturity of Colombsadebt At the
ties adopted a new strategy aimed at discouragingsame time, the URR may have contributed to a shift
capital inflows, and especially short-term inflows. away from debt-creating inflows and toward other
First, they established, in July 1992, a 10 percentsources of financing that were exempt from the-con
withholding tax on transfers and nonfinancial private trols, such as foreign direct investment. Caution is
services, aimed at reducing the use of certain currentalso warranted in assessing thieetfiveness of the
account transactions for speculative purpé8ds URR in lengthening the maturity structure, as the
large-scale capital inflows continued through 1993, imposition of the URR coincided with the introduc
capital controls in the form of a URR on external tion of the exchange rate band, which may have con
borrowing were introduced in September 1993. tributed to reducing the short-term flows. No study
Shortly after in early 1994, a crawling band regime has attempted to assess tHeafof the URR on the
was introduced (formalizing the de facto arrange volatility of capital flows.
ment that had been maintained since late 1991), with
the width of the band set &t percent and the rate of
crawl (the slope) of the band based on expected in Malaysia (1994)
flation differentials with trading partners.

The URR is based on certificates issued by the From 1990 to 1993, the Malaysian economy
central bank, initially denominated in foreign-ex recorded unprecedented levels of capital account
change and redeemable in domestic currency after asurpluses, led by both long-term and short-term cap
holding period of 18 months. In anfeft to taget ital inflows 29 Private net inflows of long-term capi
short-term inflows, the URR was limited to loans tal rose from 5.7 percent of GDi# 1990 to 8.2 per
with maturities up to 18 month¥he URR was sub cent in 1993, while net short-term inflows increased
sequently modified several times to betteigédr  from 1.2 percent of GDRb 8.9 percent during the
short-term inflows (with higher rates applied to same period. Strong underlying economic funda
shorter maturities); the implied tax was adjusted to mentals contributed to long-term inflows, while
reflect changes in external and domestic conditionsshort-term inflows (mainly in the form of external
(including changes in the URR rate, in the maturity borrowing by commercial banks and increased
of foreign borrowing subject to it, and in the term of placements of ringgit deposits by bank and nonbank

foreign customers with Malaysian banks) were
boosted by relatively high interest ratefeliéntials
" 27_osses at the central bank amounted to 0.8 percent oficDP  IN favor of Malaysia and market expectations of
1991.

28The withholding tax is a foreign exchange tax similar to the
one considered bijobin; the effective tax rate depends on the in
terest rate as agents can claim amounts paid against future tax 29The discussion of this experience draws on “Malagsie

payments (Cardenas and Barrera, 1996). Under IMF jurisdiction, cent Experience with International Capital Flows,” which ap
the measure gave rise to a multiple currency practice. peared in IMF (1995), and &iillard Working Group 2 (1998).
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ringgit appreciation in the context of a stable ringgit trade-related bid-side swaps or forward transactions
policy. with nonresident8! (3) asymmetric open position
In managing these heavy capital inflows, the au limits, that is, ceilings on bankset liability post
thorities were faced with a tradefdfetween the  tions excluding trade-related and foreign direet in
need to keep interest rates high to contain inflation vestment flows, were imposed, aimed at curtailing
on the one hand, and the need to discourage shortbank foreign borrowing to engage in portfolio or
term inflows on the other hand. Such inflows were nontrade transactions; and (4) commercial banks
viewed as highly reversible and speculative in na were required to place with the central bank the-ring
ture. In particularinflows related to purchases of git funds of foreign banking institutions maintained
debt securities and increases in external liabilities of in non-interest-bearing accounts—these funds were
commercial banks were more problematic, to the ex subsequently included in the eligible liabilities base
tent that interest rate défrentials remained high. of commercial bank& These measures were sup
Apart from the macroeconomic risks of overheating plemented with some easing of interest rate policy
associated with the rapid expansion of bank re and curtailing of sterilization operations, as well as
serves, lage capital inflows also entailed certain fi with some prudential regulations to address the li
nancial sector risks, including a deterioration in assetquidity situation—including a redefinition of banks’
quality. eligible liability base to also include all inflows of
Against this background, priority was given to funds from abroad (thereby making such inflows
dealing with the destabilizing inflows and restoring subject to reserve and liquid asset requirements).
stability in the financial markets with a combination ~ While the efect on economic variables was not
of monetary and exchange control measures. In viewinconsistent with the objectives, the immediate-mar
of the authoritiestoncern about the potential-ad ket reaction to the 1994 measures was negative, re
verse impact on trade and investment of a sharp apsulting in a depreciation of the ringgit and a cotrec
preciation of the ringgit, the initial policy response tion in the stock market. Howevehe controls were
was to sterilize the inflows as opposed to allowing intended to be temporarfhe authorities recognized
for greater flexibility in the exchange raféhe ster that if the controls remained in place for too long,
ilization, howeverturned out to be costlgiven the market distortions could eng®. Hence, by the end
shortage of government paper and thus the need tmf 1994, most of the controls were lifted, and the au
issue Bank Negara Malaysia bills to conduct open thorities considered that they had achieved their ob
market operations, as well as ifeetive, as steriliza jectives of containing the short-term inflows and the
tion operations kept interest rates high and thus con monetary expansion and restoring stability in the
tinued to attract capital inflow.The authorities re foreign exchange markethe prudential measures
sorted to additional direct monetary instruments, remained in place. Broad monetary aggregates de
including successive increases in the statutory re celerated markedly in 1994, the capital accourt sur
serve requirements as strong capital inflows- per plus declined sharply—reflecting a marked reversal
sisted. Fiscal policy remained tight. in short-term inflows in the second half of 1994
Given the persistence of inflows and concerns (particularly in new external liabilities of the bank
about a loss of control over monetary aggregates andng system)—and long-term investment flows were

inflation, and instability in the financial markets, the
authorities introduced a number of direct and regula
tory capital control measures in early 1994e
measures were specifically designed to limit short-
term capital inflows in the form of bank foreign bor
rowing and ringgit deposits by bank or nonbank for
eign customers: (1) residents were prohibited from
selling Malaysian money market securities with less
than one year maturity to nonresidents; (2) commer
cial banks were prohibited from engaging in non-

30ln 1992, the monetary authorities absorbed approximately
RM 24 billion of excess liquidity from the banking system,
equivalent to 90 percent of the outstanding stock of reserve
money and in 1993, about RM 40 billion of bank liquidiggquiv
alent to 1.5 times the stock of reserve mowegording to the
Annual Reports of Bank Negara Malaysia for 1993-94, the
“quasi-fiscal” costs of sterilization were substantial (see,IMF
1995).

comparatively undécted.The controls were thus
apparently déctive in reducing the volume, as well
as changing the composition of, the capital inflows.
However the narrowing interest rate tifentials
and the curtailment of sterilization operations may
also have contributed to the slowdown in short-term
inflows .33

31A ringgit bid-side swap transaction comprises all forms of
forward purchases of foreign currencies against ringgit, including
outright forwards and options or spot transactions that are rolled
over to synthesize a forward transaction. Prohibition of commer
cial banks to engage in non-trade-related bid-side swap -or for
ward transactions with nonresidents aims to curtail speculative
activities of ofshore agents seeking long positions in ringgit in
expectation of a ringgit appreciation.

32This measure &ctively resulted in a negative interest rate
being imposed on these deposits, thereby further discouraging the
excessive inflows of such funds.

33The interest rate dérentials even became negative in 1995.



Thailand (1995-97)

Malaysias experience illustrates the increased laxed regulations and various tax incentives encour
complexity of monetary management in integrated aged residents to borrow throughTite remainder
financial marketsThe main lessons suggested by of the short-term inflows consisted of nonresident
Malaysias experience with the use of inflow eon baht accounts held lgely by foreign financial insti
trols are (1) the importance of following a consistent tutions, and short-term debt securities issued mainly
monetary and exchange rate policy mix in such an by finance companies.
environment to avoid excessive and destabilizing The growing size and volatility of these inflows,
capital inflows; and (2) the potentiafeftiveness of  particularly in early 1995, not only threatened the in
controls on inflows when the controls are accompa flation outlook, but also complicated the implemen
nied by steps to strengthen prudential regulationstation of monetary policy in an environment with a
and an appropriate monetary policy (in this case, al fixed exchange rate and a paucity of indirect mone
lowing interest rate diérentials to narrow or vanish tary policy instruments. Fiscal policy was relatively
and curtailing sterilization operations, which; to tight and the exchange rate peg was maintained on
gether with the controls, served to address the initial the grounds that it had fostered credibility and stabil
monetary policy dilemma that was facing the au ity. The authorities also refrained from a more ag
thorities). gressive liberalization of capital outflows.

Given the limited policy options, the authorities
attempted to cope with capital inflows through a
Thailand (1995-97) combination of monetaryprudential, and market-
based capital control measureB slow credit

Reflecting in part a pickup in global economie ac growth and reduce the inflationary impact of the in
tivity, the Thai economy started showing signs of flows, they raised the policy rate in March 1995; ex
overheating in mid-1993, despite the authorities’ tended the coverage of the credit plan to include
tight financial policies. Demand pressures were larger finance companies and the BIBF banks; re
manifested in higher inflation and some widening of duced loan-deposit ratios in cases where the ratio
the current account deficit, prompting the authorities was above average; and stepped up sterilization op

to tighten monetary and fiscal policiekhe combi erations. Some measures more directhgeatng
nation of a pegged exchange rate since 1984 andcapital flows were introduced August 1995These
highly liberalized capital inflow84 along with lage consisted of (1) asymmetric open position limits for

interest rate dferentials, created strong incentives short and long positions (with smaller limits on short
for interest rate arbitrage and contributed to episodesforeign currency positions in an attempt to diseour
of high and volatile net capital inflow$he inflows age foreign borrowing abroad); (2) a reporting re
were predominantly short-term (about 60 percent of quirement for banks on risk control measures in for
the total in 1993), mainly in the form of short-term eign exchange and derivatives trading; and (3) a 7
borrowing by banks (as the main channels for inter percent reserve requirement (held at the central
mediating financial resources in the absence of a de bank) on nonresident baht accounts with less than
veloped private bond market), and especially one-year maturity and on finance compangsrt-
through the Bangkok International Banking Facili term foreign borrowing® Additional constraints
ties (BIBF)35 The latter was opened in 1993:-re were imposed on banksbnpriority lending in for
eign exchange on concerns about the sectoral credit
e . . allocation, as well as a rise in banksteign cur
4Capital inflows were actively promoted at a relatively early I
stage (1985-86, 1990-95), while outflows were liberalized only rency EXposureThe authorities also resorted to

gradually (1990-92, 1994). Inflows through portfolio and equity Moral suasion by seeking cooperation from cormmer

investments were permitted freglyhile portfolio and foreign di cial banks and licensed the BIBF to lengthen the ma

rect investment outflows were subject to restrictions. Bdioks’ turity of their borrowings, especially through the

eign borrowing was unrestricted other than by net open position BIBF

limits, while that by residents could be contracted freely except ) .

that proceeds needed to be repatriated to authorized banks or | he€S€ measures seemed to contribute to a slow

placed in foreign currency accounts. down in economic activity initially and in bank for
35The dominance of capital inflows by short-term flows was eign borrowing_ Howevelinflows picked up again

also a feature of the other countries in the region. In Korea, al toward the end of the yeain part reflecting a de

though short-term inflows were liberalized gradually and selec - - - . .
tively, the regulations created a bias toward channeling inflows cline in U.S. interest rates. Net total capltal inflows

through banks, which tended to borrow short term. In Indonesia,

short-term inflows rose after 1994, although the regulations did

not seem to promote short-term inflows deliberately and limits 36While the reserve requirement for resident and nonresident
were imposed in 1992-96 on foreign borrowing by banks and pri  baht account balances with a maturity of less than one year was
vate and state-owned companies. In Malaysia, the share of short-the same, the rule on how the reserve requirement could be met
term inflows in total increased sharply in 1991-93, prompting the differed between these deposits, thereligctiing the relative
authorities to impose controls on short-term inflows (see above). cost of funding.
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rose stronglywith the capital account surplus rising
from 8.5 percent of GDih 1994 to 13.1 percent of
GDPin 1995, owing to an increase in both short-
term and longeterm inflows. Private longeterm
capital flows almost doubled in 1995 (to $8.1- bil
lion, from $4.6 billion in 1994), mainly on account
of portfolio investment. Short-term capital inflows
rose strongly toward the end of 1995 (amounting to
$12.7 billion in 1995, up from $7.4 billion in 1994),
reflecting inflows through rapid growth of nonbank
borrowing, as well as through growing arbitrage ac
tivity by foreign banks in the forward market with

(3) lengthened the maturity of BIBF loans (the share
of long-term loans rose from 14 percent in 1995 to
34.3 percent in 1996); (4) reduced the share of short-
term debt in total debt (from about 50 percent to 43
percent), and (5) mginally reduced the growth of
nonresident baht accounts. It isfidifilt, however to
isolate the impact of the controls from those of the
deterioration in investor confidence and other exter
nal factors. Moreovethe true maturity of capitalin
flows is often only weakly related to their maturity
as measured in balance of payments statistics.
Whatever impact these controls may have had on

the currency basket having become increasingly the volume or maturity composition of capital in

transparent to trade?s.

The persistent growth in net total and short-term
capital inflows in 1995 prompted the authorities to
introduce a second round of measure&pnil-June
1996, consisting of a number of reserve reqguire
ments (held at the central banK)he authorities
feared that a more flexible exchange rate policy

flows, Thailand subsequently experienced a sharp
reversal of capital flows and an economic downturn.
The controls also failed to discourage banks from
channeling inflows to unproductive sectors with no
foreign exchange earning potential. (S&f@ul-
swasdi, 1998.) Despite tighter net open position lim
its and constraints on bankereign exchange loans

would lead to an exchange rate appreciation, a deteto nonpriority sectors in 1995-96, only about half of
rioration in the current account, and a weakening of banks’foreign currency loans were granted to-for

the banking system, which haddarunhedged fer
eign exchange exposur&fie 7 percent reserve-re
quirement was extended to nonresident baht berrow

eign exchange generating sect®is was observed
in a number of other countries in the region, pruden
tial regulations seem to have been violated in the ab

ing with a maturity of less than one year and to new sence of adequate enforcement and disclosure.

short-term dshore borrowing of maturities of less
than one year by commercial and BIBF baisa

Thailands experience with lge-scale capital in
flows may ofer a number of useful points. Firit;

prudential measure, the minimum capital adequacynancial sector reform lagged behind capital account

requirement for commercial banks was also raised.

Total net inflows subsequently fell, with medium-
and long-term inflows continuing to rise and short-
term inflows (particularly bank$oreign borrowing)
falling sharply

Overall, the regulatory controls imposed on eapi
tal inflows in 1995-96 seem to ha{® reduced net
capital inflows intoThailand; (2) reduced the share
of short-term net inflows from 62 percent of total
capital inflows in 1995 to 32 percent in 1996;

37A possible channel for such inflows is that, in the absence of

liberalization. Second, liberalization of short-term
flows, combined with high domestic interest rates
and an implicit exchange rate guarantee, led to a sub
stantial and unsustainable buildup of short-term lia
bilities by banks and nonbanKghird, the capital
controls were not an fefctive substitute for more
fundamental policies. Fourth, reliance on capitalcon
trols may have delayed a much needed move toward
greater exchange rate flexibility and the adoption of
adequate indirect instruments of monetary policy

38Net open position limits were reduced in late 1994 and the

adequate indirect monetary instruments, the central bank sterilized criteria for calculating net open positions were tightened in

inflows through foreign exchange swaps, which involved setting a
forward exchange rate that did not deviate significantly from the
spot rate. Moreovethe 1995 measures to limit short-term inflows
exempted borrowing for trade financing, overdrafts, and liabilities
arising from currency trading and derivatives activities.

1995-96; in particulacommercial loans to certain sectors could
only be partially included as foreign assets unless borrowers fully
hedged the exchange rate risk and foreign exchange loans to cer
tain high-risk sectors were excluded from assets in calculating net
positions in 1996.



VI Experience with the Use of Capital
Outflow Controls in the Context of
Financial Crises

Malaysia (I997—Present) tage of the lage interest dierentials created by the
swap limits#0 The flow of ringgit funds déhore led
Malaysia is a highly open economy; and its ap to an increase in domestic rates, accelerating the
proach to economic development has traditionally economic contraction and exacerbating th&odif-
included the liberalization of capital flows.Fol- ties in the corporate and banking sectors.
lowing the periodic reviews of exchange controls  Against this background, and after substantial
and their elimination in 1986-87 and 1994-96, the amounts of capital outflows had already taken place,
capital account was generally opened. Portfolio in the authorities imposed a number of administrative
flows were free of restrictions; portfolio outflows exchange and capital control measures in September
were also free except for resident corporations with 1998 aimed specifically at containing ringgit specu
domestic borrowing; and no restrictions, except for |ation and the outflow of capital by eliminating the
net foreign exchange open position limits, applied to offshore ringgit market and at stabilizing short-term
banks’foreign borrowing or lending in foreign ex  capital flows.The measures also sought to increase
change. Net open positions, howewere mon monetary independence and insulate the economy
tored closely and residentigreign currency ber  from the prospects of a further deterioration in the
rowing was subject to limits. Borrowing in excess of world financial environmenfThe authorities were
these limits required approval, which was cendi concerned that, otherwise, interest rates would have
tional on a projecs foreign exchange earning poten to be kept high for a prolonged period, with harmful
tial. Cross-border activities in ringgit were also effects on economic activity and the banking system.
treated liberallyincluding the use of ringgit in trade, The measures were designed to eliminate all po
financial transactions with nonresidents, antt of tential avenues for taking speculative positions
shore trading in securities listed on local exchanges.against ringgitThough they excluded foreign direct
As a result, an active fshore ringgit market devel  investment flows and current international transac
oped, with the bulk of ringgit cross-hedging taking tions, they closed all channels for the transfer of
place ofshore. Until 1997, local banks could pro  ringgit abroad, required repatriation of ringgit held
vide forward cover against ringgit to nonresidents, abroad to Malaysia, blocked the repatriation of port
facilitating arbitrage between domestic antblbre  folio capital held by nonresidents for 12 months, and
markets. imposed restrictions on transfers of capital by-resi
Following the onset of thasian crisis, the ringgit  dents.The controls were supported by additional
came under significant pressure in 1997, along with measures to eliminate potential loopholes (prohibit
the other currencies in the regidine crisis revealed ing the trading of ringgit assetdfstiore, announcing
structural weaknesses in the reg®obanking sys  demonetization of lge denomination ringgit notes,
tems and led to a general reassessment of regionahnd amending the Companigst to limit dividend
lending risks. Ofhore currency traders took short payments)The authorities also pegged the ringgit to
positions in ringgit in anticipation of a depreciation;
and ofshore ringgit rates increased relative te do
mestic rates, inducing an outflow of fund$ie au 40These types of limits on banksvap operations with nonres
thorities temporarily broke the link between the do idents have been used by central banks in many other countries to

mestic and dEhore rates by imposing limits on curtail speculative attack3he rationale for these limits is that
the interest rate defense during a speculative attack normally im

ringgit . non-trade-related swap transactlons_ with poses high interest costs on both speculators and on the rest of the
nonresidents (August 1997), but outflows continued economyTo mitigate this cost, a central bank may try to ghar
through various unrestricted channels to take advan speculators higher rates. If speculators are nonresidents who en
gage in foreign exchange swaps with domestic banks, the central
bank can try to achieve this by either banning (or limiting) such
39A more detailed study of this episode is providedppen swaps, or insisting that heavy forward discounts be imposed on
dix 111 the forward legs of such swaps (see JNI§97).
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the U.S. dollar (following a managed float since July Speculative pressures on the ringgit have been
1997), further relaxed monetary and fiscal policies absent since the controls were imposEdus far

to support economic activitand accelerated the fi  there is also no sign that parallel or nondeliverable
nancial and corporate sector reforms that had-com forward markets are engng, and there have been
menced in early 1998 to deal with the weak financial relatively few reports of circumvention. Preliminary
institutions and strengthen the banking system. indications are that the exit levy may have con

On February 4, 1999, the authorities replaced thetributed to an improvement in investor confidence,
12-month holding restriction on repatriation of port as market participants viewed the levy (a market-
folio capital with a declining scale of exit levidhe based control) as an improvement over an outright
levy applied to principal or profits of nonresidents’ prohibition of repatriation of investmeftBut neg
portfolio investments, depending on whether the ative investor reaction to the controls has not been
funds were brought in before or after February 15, fully overcome, as evidenced by a decline in new
1999, respectivelymaking it possible to withdraw foreign direct investment and some disinvestment.
funds while penalizing early withdrawalShe au The containment of capital outflows reflects a
thorities noted that the rules were meant to “encour combination of factors.The wide-ranging and
age existing portfolio investors to take a longer view strictly enforced controls in place prior to the revi
of their investments in Malaysia, attract new funds sion of the control regime in February 1999 certainly
into the countrywhile at the same time discouraging played a role. But prudent macroeconomic policies,
destabilizing short-term flows.” In addition, “the rapid progress in financial sector reform, improved
rule was designed to allow smoother outflow of economic prospects, the general return of confidence
funds, rather than a sudden and massive outflowin the region, and the ex post undervaluation of the
upon the expiry of the one year holding period” in ringgit relative to other regional currencies were also
September 1999. important. Overall, the controls appear to have pro

The exit levy on profits from portfolio invest  vided a breathing space in which to implement more
ments exempted dividends, interest earned, and profundamental policy reforms.
ceeds related to current international transactions The results achieved so fédwowevey do not seem
and foreign direct investment flows. Certain invest to have come without costlthough domestic busi
ments in growth and technology shares listed in aness viewed positively the relatively greater stability
separate stock exchange were also exempted. Hencaf the ringgit and faster cuts in interest rates that
the levy is expected to fall primarily on capital gains were facilitated in part by the controls, the reaction
in equity investments. Other forms of portfolio capi of international financial markets has been more
tal flows (including nonresident investments in negative.The confidence of international investors
short-term instruments, bank deposits, bonds, deriv in Malaysia has weakened relative to other countries
atives, and property investments) will be less af in the region.The cost of funding from foreign
fected, as interest payments comprise gelashare  sources has increasétforeign direct investment
of the return on such investmernit$is suggests that
the profit levy may provide only limited protection
from volatile flows.

It is difficult to disentangle the impact of 1998, following the implementation of the one-year holding pe
Malaysias capital controls from broader interna  riod for portfolio investment, &éctive from September 1998 (see
tional and regional developments, since the patternBank Negara Malaysia, 1998). Moreoveet outflows from

. . overseas investment by Malaysian-owned companies atso de
of Malaysias economic performance from the onset (jineq (10 RM 3.1 billion in 1998 from RM 8.2 billion in 1997),
of the crisis has in many respects been similar to thatreflecting the slowdown in economic activity and uncertainty in
of other countries in the region. Nevertheless; pre the region, as well as the governmentirective to defer overseas
liminary evidence suggests that the controls have ZEeene e e ohange sontrol regulations on
been eﬁeCFlve in eliminating the é¢hore ringgit oversea>s/ investmengt' sincegSeptemberngQB. Howageinfor-
market,which was the locus of much of the speeula mation is available to gauge whether this is a possible eonse
tive activity. In conjunction with the 12-month held  quence of substantial outflows of capital having already taken
ing period and restrictions on resident outward in place before the controls were imposed in September
vestments, the suppression of thésbbre ringgit 42Notwithstanding some early repatriation of funds after is in

ket efectivel trained ital tflovis troduction and subdued stock market performance until early
market etectively constrained capital outfiows. April, Malaysia has started to receive net capital inflows, the

stock market picked up, accumulation of reserves resumed since
March, its credit ratings were upgraded, and discussions for its
41\While short-term capital account recorded a substantial net reinclusion in key investment indices were initiated.
outflow of capital overall in 1998 (RM 21.7 billion, compared 43The yield diferential on the recent sovereign bond issue was
with a net outflow of RM 1.3 billion in 1997), reflecting |ge somewhat lager than in KoreaThailand, and the Philippines,
outflows of portfolio investment in the second and third quarters Whereas in previous years, sovereign bond spreads had generally
of 1998, short-term capital flows stabilized in the last quarter of been the same or lower




Spain (1992)

continues to be relatively weak, and the strict imple sure, reflecting not only the general tensions within
mentation of the controls imposed significant ad the ERM, but also the weakening of the credibility
ministrative costs on investors, commercial banks, of Spains exchange rate peg (maintained within a
and the authorities. Spot, forward, and futures-mar +6 percent fluctuation band since 1989A weak
ket activity fell significantly possibly hampering ap  fiscal position, high unemployment, and the widen
propriate hedging and risk management by marketing of the current account deficit contributed to this
participants. loss of credibility which in turn provided only lim
ited room for a credible interest rate defense of the
currency The peseta was subsequently devalued
Spain (1992) within the ERM on September 17, 1992. Downward
pressure on the currency continued, but further im
After joining the European Community (EC) in mediate realignments were fidult owing to the
1986, Spain progressively liberalized its capital ac generally high level of tensions within the ERM,
count in line with EC requirements, while moving where decisions on changes in exchange rates were
forward with financial sector reform. Prior to 1986, subject to agreement with other members of the sys
tight controls on capital flows were maintained on tem. In view of the authoritieglesire to remain with
concerns that free capital flows might disrupt do the ERM and their commitment to EMU, they opted
mestic financial markets and reduce monetary pol to introduce a number of market-based controls on
icy autonomy Following membership in the Euro  short-term capital flows on September 22, 1992.
pean Union, Spain gradually liberalized long-term Sharp interest rate increases to defend the currency
foreign borrowing by the private sector (within-cer at this point were seen as counterproductive in-man
tain limits), inward and outward foreign direct in  aging the speculative pressures.
vestment, foreign exchange operations of commer The controls consisted of several compulsory
cial banks, outward investment in medium- and non-interest-bearing deposit requirements on do
long-term securities, forward operations, issue of mestic banksA speculative attack typically re
foreign assets in domestic markets, and resident for quires a speculator to establish a net short position
eign exchange accounts. in domestic currencyThe measures adopted were
Greater integration with international capital mar designed to interfere with such position-taking by
kets, and high interest rate féifentials associated requiring banks to deposit with the central bank at
with tight monetary policyled to a suge in capital zero interest a proportion of any net short position
inflows. In response, some restrictions were reim in domestic currency (or long position in foreign
posed in the late 1980s, mainly on short-term flows: currency).The specific measures required domestic
authorization requirements on all new foreign-bor banks to place with the central bank a one-year
rowing by residents with a maturity of less than one non-interest-bearing deposit of an amount in pese
year—subsequently extended to three years—andas, equivalent to 100 percent of (1) the increments
unremunerated deposit requirements on all foreignfrom the September 22 same-danext-day and
borrowing by banks and residenfhese restric two-day value (i.e., spot) long foreign currency po
tions allowed monetary policy to pursue both do sitions against pesetas; and (2) the increments in
mestic and external objectives, while protecting do loans and deposits to nonresidents denominated in
mestic financial markets, which were not yet fully pesetasThe measures also included a 100 percent
developed.The restrictions were abolished in reserve requirement on the increments in peseta-
1990-91, and all remaining capital controls were denominated liabilities of domestic banks (national
lifted by February 1992, ahead of the schedule es and foreign) with their branches, subsidiaries, and
tablished by EC directive3he liberalization of the  parent companiesihese requirements were thus
capital account was followed by an increase in-capi designed to limit capital flows by making the flows
tal flows, and by a shift from portfolio investmentto more sensitive to domestic interest rates, and
credit operationsThe composition of portfolio in thereby to discourage potential speculative activi
vestment shifted toward investment in government ties by making it costly for Spanish banks to
securitiest engage in transactions that could be used by non
In connection with the ERM crisis of late 1992,
the peseta came under significant speculative- pres

45Some key dates in this episode of crisis include the realign
44Increased foreign holdings of public sector securities were ment of the Italian lira (September 13); the exit of the lira and the
encouraged, in part, by an exemption for nonresidents from taxes U.K. pound, and the first realignment of the Spanish peseta (Sep
on interest and capital gains from the sale and purchase of gov tember 17); and the second realignment of the peseta and the re
ernment debt. alignment of the Portuguese escudo (November 23).
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residents to take speculative positions against the Daily data on onshore-ishore interest rate dt-
peset&t entials and the movements of the peseta within its
These controls were modified on October 5, 1992. ERM band suggest thtte controls were initially ef
The previous measures were replaced with a require fective in preventing speculation against the peseta,
ment for domestic banks to place with the central but provided only temporary relief (see Eichengreen,
bank a non-interest-bearing deposit of an amount inTobin, andWyplosz, 1995). Between September 22
pesetas equivalent to 100 percent of (1) the pesetgwhen the controls were first imposed) and mid-
sales against foreign currency to nonresidents withOctober interbank interest rates declined, with a
same-day value (to constrain peseta sales to covesubsequent widening of the onshorésbbre inter
overdrafts), (2) the increment in net sales of pesetaest rate dfierentials.The peseta stabilized close to
against foreign exchange to nonresidents with valuethe more depreciated ngam of the fluctuation band,
“next day” and (3) the increment in the forward sale and the reserve loss slowed to $2 billion in Octpber
of foreign exchange against pesetas to nonaresi compared with a decline of $13 billion in September
dents#” The authorities, upon reflection, determined (the lagest one-month reserve loss ever). From mid-
that the earlier measure had been unnecessarily widéctober 1992, howevethe interest rate dédrential
and not clear enough in its formulation. Ifeef, the fell close to zero and increased only modestly when
revised measure was designed to penalize only swapthe peseta again came under pressure in November
operations of nonresidents against the peseta-by efreflecting market expectations of another realign
fectively raising the cost to nonresidents of raising ment.The reserve loss accelerated to $9 billion in
funds for speculation through the swap market (si November On November 23, the peseta was deval
multaneous spot purchase and forward sale of pesetaied for the second time, all the controls imposed
by nonresidents); such transactions are costly tosince September 1992 were removed, and the au
nonresidents because banks pass on the costs of thdorities moved to raise interest rates. No further
deposit requirement. Hence, the revision of the ini speculative attacks occurred until May 1993, when
tial regulations sought to @et the financing of fer the peseta was devalued for the third time, followed
eign exchange speculation more precisely and shieldby the general widening of the ERM fluctuation
nonspeculative activity(See Eichengreeobin, maigins to+15 percent iugust 1993.
andWyplosz, 1995, and Garber amaylor, 1995). It It is difficult to determine whether the reduction in
has been gued that the wide-ranging and restrictive the onshore-d$hore interest diérential from mid-
nature of the first set of measures had in fact-para October and the need for ¢@r interventions in No
lyzed most short-term operations given the broad vember to defend the rate reflected limiting of the
range of activities they covered, including the finan scope of the controls or growing circumventfén.
cial operations associated with foreign trade. In par There is some support for both views. It has been ar
ticular, the measure had thdfeft of hindering non gued that Spanish banks sent pesetas to their London
resident exportersind importersability to hedge subsidiaries to circumvent the deposit requirement
against exchange rate risk. (See GarberTaytbr, (see Eichengreeiipbin, andWyplosz, 1995)Also,
1995.) Moreoverinitial uncertainty about the pre it appears that nonbanks may have been used to
cise scope of the September measures may also havehannel domestic currencyfsiiore in response to
dampened activity in the market in the period just the imposition of a deposit requirement on bank
after the imposition of controls. lending operations (for example, through the transfer
of resident deposits to foreign branches of domestic
banks, or leads and lags in the operations of ex
" 48when there is downward pressure on the domestic currency porters and importersjind, certainly focusing the
a one-year 100 percent deposit requirement for one-year financ controls on only one method of financing from early

ing operations imposed on banks would double the interest in  Qctober to avoid penalizing desirable transactions
come fogone by switching from domestic currency to foreign

currency (interest fgone in domestic assets liquidated to buy

foreign assets and an equal amount of interest on the assets liqui

dated to make the required deposit with the central bank). If the

banks were to impose on borrowers the implicit cost of financing 480f course, it is possible to attribute these developments to
a shortetterm operation, the cost for a position over a weekend changes in the &fctiveness of capital control measurébe
would be 120 times the prevailing domestic rate. Such depesit re Spanish authorities believe that théeefiveness of the measures
quirements are known to be equivalent to an implicit widening of remained lagely intact until mid-Novembemhen, approaching
the exchange rate band; by introducing a wedge between on- andweekends, the higher expectation of an imminent devaluation
offshore interest rates, they reduce the cost to the authorities of provoked an increase in speculation against the pelieda. in

using the interest rate to defend the peg (Eichengfedm, and their view translated into a higherfehore demand for pesetas in

Wyplosz, 1995). the ofshore markets, which led to rewidening of onshore-
47The period for which the deposit with the central bank had to offshore diferentials, sales on the foreign exchange markets, and

be maintained was set originally at one ydmt the norm was consequentlyhigher volumes of intervention. See, for example,

also established that the term could be modified weekly Linde (1993) and Linde andlonso (1995).



Thailand (1997-98)

restored additional avenues for speculation, which credit from domestic banks. Speculation against the
appear to have been exploited given persistent ex baht took the form of direct position-taking in the
pectations of further exchange rate depreciation. forward market, which created downward pressure
Spains experience with the use of temporary-con on the forward rate, and use of explicit baht credits,
trols on capital outflows may suggest that (1) to be which, when converted into foreign currencye
effective, controls need to be wide-ranging, and lim ated a short position on the bahhe conversion of
iting the measures to the most widely used specula baht credit into foreign currency represented a-capi
tive instruments may not dide as currency traders tal outflow, placing downward pressure on the spot
will quickly shift to other instruments; and (2) exchange ratdo the extent pressures werésef by
though capital controls may have provided the au the central bank, they resulted in a decline in re
thorities a temporary breathing space until a secondserves and/or increase in the central baufdward
realignment was negotiated within the ERM, they commitment.
did not provide lasting protection when there were  The authorities imposed capital controls on May
strong incentives for circumvention, notably expec 15, 1997, to stabilize the foreign exchange market
tations of exchange rate depreciation. and stem speculative attacks on the bEmese mea
sures were adopted against the background of a
sharp decline in free international reserves, and the
Thailand (1997-98) potential adverse ffcts of an interest rate defense
on economic activity and the banking systéihe
After more than a decade of exchange rate stabil measures attempted to close the channels for specu
ity and impressive economic growth, thkai baht lation identified above. First, financial institutions
came under severe speculative pressure in Maywere asked to refrain from, and then suspend (June
1997.There were growing signs of overheating in 1997), transactions with nonresidents that coud fa
the economy as early as 1993, reflected in persistentilitate a buildup of baht positions in thefsifore
inflation and a significant widening of the current market (including baht lending through swaps. out
account deficit (with the latter in part reflecting a right forward transactions in baht, and sales of baht
loss of competitiveness associated with the Isaht’ against foreign currencies). Second, any purchase
close link with the appreciating U.S. dollaAl- before maturity of baht-denominated bills of-ex
though the current account deficit was more than fi change and other debt instruments required payment
nanced by inflows of capital in 1994-95, a growing in U.S. dollarsThird, foreign equity investors were
component of these inflows was short term, increas prohibited from repatriating funds in baht (but were
ing vulnerability to a sudden change in market senti free to repatriate funds in foreign currencies). Fi
ment.As discussed above, the inflows were encour nally, nonresidents were required to use the onshore
aged by interest rate thfentials and the belief that exchange rate to convert baht proceeds from sales of
the peg of the baht provided an implicit exchange stocks.These measures gave rise to a two-tier cur
rate guarantee. rency market, with separate exchange rates for in
Growing domestic and external imbalances and vestors who buy baht in domestic and overseas mar
the emegence of banking problems since late 1996 kets. Financial institutions were also required to
raised questions about the sustainability of the pegsubmit daily reports of foreign exchange transac
and induced speculative attacks on the baht. Specutions with nonresidents.
lative pressures had enged periodically during The 1997 measures were clearlygeted at de
1997 in the belief that the prevailing high interest coupling the onshore andfslfiore marketsThe
rates would eventually have to be lowered on-con two-tier system attempted to deny nonresidents
cerns about the state of the economy and the bankingvithout bona fide commercial or investment trans
system, and that the baht would have to be devaluedactions inThailand (identified as “speculators”)-ac
The attacks were facilitated by the relatively open cess to domestic credit needed to establish a net
foreign exchange system ®hailand at the timé? short domestic currency position (particularly
the presence of well-developed spot and swap mar through the first three measures), and inflict punitive
kets, and freedom of nonresidents to obtain bahtcosts on speculators (through the first and last mea
sure), while allowing nonspeculative credit demand
to be satisfied at normal market rat€he controls
" #9Before 1997, the capital account had been almost fully-liber €xempted genuine underlying business related to
alized on the inflow side, except for the reserve requirements on current international transactions, foreign direet in
short-term foreign borrowing, while outflows were liberalized vestment ﬂOWS, and various portfo”o investments.

only gradually There were no controls on the repatriation ef in : ;
vestment funds, dividends, and interest earned, after settlement ofBankS were asked, howeyéo maintain documen

relevant taxes, but restrictions existed on outward portfolio and tary evidence supporting such transactions for audit
foreign direct investments. ing and inspection.



V1 EXPERIENCEWITH CAPITAL OUTFLOW CONTROLS DURING FINANCIAL CRISES

The measures seem to have reduced sharply thenium in onshore and fshore markets started to
volume of trading ifmhailands swap market, where convege after end-August 1997, suggesting further
foreign investors often buy and sell to hedge-cur diminishing of the dect of controlsThe baht con
rency risks for investments ifhailand.They also tinued to depreciate until a comprehensive stabiliza
temporarily ended speculative attacks on the baht,tion package with the needed structural reforms was
by causing lage losses for speculators (reportedly seen as being firmly implemented, including the
about $1 billion to $% billion), as both onshore and strengthening of weak financial institutions.
offshore banks, in response tdictl pressures, seg Thailands capital controls provided very short-
mented the two markets by refusing to provide lived relief. There is no solid evidence on the+rea
short-term credit to speculators. (See |NIg97, pp. sons for the erosion in thefettiveness of the cen
33-35.) In particularbanks’refusal to provide baht trols, nor on the channels used to circumvent the
credit imposed a severe squeeze dshafre players  controls. Circumvention was, howeydacilitated
who had acquired short baht positions during the by the fact that the controls were not very wide rang
speculative attacks and had to close their forwarding and did not eliminate thefshore market, which
positions.As a result of the squeezefaifore swap  continued to provide arbitrage opportunities, partic
interest rates rose sharply relative to onshore ratesularly in view of continuing problems in the finan
and induced speculators to settle their forward-posi cial sector and macroeconomic imbalances. Notably
tions through the spot market, putting upward pres fiscal policy became loose in 1996-97, with a fiscal
sure on the spot exchange ratkis forced investors  impulse amounting to some 4-5 percent of GDP
who had taken positions against the baht in expecta The controls, in addition to the weak economic-fun
tion of a devaluation to unwind their forward posi damentals, undermined investor confidence, and dis
tions at a lossThus, in the absence of extensive lig couraged foreign capital inflows, resulting in a de
uidation by domestic holders of baht positions, the cline in net private inflows of capital tdbhailand
authorities were able to withstand the pressures onduring this period (from more than 5 percent of GDP
the baht by relying on extensive application of the in 1996 to an average of about —12 percent in
selective capital controls until early July 1997-98). Once the economic environment showed

Controls did not prevent outflows through alterna signs of improvement and the Bank Difiailand
tive channels, howevgias the sharp rise in the lifted the controls on January 30, 1998, the baht ap
spread between the onshore anfslodre interest  preciated, stock market prices increased, and sover
rates (from about 2.5 percent in mid-May to 7.6 per eign yield diferentials narrowe#l
cent at the end of the first trading week in June and
to 12.9 percent by June 13 before dropping to 9.8
percent on June 18, 1997) createc_l arbitrage.opportu “SDesnite the initial announcement on 2 that th
nities, anq thus mce_ntlves for C|rc_umvent|ng the contrc?lzpvcgutldebe rngiriainoeud E)im?argeontljléﬁtﬂl?e%s’t Lnegltthi ail
controls.With the persistent expectations of baht de  ing economy recovered, the authorities lifted most of the control
valuation driving capital outflows, foreign exchange measures introduceid May—-June 1997, unifying the two-tier
reserves remained under pressure, and the authori?artketv '?r?g fmeg!(ﬁi‘m% tgﬁtgtfgrt‘é?rifiolri‘ n?lft g?g g%”ﬂﬂﬁlof(;‘:g;eﬁi
H H ents wi
ties eve_ntually abandoned their pegged eXCha‘m:J(:"credit facilities (loans, currency ar?d interest swaps, options, for
rate regime and floated the baht on July 2, 1997, in yarq rate agreements) per counterparty without an underlying
view of the high cost of defending Tthe swap pre current and capital account transaction.



VIl Experience with the Use of Extensive
Controls During Financial Crises

Romania (|996_97) omissions in the balance of payments remained
about the same as in 1995.

The Romanian authorities imposed exchange con  The authorities reinstated foreign exchange dealer
trols in March 1996 in the context of heavy foreign Jicenses and committed to a market-determined ex
exchange market pressuréhese pressures stemmed change rate in February 1988 a prior action under
from a relaxation of monetary policy associated with Romanias 1997 stand-by arrangement with the IMF
central bank liquidity support to private banks and a An exchange rate depreciation in the interbank-mar
pre-electoral easing of fiscal policfhe 12-month ket began in January 1997 and accelerated when the
rate of depreciation of the leu rose from 20 percent in controls were removed.he surplus in the financial
September 1995 to 60 percent in March 1996, while account, and in particular foreign direct investment,
foreign exchange reserves declined sharply increased sharplyand errors and omissions tripled

To limit exchange rate depreciation, the authorities in 1997, indicating that capital inflows may have
imposed an overnight cash limit on foreign exchange been even higher
bureaus, and withdrew foreign exchange deater li  The adoption of an IMF program shortly after the
censes from all but four state-controlled banks. removal of controls makes it fifult to assess their
These measures served to further tighten the existingeffectiveness. Notwithstanding the emence of
capital controls, which were pervasive, quantity parallel markets, the overshooting of the exchange
based, and discretionaylost capital account trans  rate when exchange controls were removed suggests
actions required central bank approval and eneorse that the controls may have been partlieetive in
ment by the Ministry of Finance, with some types of containing pressures in the foreign exchange market.
transactions subject to outright prohibitions (for ex Both exchange rate developments and capital flows
ample, real estate). Current account restrictions werewere also décted by political uncertainty during the
also maintained under the transitional arrangementselectoral period.
of the IMF'sArticle XIV. In addition to the new cen
trols, the authorities decided to fix the exchange rate

during the run-up to local elections in June. Russian Federation (1998-Present)

The exchange controls segmented the foreign ex
change markets and contributed to the gierece of The Russian Federation (Russia) started to slowly
considerable private external arrediise rate of de  |iberalize its capital account in the early 1990s,

preciation in the interbank market stabilized at about while reforming its banking system and foreign ex
60 percent. Howevea parallel exchange marketbe change and securities markets. Capital account liber
tween enterprises enged, and the bureau-interbank  alization started with foreign direct investment
market spread widened increasingly over time; par under strict rules that were eased over time. Limited
ticularly after monetary policy was significantly-re  nonresident portfolio investment started in 1994. Re
laxed in NovemberBy end-1996, the volume of strictions on portfolio investments by nonresidents
transactions in the interbank market had dwindled to were further relaxed in 1996, shortly after the coun
one-tenth of the volume during the previous year try achieved current account convertibilitow-

Net capital inflows, as measured by a positive finan ever capital controls remained pervasive, and
cial account balance, actually increased despite a

sharp slowdown in inward foreign direct investment
relative to other transition countriesErrors and

in inflation, and relatively low indebtednede inauguration of
the Bucharest stock exchange attracted portfolio flows, and the
launching of Eurobond and Samurai issues by the National Bank
51Romania obtained its first non-investment-grade rating in of Romania opened the way for public commercial banks and
early 1996 based on the resumption of economic growth, decline public enterprises to tap international capital markets.
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largely quantity based and discretionaost capi voluntary debt conversion program and a Fund pro
tal account transactions required prior approval from gram, speculative attacks ensu€de Central Bank
the central bank. of Russia defended the exchange rate band, and net

The gradual liberalization of restrictions on non foreign assets became negatifée government
resident portfolio investment was completed in early froze secondary trading of GKOs and tightened the
1998.From February through mid-September 1996, range of existing capital controls. By mid-August,
nonresidents were allowed to engage in foreign ex the government compulsorily lengthened the maturi
change swaps with the Central Bank of Russia. Fromties of federal domestic debt instruments due by end-
September 1996 through January 1,968al Russ 1999, including all outstanding GKOs, but stated its
ian banks became the counterparties in the swap opintention to honor its sovereign external debt. In ad
erations. Nonresidents were allowed to open specialdition, the government declared a unilateral 90-day
ruble-denominated bank accounts with which to buy moratorium on private sector external obligations
government securities in either the primary or-sec (including forward contracts) with maturity over 180
ondary markets. Howevethey were required to en  days.This action was taken primarily to protecti of
gage in forward contracts with these banks at a ratecial reserves in the face of an acute balance of pay
set by the central bankhe maturity and dollar re ments crisis and to aid the domestic banking sector
turn implicit in these forward rates were progres whose liquidity position was sharply diminished on
sively reduced until they were liberalized in January account of the unilateral conversion of GKOs-OFZs
1998. Fromthen on, foreign investors could freely (Russian long-term federal bonds) and the suspen
repatriate their profits the day after they liquidated sion of trade in these instruments. In principle, the
their investment in short-term treasury bills (GKOs). moratorium did not d&éct transfers in foreign cur
Local banks were allowed to sell foreign exchange rency into and out of Russia by nonresidents, but in
forward contracts at freely negotiated rates. practice nonresidents faced restrictions on transfers

Starting in late 1997, Russia experienced inereas of funds from their S-accounts (special nonresident
ing foreign exchange market pressures, reflecting bank accounts used for GKO-OFZ transactions), as
growing concern about the fiscal situatidhe pres these transfers required a forward transaction of
sure on the ruble began with a run from the Russianthree days, which was covered by the moratorium.
stock exchange shortly after the beginning of the (See IME 1999c.)

Asian crisis, and was initially contained by massive  The authorities also terminated the fixing of the
foreign exchange intervention, which was partially exchange rate in the Moscow Interbank Currency
sterilized.The drain on central bank net foreign as Exchange (MICEX) auctions and temporarily closed
sets, howeverseemed to have been contained be the foreign exchange market. Howewadter mount
tween January and June 1998. Nevertheless, the fising pressures in the foreign exchange markets, the
cal situation remained fragile, with a continuing authorities in September 1998 abolished the-hori
large deficit and a relatively lge stock of GKOs to  zontal exchange rate band that had been adjusted up
roll over. A shift in investor sentiment made it falif ward and widened in mid-August, and established
cult to place new issues, and net financing from two trading sessions per day in early October 1998
these securities became negative in Mdyen inter with a view to limiting the use of export proceeds to
est rates rose sharph/ payments for imports and reserve accumulatfon.

In August 1998, Russia introduced a series of These arrangements gave rise to several restrictions
emegency measures, including a reintensification of and potential multiple currency practices subject to
capital controls and the announcement of a selectivelMF jurisdiction undetrticle VIII of the IMF’ s Ar-
debt moratoriumAfter an unsuccessful attempt to ticles ofAgreement4
ease the government debt burden in,Jalgiuding a The events oAugust were followed by a full-

blown financial crisisin Septemberthe exchange

rate depreciated by about 50 percent, and monthly
" 52B]S statistics suggest that the first investors whose sentiment iNflation rose to 40 percenA large expansion of
changed were residents. Nonresident investors increased theircentral bank financing to the budget and support to

holdings of government securities from $6 billion td %iillion ailing banks later validated the sharp exchange rate
in the first half of 1998 (about two-thirds of the GKOs maturing

in 1998, howevemnwere owned by the central bank and the Russ

ian Savings Bank, and GKOs account for a small fraction of total

Russian debt). Howevesince BIS statistics account for only

bank claims, and thus exclude other nonresident investors, the 53In the first session only importers and the Central Bank of
total stock of nonresident holdings of GKOs may involve gelar Russia were allowed to purchase foreign exchange from the ex
amountAlthough only a minor part was subject to exchange rate porters, who had an export surrender requirement of 50 percent
risk, nonresidents seem to have actively hedged their currency (increased to 75 percent in January 1999).

exposure, since activity in the forward markets increased signifi 54The trading sessions were unified by end-June 1999 as part of
cantly, both locally and abroad. the conditions for further IMF lending.



Venezuela (1994-96)

depreciationThere was lage-scale support to com  dividuals for violations of the foreign exchange-reg
mercial banks, including a reduction in reserve re ulations, since there are few provisions in the penal
quirements, outright credit to banks, and central code punishing such acts.
bank purchases of government securities from The imposition of théugust measures, in paric
banks. Lage foreign exchange losses had accumu ular the moratorium, also involved some costs,
lated in the banking system with the sharp deprecia though it may have provided some breathing space
tion of the currencgyas banks had acquiredderun for Russian banks and nonbank corporations in
hedged foreign exchange positions on the falsemeeting their external obligations (see IMB99c).
assumption that the exchange rate would remain staSome Russian debtors reportedly circumvented the
ble. Liquidity problems in the banking system moratorium and serviced their external obligations.
(which had invested heavily in government securi There is also anecdotal evidence that a number of
ties) temporarily paralyzed the payment system. other Russian bank and nonbank corporations used
Despite the default and the adoption of the-con the debt moratorium as a cover for asset stripping
trols, international reserves remained under pressureand as an excuse for not settling their domestic
and the exchange rate continued to depreciate untilobligations to other Russian creditors, with adverse
early 1999. In 1998, the curtailment of government implications for the banking and payment systems.
borrowing from private external sources, accompa Moreover there was an adverse international re
nied by an acceleration of capital flight, resulted in a sponse to the unilateral debt restructuring and mora
swing in the capital account of some $16 billion torium, evidenced by a sharp rise in the yieldedif
(from a surplus of $6.3 billion to a deficit of $9.7-bil  ential on Russian securities until early March, a
lion, mainly reflecting the capital outflows of $17.1 downgrading of Russig’sovereign credit ratings in
billion in the second half of the yeamompared with February 1999, and a complete halt in access-to in
a capital account surplus of $7.4 billion in the first ternational capital markets. Foreign direct invest
half of the year)This was reflected in the abandon ment inflows also declined sharpfyom $3.6 billion
ment of the exchange rate band and a subsequeni 1997 to $1.2 billion in 1998. Finallpeveral of
sharp depreciation of the ruble (which led to a more the August measures, which restricted certain- cur
than 45 percent depreciation of the re&afve ex rent international transactions (including the estab
change rate between July 1998 and January 1999); dishment of the two trading sessions in the foreign
sharp import contraction; a fall in net international exchange market and restrictions on nonresidents’
reserves of about $10 billion; and an accumulation ability to transfer funds from their S-accounts) gave
of external dficial and private sector arrears. rise to exchange restrictions under IMF jurisdiction,
Despite their comprehensiveness, therefore, therepresenting a reversal of current account convert
August measures do not appear to have achievedbility that had been achieved prior to the crisis.
their intended objectives against the background of The Russian experience illustrates how closely re
continued economic and structural imbalances in thelated a government default can be to a devaluation
economy The post-August 1998 pattern of capital and the adoption of capital controls. In principle, de
outflows continued until the first quarter of 199@. valuation or capital controls can be used instead of
this point the tightening of monetary poligossibly government default. Both devaluation and govern
reinforced by the imposition of a number of capital ment default can reduce the dollar value of outstand
outflow controls, was reflected in a decline and then ing domestic currency—denominated debt; and both
stabilization in net private capital outflows, followed capital controls and government default can limit the
by a resumption of growth in the level of reserves, capital outflows directly associated with servicing
and a broad stabilization of the nomindeefive ex short-term government debt. Of course, default
change rate between January and June 1999, (IMFwould involve a breach of contract, while neither de
1999c¢). FromApril 1999 onward, there were also valuation nor the adoption of capital controls would.
signs that the causes of tAhagust 1998 crisis were  The Russian experience shows, howgetleat a de
being addressed, includingf@ts to correct the un fault does not necessarily eliminate the need for
derlying fiscal imbalance through several new-rev devaluation or capital controls.
enue enhancing tax measures, unification of the in
terbank currency markets, and passing of legislation
to facilitate bank restructuring. Recent reviews of \enezuela (1994-96)
the exchange control regulations in Russia alse sug
gest that there were somefitifilties in enforcing To limit the severe pressures on the bolivar result
the controls. In particulathere is no legal basis for ing from the eforts to cope with the banking crisis,
banks to stop suspicious transactions, if the aecom Venezuela imposed price controls, fixed the ex
panying documents appear to be legitimate. More change rate, and adopted exchange control measures
over, it is difficult for the authorities to prosecute in  on June 27, 1994The exchange controls remained
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in place untilApril 1996.) In the first half of 1994,  significantly negative over the period, and the-cen
the central bank, through the deposit insurancetral bank was able to reconstitute, albeit temporarily
agency (FOGADE), began to finance the recapital some of the foreign exchange reserves that it lost in
ization of several banks in financial fitulty (9.5 the defense of the currency
percent of GDPreaching 13 percent of GDBr The efect of the controls and the associated finan
1994 as a whole)his lage injection of liquidity cial repression on the ultimate cost of the banking
complicated monetary management and led to-a no crisis is ambiguous. Financial repression may have
ticeable widening of the overall fiscal deficit. In the reduced the fiscal cost of the banking crisis, with
event, the central bank lost $3.7 billion or 45 percent disintermediation almost halving the real value of
of its foreign exchange reserves, and it let the bolivarthe assets and liabilities of the troubled banking sec
depreciate by 70 percent against the U.S. dollar be tor as well as the real value of the governnsedg
tweenApril and June 1994, abandoning the de facto posit insurance liabilities. On the other hand, finan
crawling peg vis-a-vis the U.S. dollar that had been cial repression may have delayed arieeive
in place since 1993. resolution of the banking crisis, contributing to an
The exchange and capital controls were compre increased cost of bank restructuring.
hensive and comprised restrictions on both current The controls may also have curtaildenezuelas
and capital account transactions to reduce the scop@access to international financial markets.
for circumventionThe controls were quantity based, Venezuela share in total foreign direct investment
and included direct prohibitions limits, and surren to Latin America was systematically lower in 1995
der requirementsThe regulations restricted the than in the five years preceding the financial crisis
availability of foreign exchange for import payments (1989-93). It is dfficult to determine whether this
and established surrender requirements on foreigndecline reflects foreign investorsbncern about the
exchange receipts from exports of goods and ser health of the banking system and political turmoil, or
vices (exporters were allowed to retain up to 10 per about the exchange controls themsebes.
cent of their export proceeds to meet commitments Capital controls might have contributed to the in
abroad). Capital outflows not related to the amorti crease in the cost of serviciMgnezuela floating-
zation of external debt and the repatriation of capital interest rate external debt and rolling over maturing
by foreigners were prohibited, and surrender re external debt; secondary market yields\amezue
quirements were imposed on capital inflows.-For lan Brady bonds were higher than those of other im
eign direct investment in the petroleum and iron ore portant LatinAmerican countries, and this fiifen
sectors continued to be subject to specific regula tial was eliminated shortly after the controls were
tions. Substantial penalties were imposed for black removed.These developments mayowever have
market trading. also reflected a market assessment Wegiezuela
Despite the introduction of the exchange controls, general economic problems were relatively more se
short-term private capital registered outflows in vere than elsewhere in Lathkmerica; and the nar
1994 and 1995Short-term capital shifted from an rowing of the diferential coincides in time not only
inflow of 2 percent of GDIh 1993 to an outflow of  with the elimination of the controls, but with the
2.2 percent in 1994 and 3 percent in 1995, suggestadoption of an IMF program iApril 1996 and in
ing that despite &rts to make the controls compre tensified macroeconomic and structural adjustment.
hensive, there were still loopholes in the regulations
that were exploited by the well-developedsbbre
market. (See Garcia-Herrero, 1997he controls -
also created a de facto dual exchange rate market, 558’9_”‘;2”9@ share in FOtaf' flfl’feigs” direct i”‘f’eﬁtmeml f_ecfgi)‘gesd
with the parallel market premium fluctuiating around £y LA Amercen countnes el to 3 percent o e ol 1 1995,
40 percent before rising to 100 percent by end- 1997. Mexicos share in total foreign direct investment declined
1995. only slightly in 1995 despite its currency crisis. Howe&éexico
The controls may have gi\/en the central bank |O$t a sjgnificant mgrket_share in portfolio investment, to the ben
some room for maneuver on monetary policy in the efit mainly of Brazil, which had launched its debt and debt ser
. : vice restructuring plan under the Brady scheme in 1994. Because
context of a flxe_d exc_hange rate_ regl_rﬁl'ee con of this decline in MexicoYenezuela did actually gain some mar
trols supported financial repression without deplet ket share in portfolio flows in 1995 (source: IMRternational
ing central bank reserves: real interest rates wereFinancial Statistics



VIilIl Experience with Long-Standing and
Extensive Capital Controls and Their
Liberalization

China (1994-99) ties for speculative activities), and a strong external
osition.

During 1994-97, China’international reserves ° While China was able to maintain the stability of
increased sharply from 5.8 td months of imports,  the currency throughout tiesian crisis, capital out
owing to a strong balance of payments anddar  flows became an increasing problem in late 1997
scale intervention to keep stable the nominal ex and early 1998, driven by concerns of a devaluation
change rate of the currency against the U.S. dollar of the renminbi, the falling diérential between do
The balance of payments weakened in the aftermathmestic and foreign interest rates, and increasing cir
of theAsian crisis, but China was able to maintain cumventiorg? The current account remained in-sur
the stability of the currency plus and foreign direct investment remained strong,

These developments occurred in the context of aput the capital account deteriorated sharply and er
financial system that has serious weakne%sasd  rors and omissions in the balance of payments re
of a regulatory framework for international transac mained highAs a result, the overall balance of pay
tions that remains substantially restrictive, though ments surplus fell sharpljrom $36 billion in 1997
significant progress has been made since the mid-to $6 billion in 1998.
1990s in liberalizing current account transactions |n response to these developments, the authorities
(China accepted the obligations of the IBlAfticle significantly intensified enforcement of exchange and
VIl in December 1996)The authorities plan to b capital controls, and moved to reduce circumvention.
eralize the capital account over the medium term. These measures involved enhanced screening of capi
Chinas relatively closed capital account has been tal account transactions and increased documentation
considered by some commentators as an importantand verification requirements on current transactions
element in its success in maintaining its commitment to demonstrate that the transactions are in fact-legiti

to a stable exchange rate in thdidifit international  mate current transactions rather than disguised capital

environment of 1997-98. transactionsThe measures were implemented with a
Capital controls in China have generally favored view to safeguarding current account convertiility

longerterm over shorteterm inflows.Foreign di and respecting the obligations undeticle VIII of

rect investment accounted for 98 percent of the cu the IMF'sArticles ofAgreement, which were accepted
mulative net inflows recorded in the financial by China in December 1996he measures aimed at
account between 1990 and 1996. On the basis of BlSpreventing illegal capital outflows and, ultimately
data, short-term external debt (on a remaining matu maintaining a stable exchange ratéhile the mea

rity basis) stood at about 35 percent of international sures have reduced illegal activities, there were-wide
reserves at end-1998he bias toward longeerm spread reports that legitimate transactions have also
flows may have helped to reduce the vulnerability of peen adversely f&cted?8 In addition, in June 1999
the economy to external shocks, such as the recent

reglo_nal CrisisA .Combmatlor.] of structural and eco T{mrticular the authorities found that during the first half of
nomic factors is also believed to have reduced 199g, capital flight through illegitimate current transactions ac
China’s vulnerability including the lager size of the counted for $1.9 billion. The finding followed a review of doeu
domestic market, the relatively earlier stage of fi mentation associated with 51,900 current international payments

nancial sector development (which limits opportuni made during the first half of 1998, of which 13,900 could not be
demonstrated to be legitimate.

58A survey of multinational firms by the U.S.-China Business
56Despite a number of steps taken by the authorities to develop Council (an oganization of mostly U.S.-based multinational
a credit culture, the institutional framework for the financiat sec  firms operating inChina) conducted in November 1998 reported
tor is deficientClassification, provisioning, and accounting stan  widespread adversefetts of the new exchange control mea
dards are all relatively weak, as are internal controls and risk suresA similar survey sent to European-based multinationals
management systenEhe central bank faces daunting challenges through their national embassies in January and February 1999
in strengthening its supervisory functions. reported similar results.
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the authorities restricted overseas yuan transactions byhe industrial licensing system, a marked reduction in
prohibiting domestic banks from accepting inward re trade barriers, and a wide-ranging liberalization of
mittances in domestic curren@The authorities mo current international payments (with the acceptance
tivated the measures by the need to facilitate the com of Article VIl status in 1994). Capital account policy
pilation of balance of payments statistics. Some was reoriented toward reducing reliance on short-term
observers noted that the move might also help preventand debt-creating flows (such as foreign curreney de
the illegal movement of yuan out of China and might posits by nonresident Indians), while encouraging for
have been part of anfeft to clamp down on ¢ghore eign direct investment and portfolio equity flows-Re
trading of the yuan by Chinese financial institutions.  strictions on these inflows were loosened first,
In an efort to reduce financial risks and support the followed by a partial liberalization of debt-creating
development of a sound business environment, theflows, derivative transactions, and capital outflows.
authorities also took measures to facilitate the more Capital account liberalization has thus been part of a
efficient operation of exchange controlEhese iR broad-based program of economic refoRrudential
cluded steps to increase the transparency of the reguregulation and supervision of the banking system have
latory framework; the introduction of a rating system been strengthened and in many respects now conform
for foreign trade companies; the establishment of ato international standards; the regulation of securities
computer network to speed up screening of docemen markets has been thoroughly modernized; the gevern
tation for imports; and severe penalties for fraudulent ments reliance on central bank financing has been
behavior These measures are expected to reduce thecurbed; and the central bank is making greater use of
burden on foreign trade enterprises of the stricter en indirect instruments of monetary polidjowever a
forcement of exchange controls, and of the laws andnumber of problems remain, including state owner
regulations for underlying transactioWghile in the ship and control of most of the banking system, some
short run these measures had adverse consequencelortcomings in prudential regulation and supervision,
for foreign investorssentiments, the authorities-ex and government-directed credit policies.
pect that in the long run they will help enhance the For the most part, capital controls in India have
business environment for legitimate transactions. By been quantity based rather than market based, and
limiting the scope for smuggling, the measures are administratively enforced’hey appear to have been
also expected to boost fiscal performance. largely efective in limiting measured capital flows.
Following the introduction of the measures, trans The extensive controls that still remained in force
actions reported as imports in the balance of pay during theAsian emeging markets crisis, partieu
ments showed an increasing trend in January 1999larly the limits on short-term external debt, may
Possibly owing to a substitution of recorded for un have helped to protect India from financial centa
recorded imports, foreign exchange reservesgion; and their orientation toward limiting the ceun
showed small increases in the second half of 1998;try’s external debt was presumably significant. Other
and the authorities reported stronger fiscal perfor factors probably played a role as well: notalay
mance in the most recent period. It is, howet@y flexible exchange rate policyample foreign ex
early to draw firm conclusions regarding théeef change reserves, and the fact that international trade
tiveness of the measures. and financial linkages are comparatively limited (re
flecting the size of the country and the legacy of the
economic controls that were long in place). How
India (1991-99) ever the capital controls in force during the 1970s
and 1980s did not protect India from a marked
Since the external crisis of 1991, India has under buildup of external dicial debt and severe balance
taken economic reforms, including partial capital ac of payments crises in 1980 and 1990-@/th the
count liberalization, to begin reversing several reorientation of capital account policy toward non-
decades of inward-looking and interventionist poli debt-creating inflows and foreign direct investment
cies.These reforms included the virtual abolition of since 1991, howeveexternal indebtedness has de
clined markedlyfrom a peak of 38 percent of GDP
in 1992 to less than 25 percent of GIDAL998.
There are indications that Indsawide-ranging

59n the middle of 1998, the authorities had introduced a-mod . .
capital and other economic controls may have re

est experiment in liberalization by permitting foreign banks to

buy yuan from dBhore branches of the Bank of Chifthe mea duced economic growtbompared with othesian
sure allowed remitters to convert foreign currency into domestic economies with a more open economic system. It is
currency in overseas banks before remitting it into CAiha.an difficult to demonstrate this rigorouslthough the

nouncement, in June 1999, irfexft ended that experiment by re S P -
quiring that overseas banks directly remit foreign currency into economic liberalization program begun in 1991 has

China and leave the decision to domestic beneficiaries to convert P€€n followed by probably the most robust growth
into domestic currency or to keep foreign exchange. India has enjoyed since independence.
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Argentina (I 99 |) short-term capital. Under a currency board, outflows
of foreign exchange are broadly matched by & con
Following bouts of hyperinflation in the 1970s and traction in the domestic monetary base, with-con
1980s,Argentina experienced an almost complete comitant efects on wider monetary aggregates, the
loss of monetary policy credibility and a collapse in domestic banking system, and economic activity
demand for domestic money and banking services.During the first half of 1995, the central bank lost
Stability was reestablished in 1991 with the adoption about one-third of its international reserves; bank
of the Convertibility Plan, which created a currency deposits declined by about 20 percent; and interest
board; this ruled out monetization of the fiscal deficit rates on both domestic currency and U.S. dollar de
and completed the process of eliminating restrictions posits increased by more than 12 percentage points.
on international current and capital payments and Many smaller and provincial banks fared deposit
transfers that began in late 198%is monetary and  |osses of up to 50 percent, nonperforming loans rose
exchange rate regime has been in place ever sincesharply and regulators were forced to suspend and
with only minor changesThe adoption of the new  |iquidate some institutions.
regime was accompanied by wide-ranging trade lib  The policy response to these developments did not
eralization, deregulation, privatization of public-en include a reimposition of capital controls. Instead,
terprises, fiscal consolidation, and a first round of the authorities adjusted macroeconomic policies (in
measures to strengthen prudential regulation and sucluding a marked tightening of fiscal policy under an
pervision of the financial system. IMF program adopted in March) and initiated a-sec
The adoption of the currency board was followed ond generation of reforms to further strengthen the
by a marked increase in capital inflows in 1991-94, panking system to make it more resilient to future
reflecting the removal of legal restrictions, the priva shocks.These reforms included heightening capital
tization program, the regularization of relations with adequacy requirements beyond the minimums estab
external creditors through the Paris Club and Brady |ished by the Basel Committee, improving risk €las
operations, and the general renewal of access-of desification, substantially increasing the liquidity of
veloping countries to international capital markets. the system, fostering transparency and market-based
Foreign direct investment and portfolio inflows restructuring, and increasing foreign participation.
reached 1 percent of GDfn 1993, compared with  During the Mexican crisis, the authorities also tem
less than 1 percent in 1990. Under the currency porarily provided additional liquidity to the domes
board and in the absence of capital controls, thetic financial system within the narrow confines of
scope for countervailing policy action was limited; the currency board arrangeméha concerted dbrt
in any event, the authorities saw no pressing need fofwas also made to improve public debt management,
such actionThere was an impressive recovery in py lengthening the maturity of the public débt,
economic activitywith the increase in real GR-
eraging more than 7 percept a year in 1991-94, fol ~ 60Reserve requirements on demand and savings deposits were
lowing the virtual stagnation of the 198@%¢. the lowered in stages from 43 percent to 30 percent, and those on
same time, consumer price inflation declined time deposits from 3 percent to 1 percent. In March 1995, banks
markedly from over 80 percent in 1991 to about 4 also were allowed to count up to half of cash-in-vault toward re

percent in 1994, and a substantial remonetization ofserve requirements, as well as resources used to purchase assets
’ from banks in dficulty. The central bank created a facility for as

the e_Cor,lomy _began. . . sisting distressed banks and facilitated interbank transactions by
This liberalized and stability-oriented framework allowing the trading of excess reserve positions among banks.

for policymaking faced its first serious test during The central bank law was modified in early 1995 to permit the
the Mexican crisis of 1994—95rgentinas access to central bank to provide long-term liquidity assistance for amounts
: : : : in excess of the banksapital.

m'glergatlonall Cfgétsal m(?rlgets was Suthta?ltla”y-fcur 6INew issues avera_ged three to four yearaturity in 1995,
talled In early and there was geaputflow o and close to 15 years in 1998.
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avoiding floating rate instruments, and pre-borow then dismantling credit ceilings and interest rate
ing in good market conditions to create a cushion. controls. Liberalization of the financial sector began
Although real GDRleclined by nearly 3 percent in 1989 with measures intended to harmonize inter
in 1995, inflation remained broadly stable, owing to est rate regulations for banks and nonbank financial
the currency board arrangement. Confidence wasinstitutions (NBFIs). Interest rate ceilings were
rapidly reestablished. By the end Adfigust, more raised for both the banks and the NBFIs and most of
than half of the deposit outflow had been reversed;the disparity between them was eliminated. Interest
and by Decembedeposits had reached their precri rate liberalization was completed in 1991, following
sis levels.The recession also bottomed out by the the liberalization of the treasury bill market.
end of the year and real GIRew by an average of A significant step toward liberalization of current
about 7 percent during 1996-97. Partly reflecting a and capital account transactions was made in 1991
large-scale drive for structural reforms and delays in with the introduction of foreign exchange bearer
addressing some labor market rigidities, the unem certificates of deposit (FEBCs), which were avail
ployment rate showed considerable persistence andible to residents and nonresidents alike, traded in
did not return to its precrisis level until end-1998. the secondary market with no need for license or
Efficiency gains, on the other hand, helped to-con registration, redeemed at the central bank at face
tain unit labor costs and maintain external competi value at a prevailing éitial exchange rate, and
tiveness. used for any current and capital account interna
The principal lesson of th&rgentine experience tional transactions without restrictiédAt the same
with capital account liberalization is that sound time, some enterprises were permitted to hold for
macroeconomic policies, combined with ongoing ef eign currency—denominated accounts abroad or with
forts to create a sound and well-capitalized banking authorized banks domesticallonsequentlybanks
system, and steps to lengthen the maturity of externalwere allowed to conduct business directly in foreign
debt, have allowed the economy to withstand evencurrency buy and sell foreign currency from their
severe external shocks and the associated temporarglients, and der forward foreign exchange con
loss of confidence and lg&-scale capital outflows. tracts at market-determined rates without any re
striction on the amount or the period covered.
In 1994 the Kenyan shilling became fully convert
Kenya (1991-95) ible and Kenya accepted the obligationsAdticle
VIII. Finally, in 1995 all remaining foreign ex
Following a collapse of tea and & prices in change controls were eliminated and the powers to
1987, Kenya was left with a budget deficit of 6.4 license and regulate foreign exchange transactions
percent of GDPa rapidly deteriorating current-ac  were transferred to the central bank. In the course of
count position, and a severe shortage of foreign ex 1995, restrictions on investment by foreigners in
change. Real GDBrowth slowed from 7.1 percent shares and government securities were eliminated.
in 1986 to about 6 percent annually in both 1987 and All remaining restrictions on capital account trans
1988. Inflation increased from 4.8 percent in 1986 to actions were removed with a few exceptions: & ceil
8.3 percent in 1987 and 13 percent in 1988, despiteing on purchases of equity by nonresidents (40 per
extensive price controls. By 1989, it became evidentcent on aggregate, 5 percent for an individual
that without foreign financing and structural re investor); approval from the Capital Marke&s-
forms, Kenya would experience a severe economicthority prior to the issuance of securities locally by
downturn. nonresidents or abroad by residents as well as-deriv
The Kenyan economyhowevey was character ative securities; and government prior approval for
ized by a highly regulated financial sector and ex the purchase of real estate.
change and trade system in the late 1980s.cen Despite the introduction of these liberalization
tral bank relied on diérentiated credit ceilings and measures, the economy experienced a sharp eco
interest rate controls to manage liquidity in the fi nomic downturn from late 1991 onwar8conomic
nancial systemrlhe imbalances in the financial sec growth decelerated from 4.7 percent in 1990 to —0.8
tor were further accentuated by ifesftive banking percent in 1992, while inflation increased from 21.8
supervision and political pressures to grant credit to percent to 53.5 percent during the same period. In
connected financial institutions. consistent economic policies in the run-up to the
To avoid a severe recession, the government em first democratic elections in December 1992, inelud
barked on a wide-ranging liberalization program

aimed at attracting foreign saving$e program in —o7The central bank declared that | 30, 1099, th
iiditiac i . ; e central bank declared that, asAgfil 30, , the
tended to remove rigidities in the real and financial FEBCs ceased to be a financial instrument in Kenya owing to

sectors by freeing prices, liberalizing foreign trade apyses. No new FEBCs will be issued and maturing certificates
and foreign currency transactions, and relaxing and are to be converted into deposits.



ing the misappropriation of public funds, led to a
further deterioration of economic conditions, and by
early 1993 the economy was in crisihe money

supply continued to increase throughout the period,

inflation accelerated furtheand external payments
arrears emged for the first time in late 1992. Fur

Peru (1990-91)

and early 1985 reduced the fiscal deficit, but-eco
nomic activity remained subdued and inflation ac
celerated furtherFollowing a temporary boom in
1986-87 with higher wages, easier credit, lower
taxes, and price and interest rate controls, real GDP
fell by a cumulative 20 percent in 1988-89, invest

thermore, unsound practices in the financial systemment collapsed, inflation rose to over 1,700 percent

contributed to economic instabilitseveral com

in 1988 and nearly 2,800 percent in 1989, and the

mercial banks were allowed to maintain overdrafts stock of international reserves was virtually- de

with the central bank, obtain export preshipment fi
nancing facilities, draw checks against irfisiént

pleted. Upon taking @ite in 1990, the new Peruvian
administration implemented a wide-ranging {pro

funds, abuse the clearing system, and delay pay gram aimed at liberalizing most sectors of the econ
ment. Prudential supervision and enforcement wereomy, reducing inflation, and creating conditions for

weak.A number of banks persistently violated the

sustained growthThe program included liberaliza

statutory cash and average reserve ratios. Followingtion of the financial sector and the capital account;

their liberalization, interest rates increased and be
came positive in real terms. Finalthe shilling de
preciated rapidly

The authorities responded to the egieg pres
sures bytightening monetary and fiscal policies,
closing down four banks while replacing manage

the elimination of price controls followed by dgr
increases in fuel, waterand electricity prices;
greater restraint in public sector wage increases; im
provements in tax administration; and a comprehen
sive privatization program.

In the financial sectgrthe reform package of

ment in two other banks, and reintroducing an export 1990-93 abolished interest rate controls on domestic

retention mechanisni.he macroeconomic stabiliza

currency loans and deposits and government-inter

tion measures were supported by an Enhancedvention in credit allocatiorThe interest rate ceilings

StructuralAdjustment Facility (ESAF) arrangement,
approved irApril 1996. The first and only disburse

on foreign currency loans were raised to honbinding
levels, subsidized lending through tAgricultural

ment under the arrangement was made in 1996, afteBank was eliminated, and all development banks

which the arrangement expired without completion
of the review in mid-1997 because of the failure to
tackle outstanding governance issues.

The main lesson from Kenyaexperience seems
to be that rapid and wide-ranging liberalization in the
context of continued major macroeconomic imbal
ances may have increased the coustwylnerability
to capital flows by providing legal channels for capi
tal flight (the latter reflecting both a deterioration in
private sector confidence and corruptioi)erefore,
rapid and wide-ranging liberalization of the financial
system and capital account is a necesdauy not
sufficient, condition for economic recovery and
growth. Only consistent macroeconomic and struc

were closedThe supervisory and regulatory frame
work was extended to include nonbank financial in
termediaries, and a system of deposit insurance was
initiated. A tight monetary policy was followed to
curb inflation, while the domestic financing require
ment of the public sector was eliminated. In the real
sectorall remaining price controls were abolished in
1990, while wages in the private sector were permit
ted to be determined freeljo increase labor market
flexibility, procedures to ease the dismissal of work
ers were approved, and the scope for retroactive
wage increases was limited. On the external front,
the multiple exchange rate that had been put in place
in the mid-1980s to protect the balance of payments

tural policies are able to eliminate existing economic was unified in 1990The exchange rate was allowed

imbalances. It is diifcult to determine whether in the

to float, quantitative import restrictions were lifted,

absence of capital account liberalization, the reces the previously complex tafisystem was conseli
sion would have been even more severe, or whethedated, and export subsidies were eliminated.

capital account liberalization contributed to instabil
ity given the inadequacy of supporting reforms, es
pecially in the financial sector

Peru (1990-91)
From the early 1970s to the mid-1980s, Peru ex

The oficial objective of the liberalization was to
promote the mobilization andfefient allocation of
resources, including foreign capital through various
incentives. New legislation on foreign investment
was subsequently introducedAngust and Novem
ber 1991 as part of the liberalization progrdinese
changes were made part of the new constitutien en
acted in January 199Zhe constitution subjected

perienced recurring balance of payments crises ac national and foreign investors to the same terms, al

companied by increasingly sluggish growth, aceeler
ating inflation, lage fiscal imbalances, and rapidly
accumulating debtAdjustment programs in 1984

though foreign investment was required to be regis
tered with the National Commission on Foreign In
vestment andechnology Foreign investors were
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allowed to freely remit profits or dividends (the pre either to retain some control over the exchange rate,
vious system established a ceiling on remittance ofor else to have maintained some controls to restrain
profits equal to 20 percent of the investment, with capital inflows. (For more details, see Sheahan,
exceptions granted to some sectors); freely reexportl994.) Others have held a more sanguine viet
capital; access domestic credit; acquire sharesing that the current account was primarily driven by
owned by nationals; and contract insurance for theirthe demand for imports of capital goods and inputs
investment abroad. Exporters and importers werefor the mining sector and in the newly privatized
permitted to undertake foreign exchange transac sectors of the economand was lagely financed by
tions in the market without intermediation by the the strong foreign investments.
central bank, and full convertibility of the currency Following the liberalization of the capital account
(the “sol”) was guaranteed by the constitution. Resi and subsequent improvements in market sentiment,
dents and nonresidents were permitted to open for financial institutions regained access to foreign lines
eign currency—denominated accounts in any finan of credit, starting with short-term credit, making
cial institution ofering such accounts, although them potentially vulnerable to sudden reversals of
differentiated (higher) reserve requirements on for flows. Some small and medium-sized institutions
eign currency deposits have been maintainedexperienced difculties in 1998 following the tur
throughout. In subsequent years, foreign investmentmoil in international financial markets, and the au
increased substantiallyith a stock of foreign direct  thorities stepped up liquidity support to the banking
investment rising from US$1.3 billion in 1990 to system.This episode notwithstanding, tighter pru
US$6.0 billion in 1995. dential regulation and enforcement coupled with in
Capital account liberalization in Peru was urder creased foreign participation have increased the
taken when U.S. interest rates were declining andbanking systens resilience. Moreovethe overall
domestic interest rates were high, reflecting an anti- vulnerability of the economy has been limited, as a
inflationary monetary policyThese circumstances, large increase in reserves more thafseif the in
together with a significant improvement in funda crease in short-term debt, with the coverage of net
mentals resulted in sustained capital inflows and, international reserves to short-term debt (due in 12
with the adoption of the floating exchange regime, in months and less) currently exceeding 100 percent.
a sharp appreciation of the currency: between 1990 Capital account liberalization has contributed to
and 1995 the real fefctive exchange rate appreci  higher foreign direct investment, increased competi
ated by 25 percenthe current account deficitin  tion, and more favorable relations with the interna
creased significantly from 3.8 percent of GDP tional community Some progress has also been
1990 to 7.3 percent in 1995, before declining some made in developing the financial markets following
what thereafter (between 5 and 6 percent of GDPthe liberalization of the capital account: the assets
during the period 1996-98). Even so, strong private managed by the new private pension funds system
capital inflows helped to lgely finance this increased from US$29 million in 1993 to US$1.5
deficit.63 Moreover fiscal restraint and the impesi  billion in 1997, while the stock of mutual funds rose
tion of high reserve requirements on dollar deposits from US$3 million to US$736 million over the same
allowed for a substantial increase in net international period. Foreign funds accounted for two-thirds of all
reserves. Concerns about the current account deteriequities trading in 1994, compared with virtually
oration led some academics to criticize the timing none five years earlieGrowth picked up substan
and sequencing of capital account liberalization in tially, from 2.9 percent in 1991 (-5.2 percent in
Peru, aguing that the real appreciation of the-cur 1988-91) to an average of 6 percent a year in
rency had exacerbated the contractionafgces of 1992-98, and inflation continued to fall, from above
strict monetary and fiscal policies in an economy 100 percent in 1991 to 6 percent in 1998. Peru also
where export-oriented industries were key to weathered the international financial turmoil of 1995
growth.In their view it would have been preferable and 1997-98 without significant damage to its econ
omy. Overall, therefore, Persi'experience with a
fast and wide-ranging capital account liberalization,
Wparticular the ratio of long-term financing to the private a_ccompanl_ed by prudent fiscal and monetary-poli
sector to the current account deficit increased from 0.9 percent in cies, a flexible exchange rate system, and strength

1990 to more than 50 percent after 1993, rising to above 100 per €ning of the financial system, seems to have been
cent in 1996. beneficial.
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