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I, INTRODUCTION

It is by mow almost a cliche to point to the seemingly ever-growing [orcss of globalization
and international financial market integration, spurred on by financial liberalization and
innovation on ane hand, and rapidly falling costs of computing and telecommunications on
the other. Hackneyed it may be, but the picture this story paints of rapid growth in
international capital flows in recent vears is largely accurate--even if, from a longer-term
perspective, open capital accounts and large capital flows were more the nonr. historically
than the exception, in contrast to the period from the 1930s until quite recantl:.!

Certainly the data are compelling. et non-official capital flows inte developing countries
amounted to some $230 billion in 1996 with another $23 billicn for transidon economiss;
and while the net volume is expected to be somewhat lower for this year, follewing the
events in South East Asia (3190 billion and 322 billion respectively), this still contrasts with
amounts of $44 billion and 514 billion in 1989. Looking at capital flows mor broadly, Table
1 shows the growth in key types of flows over the last couple of decades and shows the
many-fold increases in both gross inflows and gross outflows, in both portfol.o investments
and direct investments, and both industrial couatries and developing counides. Tables 2 and
3 show related datu for specific industrial countries that give a similar picture, Crass-border
trading in bonds and equities grew at an annual average rate. i1 real terms, of approximately
25 percent between 1930 and 1998, cross-horder bank lending by something approaching 10
percent; and foreign direct investraent only a bit less than that--all signiticantly more rapid
than growth in international tade or GDP.? Looking at another relevant indicator, global
turnover in major forgign exchangs markets in 1995 is estimased to have been over 6 times
higher than a decade earlier (Table 4); and to have been 19 times higher than world exports of
goods and services, compared to 7 imes higher a decade earlier.

Beyond the statistics, a sure sign that this phenomena is not oaly real, but important, is the
cfforts within the IMF (o coms to grips with the implications for the role of taat institution.
As many of you will be aware, the recent TMF/World Bank Annual Mectings in Hong Kong
gave a mandate to the [MF to drafi an amendment to s Articles of Agreement, with the aim
of strengthening the focus on issuss associated with capital flows and, in pardicular, prudent
liberalization of members’ capital accounts. Amendmenis to the IMF's amicles, especially
major ones, do not happen very often, of course.

How one feels about this big picture probably depends rather a lot on how vou feel about
markets in general, If vou are suspicious about the ability of markets in general to deliver
iraprovements in national welfare, vou will very definitely be suspicions of the merits of

l

'See, e.g., the Annex on “Globalization in Historical Perspective™ in the May 1997 issue of
World Economic Outlook, Intemational Monetary Fund, Washingtun, DC.

*The Economist, Qctober 18, 1997,



~

Table 1. Portfolio and Direct lnvestment Flows, 197394
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Porifalio imvestsant 5.3 17.8 -5.1 10,1 1.3 o3 40 339 -2 2147 9.1 43.8

Sewrces. Joseph Bistgnang, “1le Inlernationaiization ol Financial Marksts: Measucernents, Benefits and Unexpeeted Interdependence,” Cubiers Ecenomigues «l
Monélaires, Banque de Fronce, Vol 43 (1994), pe. 9-71, and International Monetary Fund, Bolanee of Payments Sietistics, Part 2.
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allowing large amouuts of funds to flow in and out acrass your national borders at the whim
of large foreign--and for that matter, of course, domestic--participants in financial markets.
On the other hand, if you take the view that markets do a good job allocating resougces to
their most productive ends, you will of course be very much inclined to the view that the free
flow of capital internationally is likely to benefit all the parties involved.

I do not intend to spend time directly addressing those polar positions, mainly decause it
seems {0 me it would be a rather sterile debate. Instead, there is a wide midd]e ground
between these poles, where the issucs are much more interesting, relevant and challeaging. In
any event, it is somewhere in this middle ground that the majority of policymaking and
academic views seem to lie, For example, the consensus of the Fund membership appears to
be that liberalization of capitul accounts is indeed desirable overall, hut jt caryies tisks thas
need to be carefully managed,” In particular, close atiention needs to be paid to the pace and
sequencing of capital account liberalization in relation to supporting macrosecnomie, and
microccononiic or structural policies and capabilities.

The issues in this middle ground seem to me to fall under three broad headings which, though
logically separable perhaps, are nevertheless very closely intersonnected. Firs:, there are
questions about the interplay between international capital flows and macroeconomic
management--monetary and exchange management in particular. How do capital controls
and their removal affect macroeconomic policy and, in particular, how are the policy
objectives and cheices open lo policymakers altered?

Second, there are more microeconomic quesiions about the optimal approach to regulation of
international monetary flows. Whar drives the behavior of international finaniial markerts in
normal and less normal times? Do these markets “fail” in some sense--and if 30, in precisaly
what sense? What are the implications for policy as regards the regulation of international
financial markets and flows, and how effective are regulatory constraints on ¢apital flows
likely to be? Are price-based measurss, rather than quantitative restrictions, | kely to be more
effective?

Third, there are issues about the appropriate transition towards liberal capital mazkets,
especially for countries that are not amongst the most advanced economies. 1 would
distinguish this set of 1ssves from the previous two in the following way. The first two scts of
issues have more to do with the precisc end-points of a liberazization process, whereas here,
we are considering issues about the pace and sequencing of the process of moving wwards
the end-point of liberal capital murkets. Even if the exact nature of the desivad end-point of
the liberalization process may be somewhat unclear or open ta debate, the trunsition for many
countries is generally in a well-understood direction. Especially in the conlext of liberalizing
significantly repressed financial seciors, there 13 a considerable amount of progress that can

’See the Declaration of the Interim Committee at the 1997 IMF/World Bank Annual
Meetings.



be made along the (ransition path before it is essential to know the exact nature of the desired
end-point.

In Sections -1V of the paper, I will discuss these three sets of issues in turn. The theme of
the paper is the interlinkages between these issues, and--though some flavor of it will
inevitably be apparent--it is not intendad to be a detailed discussion of the costs and benefits
of capital account liberalization per se. There are numerous other examples of “hat, In Section
Y of the paper, [ will conclude by briefly discussing the televance of these issves for the IMF,
and how the Fund is proceeding to address them.

II. THE MACROECONOMIC POLICY PERSPECTIVE

The ability of a government to pursus specific macrogcopoimic goals through managing the
conditions tn money and exchange markets depends fundamentally on the censral bank's
monopoly position with respect o the supply of domestic base money. Like any monopolist,
the central bank can set either the price or the quantity of its product, but not both (at least not
in the absence of direct controls over imoney and exchange markets). Unlike other products,
however, in the case of money, there are two distinet but related aspeets of “price” that are
relevant --the exchange rate, or the interest rate. And again, the ceniwal bank cin set one of
these prices independently, but not both.

Putting these constraints together, it is clear that in unrestricted markets, the central bunk can
independently set only one of the exchange rate, interest rate or quantity of bise money. Once
the central bank has sel one directly, the others will be determined by markets through
intermational interest parity conditions on the one hand, and the demand for damestic base
maney relative to supply, on the oiher hand, Some writers have called this coadition “the
impossible trinity”. The “impossible irinity” means, in a nutshell, that monetary and
cxchange rate policies amount to one and the same thing. More specifically, that thev
constiiute only one policy instrument, and that they therefore san anly be effectively and
efficiently oriented to one policy objective al any one time.

Governments, however, have a range of objectives to meet and a range of different interest
groups to keep more or less satisfied, or at Jeast not 100 dissatisfied. [t s not oo surprising
therefore, that they may sometimes anzmpi to meet more than one nbjective through
monetary and exchange management. notwithstunding that those objectives may be
fundamentally in conflict. in the shorter-term at |east. In partizular, there is a tension behween
the role of the exchange rate (oindy with gther policics) in maintaining inteinautonpal
competliliveness, and its role in promoting macroeconomic stability, includir.g low (but not
negative) inflation.” The usual case. raditionally, has been a 'wish to maintaia a yiven
nominal exchange rate, in the face of significant outflows, without bearing the full economic
and political costs of doing so through the higher interest rates, fiscal lightering and/or

‘See, e.a., Edwards (1995), and Obsifeld and Rogoff (1995).



structural reforms that are typically required. In the modern era of globalized cupial markets,
however, perhaps a more common phenomena--with a tew notable recent excentions-- has
been the dilemma often associated with significant capitl inflows. In these circumstances,
there is often a wish to avoid nomiral exchangs rate appreciation but at the same time an
unwillingness to accept the inflation risk that may follow from the monetary effect of the
capital inflows.’

In their attempt to meet multiple objectives. it would be essentially only by coincidence that
the authorities choose policy settings {exchange rate levels, interest rate levels and/or base
money lavels) that are mutually consistent, and in line with the levels the market would have
delivered.® In the absence of direct conirols, the pursuit of muliiple, conflicting objectives
through monetary and exchange management will generally leed to inconsisteacies and
distortions that create incentives for profitable speculatan or arbitrage. At best, some if not
all of the authorities’ policy intentions would be thwarted by wmarket reactions. at worst, the
inconsistencies would be severely punished.

This being the case, resort to exchange controls to limit markel reactions of the above sort
can be very tempting as a “quick fix". They appear to hold the promise of easing the trade-
offs the authorities have to make, and reconciling conflicting Intemal and external objectives
in monetary and exchange management, at least in the interim., This assumes, of course, that
the controls are in fact sufficiently =ffective--a major issue to which I will retum in the nex:
section of the paper. Indeed, in the post-World War I intellectual environmeat, tis view of
exchange controls was largely the mainstream one. Restricting capital flows was seenas a
means to preserve the “autonomy™ of monetary policy--specifically, its abilitv to pursue low
interest rate policies to encourage growth, while maintaining @ fixed exchang? rate. Even
after the generalized move to floating exchange rates internationalily, the tendency of rational
foreign exchange markets Lo “overshoot”, 4 la Dornbusch, was sometimes seen as a renewed
justification for maintaining capital controls, as was more microeconomic coacems about
market efficiency and rationality (ses below).

The accelerating move avay from exchange controls, in contrast, has reflected the
conjunction of two seams of thought in cconomic policymaking. First, that improved and
sustainable growth performance require maximum efticiency in the use of resources, and an

¥[he literature on capital inflows is quite extensive--ses Schadler et al (1993) fur an
QVerview.

*And even if they happened ta be mumally consistent at one time, it is quite unlitely that the
policy settings would still be mutually consistent at a later titae. Indeed, if the autharities
could succeed in directly setting each element of the impassiale trinity in a manner that
continually maintains mutual consistency, the point of doing so would be quite uncleac--it
would seem to have no advantage over directly sefiing one element, and allowing the markes
to set the others in response.



meettenne of market allocation proc<*s<es to achisve this, In this context, capital account
Jiber ah/jmon is simply the cross- -border financial analog of domestic financial and economyie -
| hbnrahzatlon Second, that macrocco..omu, managcmenr neadcc; to shift from z. baa'C"H\,
short-n.rm focus toa medmm to-longer term focus, emphas12m I sustamabllm -of government
debt po:.mons, and containment of infl 'mon pressures on a lasting rather than intermittent
* basis. Rahance on capltal controls (aud other direct controls) however, gave gnovemments an
attractive easy way out that and tended 1o lead to delays in e.dclr*ssmg fundamental medium-
- term pohc" weaknesses, with thie resuli of an &ven more painful adjustment to be made in the
future. Mo*eover, as industrial country experience in the 1970s especially shovwed, this
cn:mgcd approzu.h to macmmmagem\.m 'required-the pohc) framswork to build c;echbzhn’
with and confidence amongst market participanis ( (financial, goods and tabor markets). This
point, 100 requned capilal account liberalization. As Shafer succinctly points ont, it would be .
' ﬁmdumentallv contradictory to seek to build c1ed1bmtv with market pammpa.rts and at the
" same time 10 restrict thcxr ability to act on their asseaqmems by [ruah managir.g their own
financial affairs.”

Ont this view, intérmational financial markets are a disciplining force that do ant restrict the
: ab111ry of natlonal authorities to-follow sound, mednun—tcrm pohc;ea they res:rict domestic
policy mdep\.ndem_a csscnnallv only in the sense rhat they penalize attempts to follow
unsound.or mutually inconsistent policies, and delays in mgus!mﬂ policies to Fma:mentalh
address new problems as they arise. As a resulf, a willin ngness fo liberalize capital markets can
. be scen 25 a signal of commiiment o sound ; pohc1°3 In future (smce unsound dnes will be
num<hed), and also to refrain from eintreducing capital controls.! Assuming the signai fiseif
is credible, this is likely to haie bensfits in terms of reducing nsk/mlc#fmty premiain
: .ntereut and c\cha.nee rates (and encouraging mﬂows) in a maaner aualogqu to rr-=-asure\
like centml bank md‘.pendenc\, desrr‘ed 10 nddr»sq the well known mﬂatlon ')135 or “time
: mconslstcnt:\ pmblcm in monatary ~"ol icy.?

Of course, policymakers do not alw: '"»s apprecmte that dis 1pline ‘especially where previously
favorable. market Sentitent turns sour as it focuses on deep, rooted but unadd-essed Droble'ns
- such as wcakncsses in banking sectors, or corporate balance s1eets :md govemance. As’
. Fischer (199/) notes, when trouble COmes, pohcmmkers are not “Lec°5ianlv happy to admn
tha tthe capxtal markets were onlv ha M2sSenyer, deuvcrmg a verdict on their p:norm'mce

*Shafer (199'\) coptains a very useful history and analysis Df :ndustrial country’ e\m.nence
with capital- controls and U.’Cl!‘ liberzlization.

*Bartolini and Drazen (1997) formalize one aspect of this argunent.

*See Blackburn and Chuistensen (1939), for example, fora "clc;tailgd discussion.,

pryx
»;51,.‘@



TII. MICROECONOMIC PERSPECTIVES
A. Exchange Rates and Fundamentals

The desirability of market discipline of course assumes that the market has basically gal its
analysis of economic prospects and policies more or less “right”, at least maost of the time.
Notwithstanding the macroeconomic perspective, capiial controls might congeivably be
legitimate responses if there is really something “wrong™ in the way forcign exchange
markets work. Certainly, there is a common view that, along with other financial markats,
exchange markets sometimes display exceasive volatility, and specificallv may tend to rewet
late, but then react very rapidly rather than smoothly, and may be stbject to contagion, While
those observation seem to fit the facts for currency crisis episodes at least, by itself they says
little about what causes such behavior and what policy measuras, if any, are aspropdate to
address it beyond the standard prescriplion to address fundamental policy weaknesses, In
particularly, views differ quite sharply on the extent to which markets act rationally and
efficiently (which however is not the same thing as saving thev do not make raistakes from
time to time), and it is fair to say that a number of key questions about exchange market
behavior are not yet satisfactorily resolved to the point of consensus,

One key strand here is the modeling of exchange rate determination in relation to
“fundamentals™ such as retative prices. The generally accepted conclusion of empirical work
on exchange rate determination, at Jeast until recently, has heen that models of exchange rates
based on econoniic fundamentals have neither explained nor forecast exchange rates any
better than a random walk model. For example, in respect of PPP, while thers has bean some
gvidence of a waak form of PPP in long run data, the implied adjustmert to equitibriwm has
bsen found te be very slow.™ Some recent work, however, gives grounds revisiting that
conclusion and gives grounds for some cautious renewed optimism on fundanentals-based
models. MacDonald (1997), for example, argues that imode! specification and the
econometric methods used have had a crucial bearing on the findings (or lack thereot) in
previous literature, and goes on to demonstraie cvidence of sensible and significant long-run
relationships, as well as useful shorter-run dynamics, betweer exchange rates and terms of
trade effects, fiscal balances, net forzsign assets and real interest rates as key fundamental
determinants, He also notes related work by himsa!f and Marsh (forthcoming) that models
departures from PPP in terms of interest rate developments and that produces “impressive
out-cf sample forecasts™. Another recent example supporting the view that exchange rate
movements can be explained by efficient or rational adjustments to fundamentals is work in a
similar vein by Johaston and Sun (1997).

"See, inter alia, MacDonald and Taylor (1992), and Frankel (1996).
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B, Efﬁcienﬁy and Rationality e,

A second relevant strand tocusse; more directly and in more detai} on short-term yarket
‘behavior.!! The stafting point is the empirical rejeciion’'of at least the simpier “crsion of the
'efficient markets h ijTthi‘* (E\fIH) and the associated ﬂndm;' that the forward forsign

| e;xchangc rare is a biased and inefficient prediclor of the future spot rate. The nsual i
mterpre;ahon of this i3 that market participants are risk averse and that there Is a non—constmm oy
risk premium. However, tests for the existence of such a preminm have received only mixed %
support to date and sore authors find this concept rather probl ematic, becauss it risks being -

' tautological, Nevertheless, the time-varyi nﬂ risk premium seeras very plaumb;c intuitively,

' Another possible interpretation is that there is 2 problem with the expectations lypothesis :
that, together with risk neutralily, jeintly underlies the simple ZMH. This has lead to

examination of p0551ble E‘{planamﬂ factors like the “peso proslen” (where markets place a

stnall probability on a large future change in tundamemaxs\ “rational speculative bubbles™

, (movements not basc.d on fundamenmis but posmbly based on somc form of “herd’

bchawor”) ana information pmcesses that are “inefficient” or at lec.sf different from

normally apemﬁcd modcls such as reliance by market 'purhmpants on “technical analysis”

rather than * fundamental analys;s

 Work in these argas raises fascmaun: issues that are indeed potéatially critical for public
"policy formulation, Thc reason is that optimal policy responses need to be based un 3 good
understandmgz of tha' nature of the problem to be addressed--i.2., if the marke: is falling™ in
some sensc pOIm}makors should kaow in emctl} what sense this Is the case, ar'd why, befor
desa gning an appropriate’ response, For example, even if markets do.be have 11 ways <1milar te ~
the above explanations, it does nioi fo}low at all that such behawm 15 irrati ional or inefficient
in a world of u"xcartmn‘y and limited, heterogenous or cosﬂ} information, Thers are 2 pum sber
"of authors who have heen workxng in this area, in respect of both foremn cxchanoc markets
and other asset markats, An i mLer;.sm recent example is some work in the Eank of Canada

. that finds that though chartists seem to dommat» foreign exchange market trading for much
of the time, this is typically in periads that ate relatively. wrancuil and smoothly irending. In
contrast, the 255 frequent perods where, ﬁmdame*ﬁahs 5 dominate trading are associated
'with greater rurbulence. But this trbulence 18 associated witk, re-equilibration rather than

! distortion--i.e, it is tlmes where fund tamentalists view of the path efjfundamentals has
changed quinc:ently or'where the exchange raie has dl‘lf‘-”'d sufficiznily far from what is
jusufied by the fundamentals, that arbumgc 10 Gortect: the dzs-*re;,anm will bs profimable.”

“‘The‘refarcnce.s in the preceding footnofe also provide useful brief reviews 7 this area.

PR, Vigfusson, “Swhchmg bcm een chartists and fundamentalists: A Markov regime-
" switching approach” as rcported in -‘vlurray (1997). Mhrrav notes that thm work sesms (0

‘carry an interesting mphcanon that n.l}*er than “leaning Asramst the wmd in the, foreign
{ connnu»d



In short, then, the jury is still very much out on the question of what drives exchange market
behavior both in more normal times and in times of currency crises, Until a more compelling
consensus view emerges, policymakers will nsed to be extrsmely cautious thal in reacting to
market developments they do not seek quick fixes based on a view that markets ace “failing”
relative to standards derived from models of market behavior that are themselves flawed,
because based on incomplete and imperfect knowledge of impertant aspects o actual market
behavior.” Certainly, none of this is to deny that markets may make mistakes--the important
issue however, is whether they consisicntly make similar mistakes. Nor is to deny that they
may act (rationally) on incomplete or erroneous information. That is the nature of the world.
What {s important in this regard, however, is that the authorities do as much a3 they can to
improve the information available-to markets--information both as to the authorities’ own
actions and intentions, and as to the state of key factors such as the state of the banking and
corporate SeClors.

R

C. Circuravention and Enforcement of Capital Controls

Even if a policymaker is convincad that the exchange markst is failing in an Lmportant sense,
it is not at all clear that capital controls, particularly of the quaatitative kind, ¢re a particularly
effective tool of restralning market behavior in a desirable wav. Cireumventian of capiral
controls is a substantive issue both conceptually and empirically. Conceptually, the issue
arises because capital controls do nothing by themselves to address the underiying concems
that are driving market behavior--in ather words, the factors which created ths incentives for
moving capital have not been addressed,

Faced with the continuing incentive ta move capital, market participants will endsavor to
circumvent capital controls up to the point where the expected costs of doing so offset the
expected benefits. Those costs include the costs of finding locpholes in the citpital controls
and rechanneling or repackaging flows to take advantage of them, Given the fungibilily of
financial flows, these costs may not be all that large, but ip any cvent they are likely to
include legal and other advisory services, Such expenditures zre privately profitable, but
socially wasteful. In addition, 1o the extent that circumvention embodies bresches of the
capital control regulations, and not just the legitimate exploitation of loopholes, the private
costs of circumvention would include the monetary, reputational and other cost of being
caught--as in the economics of crime, this would include the vost of the penalty per se,
adjusted [or the probabiiitics of successful detection and proszcution.

**(...continued)
exchange market as central banks ofien do, “leaning with the wind™ might b counsidered
instead, 1o hasten the re-equitibration process.

“For an interestine, discussion of “market failure™ and “mode! failure™ in a raore general
comtext, see Taumanotf (1984).



From the point of view of the authorities, Inrzm:mnrnmx effectiveness'of the con'rols in the face
- of the market’s incentives to circumvent them requires additioral, socially costly

 expenditures on'‘administration, enforcement and strengthéning of the controls, including

attermnpis to close, Ioopholes as, if not before the market discovers and exploits them.

. Typically, this is a game in which the regulators are always playing catch-up. The incentives

for them to stay ahead of the market are seldom-as strong as those the market Jace; and their

'ablhty to respond flexibly to re-allocate or expand their reSources as Tequired "o do this, is

typically more limited than the maiket' s. What is sometimes seeri over time is a sort of

. whirlpool effect. An initial seL of capml comm}s may require cofitinuing rounds of

augmemat}on and expansion to close off loopholes successively Dxplmred by ke markert;

’ admmstratne and complmnce costs rise; and the network of conm::ls becomes more complex

and less transparent especially if the rcgulators endeavor o maintuin excmpimns or

e\cepnons for 5pemaily favo.rcd groups.

A

Certainly, as an empmcal matier, there is ample evidence internat IOL‘I"I‘V that capital controls
lose their effectlvenoss over time. See, amongst many others, 2dwards (op cit) and W ong
(1997) for a brief review of the literature on de facio capital mobility, with particular

‘reference to a sample of Asian- Pucifjc economxus Shafer'(op nit) on mdus*ml CouUItry

experience; and Schadler et al (op ¢it) for Some 'other counines. 'Another interesting recent

" example is Cardu::o and Goidfajn {1997), whose work on capital controls in Hrazil implies

that the controls 1 in tha at country have had a half-life, in terms of effectiveness, of amund half
year. In the case of the modern pienomena of probl”mauc capital influws, it is notable that

ina number of countries that have tried to resirict the rate of inflow through dirset conmrols

(usually in ordér to reduce prassuses for exchanga rate dﬂmmatmn’), some measure of

nominal exchange rate ﬂextbm’n has nevertheless proved unavoidable eventually (for

example, Chile and the pre- -attack'Cz ech Re:pubhc) More generally, as Obstfeld.and Rogoff

(op vit) note, jt is very, likely that c:rcum»cntmg or evading ezpital controls in pamculm

countries has become progressively easizr in the contem of insreasingly mteffrated and liberal

~ financial mar}c'ts frloballv

Tn public ecmormcs in general, thers is oftén a plesampnm mat price-based measures (taxes
or subsidies) are more cfficient and effective policy respoases than direc! regulatory
rcstmchons on qmrmnes since they have a more direct impact on the mccnhve structura for
the affected transactions, Prabably the best known proposal o Impose 2 tax on intemational

«capital movements is the * “Tobin i2%", pui-forward with the ictention of pumng carain

amount of “sand in the wheels” of Spe"ll]atl\’é forvzgn 2xchange transactions.” [q principle, 2
Tobin lax on foreign exchange u:m:,actwns might be able to he set Eow enough'lo be almost
negligible for exporterq and i 1mportc:rs, and f for 10nnsr Fcrm Jﬂx'estora,whi e still imposing 2

%

“Other tax-based measures includs (in effect ul least) reserve reqmrﬂm\,nts specifically

| apphcd to forewn currency inflows, with no or low remunerztion, in'a few countries like

Chile--but, as already noted, it is not at all ¢lear how r:ffccmm these Measures. have been in
pracncc given that }argc inflows:have continued. |
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very substantial penalty {(at an effective annual rate) on short-torm transactions--though even
here, there 1s no clear prcsumpuon that increased transaction costs wi ll reduce: volatility,
More important, however, is issue of evasion once again. Unless all couniries adopted the
same structure, foreign exchange frading would simpty move "o v,He it is not taxted (Garber
and Taylor, 1993)--in the absence of other binding cestrictions, trading in a purticular

currency certainly does not need to take place within the borders of the country involved.

I do not mean to say, by all of this, that capital controls can never be effectdve. Controls wili
slow down the rate at which domestic financial markets becorne integrated with intemational
ones, and the rate at which international interest parity conditions make the constraints of the
“Impossible trinity" binding for macroeconomjc policy. By the same token, ¢ f course. they
will also siow down the pace at which the domestic economy can sequire the benefits of
capital liberalization.

.
The important point though, is the need for compatibility between the underlving economic
objectives of the authorities and the incentives their policy framework creates in practice, If
the incentives created for the market by the overall policy environment are swch as to promote
capital flows, inward or outward, the direction of the trend will, as above, be towards reduced
effectiveness of those controls.*® How quickly that sort of effect becomes visible depends on
the specifics of each country’s situation. Broadly speaking, however, the maz out of line Lhe
macroecononic incentives are with the authorities’ wish to reduce c.apus.l flews, the more
quickly controls will start losing effectiveness, other things being equal. Conversely, if the
policy environment creates incentives that are compatible with policymakers’ wltimate
objectives, capital contrals would b2 nonbinding and would sarve little purpose

IV, THE TRANSITION TOWARDS CAPITAL ACCOUNT LIBERALIZATION

“Obstfeld and Rogolf note evidence that stock price volatility, [or example, does not fall
with higher transactions costs.

"*In addition to the broader incentives created by the everall sconomic environment,
governments sometimes employ speeitic policy instruments that provide divct incentives for
certain types of capital [luws thmugh e:{ph‘cit or implicit subsidies. Reserve requiterents on
domestic bauks that penalize domestic currency intermediation significanuly mere than
[oreign currency intermediation are a case in point. Forward 3xchange transactions
undertaken by the authorities can h another example i, e.g., the central bank effectivety
undertakes to scll foreign exchangs forward at a subsidized mte--1.e.; one thit is moye
appreciated than market counterparts themselves would do, given interest differentials (a
major issue in the build up to the That crisis). While capital inflews are geperally assumed to
be beneficial, the justification for directly subsidizing them i3 not at all clear, and may well
contribute to a more severe wnarcend in market sentiment 2t a later date than otherwise.
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 [mplicitly at least, much of the discussion above hasibeen orientud towards sconomies with
rcasonabl} even if not Ftu develop"d ﬁnancml markets reasonably even if not completely

- sound financial institutions; and where the 1egal and, r:_eulhtor;, framework;, and the
authorities’ policy 1mph.mematmn cupacltv are also sufficiantly well dev:.lop«: Especially
 where these conditions are not mel, the transition to capltal account liberalizat! lon raises
important jssucs. They are important, in particular, because although internationel mpr.l
markets may give: pohcymakers the benefit of the doubt for a whﬂe they will s00mer or later
' punish severely significant policy i mauequacws ma.onsmencxe; and errors; and bes,ause once
the liberalization process gets 1o a certain point, it mll start to become increasingly difficult

1o make remaining capital controls effective, for the rcaaons ‘alzeady discussec. Thus, a

stmtcwjf of capltal account llberahzaﬂcn needs to pay close aliention to the co-requisites, if
" pot: p[E‘IBQU]bltﬁs, in other aspeots of the pohcy and ;enulatory env.u:nnment relevant to
capital mévements.

N
At the outset, I should nate that these conmderanong need o 2o bay ond what one sometimes
sees in the earlizr acadernic ljteraturs about :equ°ncmcr of rcforms (rf:a beforP ﬁnanmal
‘sector reform, current account before capital, long term. flows :Jefare shor-term flows: a
‘stable and m;tamable ‘macro environment and realistic real exzhangs rate, etc). There are
some very valid pomts in suchi analyses, but they tend o be tad abstract and raiss important
parts of the siory. As Guiridn (1995) for example notes, waiting for favorable macroeconomic
conditions and policies to come about before liberalizing capilzl flows may mean going
mthout the anEﬁib of that liberalization md—‘-ﬁmtelv whereat. pl,.shmsz ahead with the
uberaluanon may actuallv mmake an 1mnommt contribuition to the process of i 1mprowng the

: macmecononuc {as per Section [ Lc:m,) Similarly, Quirk et al al' {1995) note that relatively
3 early liberalization may be useﬁﬂt timit the abum of vested | interests to delay or ds.rasl

- reforms on a broader front, may promote efficiency in the domestic fmanc,al sector by
promotmo compétition and may allow domestic parties to civersify activities and portfolios
more mncwnhy They also note, as regards decontrol of iO‘l”'lE"!Il /ETSUS shnrt ~term capiial
. flows, that there is some cv idence that long-term flows arre net nuﬂr.‘s\;.nly more stable than’

' flows through Jnstmmenis wilh short matritizs.

At the same time, however, it ssems abundantly clet.r that sorne minimum lavel of fuvoreble

. domestic economic and palicy conditions, should be put in place more or lese simultaneously
with, if not in adyance of cap;ta} ] =i:erahzuuon, 10 provide reassurance '(hat fzotors that might
cause mtamatzonaj m»esmrs to take flight are being addrezsed appropriately and ina |
sustmnablc and consistent fashica. ."’hc fac ors1 mentioned previously~legal and regulato

. frameworks, nnancml sector SOU;LdUESS and level of developmem and pollC‘ map[emantautm
capacity--necd'to be adequa;e}v satisiied. But wh:n is “adequately satisfied"™? There does not
yet sesm [0 be a particularly clear, mecxﬁc answer on this, so that it is diffic.dl to dla\\ clear-
cut lessons about the desirable pace and ;z,quencmﬂ of reforms fer mdmdud countries
Clearly, somc form of balance benween Hwo e\LrunPS is necessary, so that (85 Guitian notes)
capital hberaluanon can be underﬁ&kun with less thzm opt:mc.l precondmons, but not

- conditions 5o far mvavlfrom opummw that the bustmnamlm’ of that opening, and the



credibility of monetary, exchange rate, fiscal and other policies in an open environment are
destroyed.

What does seem clear, though, are a couple of broader principles. In particulir, the issue of
appropriate pace and sequencing of capita] liberalization is not so much one about which
measures should be in place befora other measures, as it is about the need for that
liberalization to be seen as one part of a broader policy strategy, including beth
microzconomic and macroecotiomic policies. The key test, for reasons alreacy noted, is
whether that broader package of policy is sufficiently compreaensive and mbzmally
consisteat (i.e., incentive-compatible). Jehnston et al (1997) come te a similss conclusion
from a recent review of the experieaces of Chils, Indonssia, Korza, and Thaiiand. In addition,
they stress the relationship between capital account liberalization and domestic real and
financial sector liberalization: liberalization of direct investment flows as associated with real
sector reforms, including a more general move to greater contestability and competition;
liberalization of portfolio flows as part of the removal of interest rate controls and
unnecessary or unhelpful controls on domestic financial institutions, as well 2s the opening
up to contestability and competition in financial markets.

V. Summary and Concluding Remarks

Capitzal accounl liberalization needs 10 be seen within an integrated framework, both whan
looking at the desired end-point of a liberalization procass, and when considaring the
desirable transition towards that end-point. There are several levels at which that statement
applies. First, at the macroeconomic level, there needs to be consistency between
macroeconemic policies and objectives, and especially between monetary and exchange rate
management, if the benefits of free capital markets are Lo be maximized and the costs and
risks minimized, At the same time, the liberalization of capital markets may be an Important
part of the process of macroecononic stabilization because it imposcs an ob.igation not just
on current governments, but also on futwre governments, to adopt and contirue to mainlain
sound macroeconomic policies in the face of changing circumstances. A willingness to
liberalize capital accounts is therefore tantamouant to a signal of comumitmen’ to sound,
mediumn-term odented econonic policies-<a willingness to tie one’s own hands, in efiect, by
accepting market disciplines that will penalize policies that have longer-term cosis for the
sconomy even though they may have shorter-term gains for some parties.

Second, capital account liheralization also needs to be seen in the cantext of consistent
microeconomic and tastinitional policies that address the competitive efficiency and
soundness of both the domestic financtal sector and the real sector. [t also needs to be seenin
the context of the microeconomics of financial market behavior--views that exchange and
other markets are irrational and nzed o be resirainad througk: capital controls are nethaps
understandabie at times of crisis, hut thers {s a3 no competting logic or evidence to support
this view. There remains a great deal of interesting and challenging work fur our profession
to do befare we can be confident that we have sufficiently good, and widely aceepted



gconomic ~node}s of financial mark beh:mor and 1 111 the absence of tha t, TEs01t 10 capital
| controls on the basis of irrational marke( behavior is as likely to do damage &s it i to help.

* Third, and in any event; a’ ‘major isstc is the e‘:tectlveness of L-dpli«..l controls. Scops for

- circumvention is not _)ust a second-ozder practical 1 15.31.16, that can be conveniently ignoted at a
concepluul level. On the contrary, the possibility of circumvention should be integrated
.explicitly at the, conceprual level. The key linkage is the nature of the incentives created by
the overall policy envsronmcnt and the associated 1ﬁ entives, for circumvention. Indeed, if
‘there is one key message that comes out of sceing C&pltc.! account liberalization in an.
integrated framework, it is-the need to minimize, and if at all passible av o;d incoinpatible
incentives,

There is also anothet level at which integration appiies, This is inteprating capital
liberalization more fully into the evolving role of the IMF. As I mentioned at the onutset, the
IMF has | just been given the mandate, by its membershlp, to amend its Articles of Agreemant
o incorporate capital account liberalization as an obJect1ve o;’" the: Fund In rscent years the
‘Fund has, as a matter of practice, scught to generally prcmokf- capital aceour.t libera llzation
‘but the member<hxp has taken the view that the existing Articles go not sufficieady cater for
‘the Fund’s resoonalbthtv to oversee the international monetan system when that system is
increasingly shaped by capital rather than current transactlon.).‘:s The curren: Articles allows
freedom for memburs to maintain or Impom. capital controls, and ‘even indicate that the Fund
may ruqu\.s; 3 bonowmn member o inpose mp:[al «controls, T}us of course, : 45 in qmtc
"marked conirast with the treatmen of eurrent transactions, wiere the desxrabll.t' of mo"ec 0
convertibility have been encapsulazad in INvF jun-'sdlctzon, for L"iﬂlﬂﬁjfu frora th: start.”?

tis Jmpoxt;.n' to qotv. that such an axte nsion is not mtcnded to push s:aunal Jiberalization at
any cost, or in any cireumstances. Far from it, Rather, the inezntion is to nro note rl}' anec
- sustainable 11bcralzzatmn, adequawlv supported by <ound ma.,roe:_nuonnc (1 achny 1g ‘
exchange rate) policies and appropriate microeconomic measures (aot least n reg d e
-building aou.nd financial systems that’ can Wlthstzmd the ifehh of fluctuations in capital

7 The Fund has also bevn putlmd sver-increasing emphasis o the nead for e ountries
- authorities to 1mprovc transparency both of their own operations ang the conditions in

“banking and corporate Sectors, 50 s to reduce the posnbt’;tv that sudden bad news; nr the

"

suspicion of it, triggers major market movements.:
BSes Quirk et al (op cn) for adiscu of the const d)eraticns,lying behine. thar visw, -

' Guitin (op cit) explains the rationale for that approach in hc, enviconment at the time the
Bretton Woods institutions were es suablished- -

¢
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flows).* As explained by Fischer (1997), the amendment is jnended to facilitate the
establishment of a universally applied code of conduct in the application of capital controls,
and to enable the Fund to determine macroeconomic, balance of pavments or structural
considerations that require adherence to, or permit exemnptions from, abligatinns relating to
capital liberalization--this being of particular importance given that the Fund may be called
upon to finance the balance of payments problems caused by capital movements.

Work is now underway to define exactly how an extention of Fund jurisdiction o capital
transactions would be operationalized. Inter alia, this work is focussing on issues such as the
scope of transactions cuvered, the nature of transitional arangements for restrictions existing
at the time of ratification of the new Articles, and temporary approval policies.™ At the same
time, the Fund is continuing to strengthen its role in advising members on issues related
capital account liberalization through its surveillance activities and its technical assistance.

LY

“IThe Managing Dirsctor of the [Fund, for example, has publizlv described the planned
amendment as bold in vision, but cautious in implementation.

“'Under present jurisdiction, for example, new current accowt restrictions may bs approved
by the Fund on a temporary basis where justified for balance of payments reasons--something
similar would probably be reflected in the new arrangements. Approvals for new restriction
might also be envisaged to reflect market and iastinitional evolution and pridential reasons.
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