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HAT accounts for the surge of cross-border
capital flows over the past two decades?
Capital account liberalization provides a big
part of the answer. But while the increase in
these flows since the mid-1980s—both between industrial
countries and from industrial to developing countries—has
been associated with a number of benefits, it has also played
a role in a number of financial crises. This raises some fun-
damental questions. Why have many developing countries
followed the advanced economies and signed on to capital
account liberalization despite the risks, and is it really the
culprit that some antiglobalizers have made it out to be?

What is the capital account?

The capital account in a country’s balance of payments cov-
ers a variety of financial flows—mainly foreign direct invest-
ment (FDI), portfolio flows (including investment in
equities), and bank borrowing—which have in common the
acquisition of assets in one country by residents of another.
It is possible, in principle, to control these flows by placing
restrictions on those flows going through official channels.

Capital account liberalization, in broad terms, refers to
easing restrictions on capital flows across a country’s bor-
ders. This presumably results in a higher degree of financial
integration with the global economy through higher vol-
umes of capital inflows and outflows.

There is, however, a significant difference between finan-
cial integration in theory and in practice. Some countries—
for example, in Latin America during the 1970s and
1980s—have found it difficult to contain capital outflows in
times of economic distress despite apparently pervasive con-
trols. In contrast, many developing countries, including a
few in Africa, have no significant controls but have experi-
enced only minimal inflows.

This also points to the difficulty of measuring capital con-
trols and, by extension, the degree of capital account liberal-
ization undertaken. The IMF (which has jurisdiction over
current account, but not capital account, restrictions) main-
tains a detailed compilation of member countries’ capital
account restrictions. But even these provide, at best, rough
indications because they do not measure the intensity or
effectiveness of capital controls.

Why control capital flows?

Controls on capital account transactions represent a coun-
try’s attempt to shield itself from risks associated with fluc-
tuations in international capital flows. Capital controls take
on special significance in the context of a fixed exchange rate
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regime. Maintaining such a regime can be made more diffi-
cult by unfettered capital flows. This is one reason why even
industrial countries had relatively closed capital accounts
under the Bretton Woods system of fixed exchange rates,
which operated from the end of World War Il until 1973.

There could, of course, be various other reasons for main-
taining controls, on either inflows or outflows. In a country
with a fragile banking system, for instance, allowing house-
holds to invest abroad freely could precipitate an exodus of
domestic savings and jeopardize the banking system’s viabil-
ity. And short-term capital inflows can be quickly reversed
when a country is hit with an adverse macroeconomic
shock, thereby amplifying its macroeconomic effect.

Some developing countries also use capital controls to steer
the composition of inflows toward more stable forms, such as
FDI. Countries favor FDI, among other reasons, because it
usually involves flows that are relatively long term and not
subject to rapid reversals associated with changes in investor
sentiment. Some countries have also used selective capital
controls to try to induce a shift from shorter- to longer-term
inflows—in Chile’s case, by imposing an implicit tax on capi-
tal inflows reversed within less than a year.

Motives for liberalizing

In theory, capital account liberalization should allow for more
efficient global allocation of capital, from capital-rich indus-
trial countries to capital-poor developing economies. This
should have widespread benefits—by providing a higher rate
of return on people’s savings in industrial countries and by
increasing growth, employment opportunities, and living
standards in developing countries.

Access to capital markets should allow countries to “insure”
themselves to some extent against fluctuations in their
national incomes such that national consumption levels are
relatively less volatile. Since good and bad times are not syn-
chronized across countries, capital flows can, to some extent,
offset volatility in countries’ own national incomes.

Capital account liberalization may also be interpreted as sig-
naling a country’s commitment to good economic policies. For
a country with an open capital account, a perceived deteriora-
tion in its policy environment could be punished by domestic
and foreign investors, who could suddenly take capital out of
the country. This provides a strong incentive for policymakers
to adopt and maintain sound policies, with obvious benefits in
terms of long-term growth. Inflows stemming from liberaliza-
tion should also facilitate the transfer of foreign technological
and managerial know-how and encourage competition and
financial development, thereby promoting growth.



Account Restrictions

What does the evidence say?

The evidence is not quite as compelling as the theory, however.
While emerging market countries that have liberalized their
capital accounts typically have had higher growth rates, on aver-
age, than those that have not, this association does not imply a
causal relationship. Statistical analysis suggests that, after con-
trolling for the effects of other factors, the causal effect of capital
account liberalization on growth has been weak, at best.

There is also some evidence that emerging market countries
have not been able to use international financial markets effec-
tively to reduce consumption volatility. In fact, the financial
crises that have occurred in these economies have been associ-
ated with sharp falls in both income and consumption. And
there appears to be a significant procyclical element to
international capital market access for such countries.
International investors are willing to lend to them in good
times but tend to pull back in bad times, thereby amplifying
swings in the domestic macroeconomy.

Is liberalization worth the risk? The answer, as with most
such things, is that it depends. Capital account liberalization
clearly is not an unqualified blessing and poses major risks if
implemented in unfavorable circumstances—particularly
without supporting policies.

Opening the capital account while maintaining a fixed
exchange rate regime, especially when domestic macroeco-
nomic policies are not consistent with the requirements of
the regime, has been followed by crisis in many countries.
Countries that have maintained or only gradually eased cap-
ital controls while moving toward a more flexible exchange
rate regime generally seem to have had better outcomes.

Weak macroeconomic fundamentals can also pose a prob-
lem. For instance, capital account liberalization can aggra-
vate risks associated with imprudent fiscal policies by
providing access to excessive external borrowing. Premature
opening of the capital account also poses serious risks when
financial regulation and supervision are inadequate. In the
presence of weakly regulated banking systems and other dis-
tortions in domestic capital markets, foreign capital inflows
could be misallocated and create a host of problems.

What’s a country to do?

While the evidence suggests that transitional risks are associ-
ated with opening the capital account, resisting liberalization
over an extended period may prove futile and counterproduc-
tive. As the forces of globalization advance, it becomes harder
for countries to maintain closed capital accounts. Increasing
openness to international trade expands opportunities for the
avoidance of capital account restrictions through under- and

Fewer restrictions
Industrial countries have scrapped capital controls, and
developing countries are opening up.
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overinvoicing of trade transactions. And the increasing
sophistication of investors and global financial markets makes
it much easier to move capital around under different guises.
One possible strategy is to accept the risks and move forward
while controlling the risks as much as possible. History and
international experience provide a guide. Sound domestic poli-
cies and institutions, a regulatory framework promoting a
strong and efficient financial sector, and effective systems and
procedures for monitoring capital flows greatly improve the
chances of ensuring that capital flows foster sustainable growth.
Notably, the benefits of capital account openness in terms
of higher growth and lower volatility seem to be most evi-
dent for industrial economies, which also typically have the
most open capital accounts. Counterintuitive as it may seem,
the relatively more positive experiences of industrial coun-
tries therefore suggest that, for developing economies,
more—not less—financial integration is the answer. But
only if it is done the right way. Perhaps most notably, in all
the advanced economies and many other countries, open
capital accounts are now taken for granted (see chart): no
country that has liberalized its capital account in recent
decades has reversed the process other than temporarily. m
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