
In response to the financial crisis of the early
1980s, the Chilean authorities embarked on a

comprehensive program of structural and macroeco-
nomic reforms.64 Chile’s macroeconomic objectives
were to reduce inflation, bring the fiscal accounts
into balance, and contain the current account deficit
through an export-oriented strategy. Within this pol-
icy framework, monetary policy was geared to limit-
ing inflationary pressures (i.e., to close the gap be-
tween aggregate demand and supply), with real
interest rates as the operating target. Exchange rate
policy aimed at maintaining competitiveness, with a
path for the real exchange rate serving as an indica-
tive target.65

The strengthening of the external sector pro-
ceeded well during 1984–88. The current account
deficit was cut from 11 percent of GDPin 1984 to 1
percent at the end of 1988, and the economy grew at
an average of 5.7 percent during the five-year pe-
riod. However, boosted by a relaxation of the fiscal
stance in 1988, strong investment, and buoyant con-
sumption, the economy started overheating in 1989,
a year during which real GDPgrew by 10 percent,
unemployment declined to 6 percent from 12 per-
cent in 1985, and annual inflation increased to 26
percent. In response to overheating, monetary policy
was tightened, which, combined with a fall in world
interest rates, an improvement of market sentiment
toward Chile, and a generalized increase in the will-
ingness to lend to emerging markets, resulted in a
surge of private capital inflows beginning in 1989.

Policy Responses to the Dilemma of
the Early 1990s

The most important macroeconomic dilemma
faced by policymakers in the 1990s was that internal
balance required domestic interest rates that were
higher than those abroad, while external balance was
inconsistent with the appreciation of the currency.
(See Zahler, 1998.) At the same time, Chile’s country
risk was seen to be decreasing and markets expected
a currency revaluation. This presented the authorities
with a classical monetary policy dilemma, with more
policy goals than independent instruments.

The level of domestic interest rates needed to con-
trol aggregate demand gave rise to incentives for in-
terest-arbitrage capital inflows. The choice was either
to accept an appreciation of the real exchange rate in-
consistent with external balance or to continue appre-
ciation, in which case the downside risks of exchange
rate movements would remain small and create in-
centives for speculative capital inflows that would
increase the vulnerability of the economy to external
shocks.66 In addition, there were limits to fiscal con-
solidation, which had started in 1989. The monetary
policy dilemma faced by Chile was magnified by
“push factors” such as the sharp increase in capital
flows to most emerging economies in the 1980s and
1990s, in particular to emerging economies in the
western hemisphere.

One option for policymakers was to allow the
exchange rate to appreciate; another was to limit
appreciation through sterilized intervention accom-
panied by tight fiscal policy to offset the costs asso-
ciated with sterilization; and a third option involved
introducing controls on capital inflows and at the
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64Chile had already embarked on a program of economic and
financial liberalization in the mid-1970s. However, the combina-
tion of a weak prudential framework and a deep recession begin-
ning at the end of 1981 generated a sharp reduction in capital in-
flows and, ultimately, a crisis that spread throughout the financial
system by the beginning of 1983.

65In December 1983, a crawling peg regime replaced the fixed
exchange rate. The new exchange regime aimed at maintaining a
constant level of the real exchange rate against the U.S. dollar.
Discrete devaluation further supported competitiveness (19 per-
cent in September 1984; 3.6 percent in December 1984; 8.2 per-
cent in February 1985; 7.2 percent in June 1985). Eventually, a
crawling band was introduced within which the exchange rate
could float freely, with the initial band set at ±0.5 percent, then
raised to ±2 percent.

66The experience of Chile during the 1983 financial crisis is an
example of the latter scenario. The volatility of international cap-
ital flows played an important role in triggering the crisis. A large
fraction of the capital inflows that entered the country in the pe-
riod prior to the crisis had been intermediated by a financial sys-
tem in difficulties. The resulting change in market sentiment and
the external debt problems of the country caused a drastic change
in the direction of capital flows, which in turn deepened the crisis
of the financial system. See Le Fort and Budnevich (1996).
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same time liberalizing capital outflows. Chile’s strat-
egy was a combination of these. The initial policy
response involved foreign exchange intervention.
While sterilization of most of the intervention
helped prevent a monetary expansion, this policy
was costly to the central bank at the prevailing inter-
est rate differentials. In June 1991, the authorities in-
troduced controls on capital inflows in the form of a
20 percent unremunerated reserve requirement
(URR) on foreign borrowing. Concomitant and sup-
porting policies included a liberalization of capital
outflows starting in the early 1990s and further
widening of the exchange rate band. Furthermore,
the authorities maintained a strong fiscal policy.

While further fiscal consolidation may have al-
lowed for lower domestic interest rates and therefore
dampened capital inflows, it is also possible that
larger fiscal surpluses would have raised investor
confidence to the point of attracting even more capi-
tal. As it was, the measures adopted involved the use
of capital controls. The authorities have argued that
Chile, like other emerging economies, was faced
with a “systemic” development: a dramatic improve-
ment in market sentiment toward emerging
economies produced capital inflows on a scale giv-
ing rise to unsustainable pressure on internal de-
mand, which could not be contained by tight fiscal
policy, strict financial supervision, deregulation of
outflows, or enhanced exchange rate flexibility.
Tighter monetary policy was thus unavoidable with
controls on capital inflows to mitigate the adverse
effects of such a policy mix, particularly when fiscal
adjustments could not be made on a sufficiently
timely basis.67

Objectives and Design of the
Unremunerated Reserve Requirement

The objective of the URR was “. . . to favor equity
over debt financing and long-term financing over
short-term financing [and] allow the operation of a
tight monetary policy without resulting in large cur-
rent account imbalances” (see Le Fort and Bud-
nevich, 1996). From a macroeconomic point of
view, the URR was expected to expand the auton-
omy of monetary policy, to minimize the effects on
the exchange rate of the tight monetary policy
needed to control aggregate demand. One could ex-
pect the URR to reduce the flow of capital into Chile
and consequently to reduce upward pressure on the
exchange rate.

From a “macro-prudential” point of view, the
URR was expected to discourage short-term inflows
without affecting long-term foreign investments.
This would in turn reduce the volatility of interna-
tional capital flows into the country and subse-
quently could also reduce exchange rate volatility. A
related concern, at least when the URR was intro-
duced, was that the large capital inflows could im-
peril the institutions intermediating these flows.68

The URR is an indirect, price-based measure that
operates as an “asymmetric Tobin tax.”69 Initially
the URR covered all foreign loans except for trade
credits. Over time, its coverage was extended to
nondebt flows, which had become a channel for
short-term portfolio inflows.70 In particular, foreign
currency deposits in commercial banks were made
subject to the URR in 1992, as were secondary
American depository receipts (ADRs) in 1995.
While foreign direct investment was generally ex-
empted from the URR, in 1996 foreign direct invest-
ment of a potentially speculative nature was also
subjected to it (Table 1).71 Data from the central
bank, however, show that initially the URR covered
about one-half of total gross inflows, but in the sub-
sequent years its coverage declined to 24 percent.
The share of URR-covered flows in total gross in-
flows increased again to 30–40 percent after the
broadening of the base implemented in 1995. The
rate of the URR was raised to 30 percent from 20
percent until contagion from the Asian crisis moti-
vated a reduction of the rate. In September 1998, the
URR was suspended and its rate set at zero percent.

The implicit cost of the URR falls with the matu-
rity of the inflow, as the duration of the URR is
fixed. It aims at deterring interest rate arbitrage on
short-term maturities by filling all or part of the gap
between domestic and international interest rates. In
effect, the URR modifies the covered interest parity
condition for short maturities; it allows for higher
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67From this point of view, the URR amounts to an equalization
tax to compensate for the higher returns on domestic assets in
Chile compared with returns in developed economies.

68In the most recent period, the authorities have emphasized
the “macro-prudential” role of the URR—that is, its ability to
prevent the buildup of volatile short-term external debt attracted
into Chile by the large interest rate differentials, when the ex-
change rate was expected to appreciate.

69A Tobin tax is one that is a fixed percentage of the capital
flow; an asymmetric Tobin tax would discriminate between out-
flows and inflows.

70Le Fort and Sanhueza (1997) and Labán and Larraín (1998)
note that in 1995–96, foreign direct investment became a major
channel for portfolio inflows after the URR was extended to
ADRs in 1995. Following the 1996 tightening, trade credits by
foreign suppliers and importers started to increase gradually, indi-
cating that markets may have found a new channel for inflows.
See Soto (1997).

71The “speculative nature” of the inflows is assessed by a com-
mittee that approves foreign direct investment applications; a
speculative inflow is defined as nonproductive investment.
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domestic short-term interest rates for a given interest
rate parity than without the capital controls (Box 4).
The cost of the implied tax increased over the years,
due to the increase of the rate of the URR from 20
percent to 30 percent in 1992 and to rising interna-
tional interest rates thereafter. The country risk pre-
mium plays an important role in the way the URR
operates: all other things equal, any increase (de-
crease) in the country risk premium will increase
(decrease) the cost of funds and will need to be off-
set by a reduction (increase) of the URR rate if the
implied tax is to be constant. In particular, the au-

thorities explained that they reduced the URR rate
between June and September 1998 to offset the shift
in market sentiment on the country risk premium for
Chile in the aftermath of the Asian crisis.

Concurrent and Supporting Policies

When the URR was introduced, Chile had
achieved great strides in strengthening macroeco-
nomic policies—in particular, fiscal policy—and in
enhancing the prudential framework for the financial

71

Table 1. Chile: Timetable and Motivations for Changes in Unremunerated 
Reserve Requirement 
Although the URR was initially aimed at debt instruments, its coverage was later extended to certain portfolio and some foreign direct investment
flows. Between 1991 and 1997, the coverage of the URR was widened and the rate of the URR increased.With the Asian crisis, the rate of the URR
was reduced in steps to zero percent. These developments are summarized below.

Measure Motivation

June 17, 1991: A 20 percent URR is introduced. It is to be held for up to 90 Increase flexibility of monetary policy; prevent 
days for 90-day credits; to the maturity of the credit for 90-day to one-year appreciation of exchange rate; allow for high 
credits; for one year for credits of more than one year. URR is in same domestic interest rates; discourage short-term 
currency as the foreign borrowing, is not remunerated, and is applicable to inflows; favor equity and long-term financing.
all foreign loans to banks or others, except trade credits.

June 27, 1991: Borrowers allowed to meet URR by entering a repurchase Repurchase agreement mechanism allows the tax 
agreement in which the central bank sells the borrower and repurchases to be paid up-front, which facilitates enforcement 
immediately a note equivalent to 20 percent of loan (at LIBOR). and monitoring.

July 1991: Reserve requirement extended to current borrowing that is renewed. Close a loophole.

January 1992: URR extended to foreign-currency deposits in banks. Close a loophole.

May 1992: URR rate raised to 30 percent  except for direct borrowing abroad Increase the cost of implied tax; unify duration to 
by corporations. URR to be held for one year regardless of loan maturity. facilitate enforcement.

August 1992: URR raised to 30 percent for all transactions; deposit for one Close loophole and increase cost of implied tax.
year regardless of loan maturity. Discount raised to LIBOR + 2.5 percent.

October 1992: Discount raised to LIBOR + 4 percent. Increase cost of the implied tax.

November 1994: Starting in January 1995, URR deposits in U.S. dollars only. Prevent positions in domestic currency.

July 1995: Secondary American Depository Receipts become subject to URR. Close a loophole.

December 1995: New borrowing to prepay other loans is exempted. New borrowing likely to lower the cost and 
increase maturity.

May 1996: Potentially speculative foreign direct investment becomes subject Close a loophole.
to URR.

December 1996: Small credits excluded (less than $200,000 or a cumulative Reduce administrative burden of enforcing the 
$500,000 in 12 months. measure.

March 1997: Small credit exemption reduced (less than $100,000 or a Close a loophole.
cumulative $100,000 in 12 months).

June 1998: URR reduced to 10 percent to reduce cost of external borrowing, Adjustment to international capital market 
except for short-term credit lines and foreign currency deposits. environment.

September 1998: URR rate reduced to zero percent. Requirement for foreign Adjustment to international capital market 
investors to keep their money in the country for at least a year maintained. environment.

Source: IMF, Annual Report on Exchange Arrangements and Exchange Restrictions (various issues).
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system. These policies were continued and further
reinforced during the 1990s. The URR was also sup-
ported by a restrictive regulatory framework for in-
ternational transactions. Finally, the authorities took
advantage of a strong balance of payments to liberal-
ize capital outflows.

Macroeconomic policies

As early as 1998, Chile had achieved fiscal con-
solidation, with the fiscal balance shifting from a
deficit of 4.4 percent of GDPin 1985 to a surplus of
2.5 percent in 1988. Throughout the period 1988–97
Chile maintained a surplus of the fiscal accounts av-
eraging 2.6 percent of GDP. The surplus helped off-
set the inflationary effects of sterilization and re-
serve accumulation. Moreover, a fiscal surplus was
necessary to offset the quasi-fiscal costs for the cen-
tral bank of the policy of maintaining domestic inter-
est rates higher than international rates (see Table 2).
During 1993–98, the central bank registered losses
amounting to about 1 percent of GDP. They were
offset by a surplus in the nonfinancial public sector,

except in 1998, when fiscal performance deterio-
rated.

The authorities followed a flexible exchange rate
policy that allowed for an orderly appreciation of the
currency. In 1992, soon after the introduction of the
URR, and in response to continuing capital inflows
and mounting pressure on the currency, the central
bank revalued by 5 percent. In 1994, the currency
was revalued by an additional 10 percent. The orderly
appreciation of the currency was facilitated by a
gradual widening of the exchange rate band, in 1989
from ±3 percent to ±5 percent, in 1992 from ±5 per-
cent to ±10 percent, and in early 1997 from ±10 per-
cent to ±12.5 percent. In the meantime, monetary pol-
icy remained restrictive, as evidenced by the upward
trend of the differential of interest rates, in keeping
with the policy mix adopted in the mid-1980s.

Prudential Framework

Following the financial crisis of 1982–83, the
Chilean authorities embarked on an ambitious pro-
gram to upgrade the prudential framework for the fi-

72

To a first approximation, the unremunerated reserve
requirement (URR) tax rate, in percent of loanable
funds, can be expressed as follows:

r (i* + s) T/(1–r)
t = ______________,

D

where t represents the implied tax rate; r, the URR
rate1; i*, the nominal interest rate for the currency in
which the URR is constituted; s, the premium applied
to the investor when borrowing funds to cover the URR
(i.e., country risk premium plus specific credit risks for
the investor); T, the duration of the URR; and D, the
duration of the foreign investment.

Box 4. Chile: Unremunerated Reserve Requirement

Real Interest Cost of URR (in percent a year) Nominal____________________________________________________
Rate Differential 3-month borrowing 6-month borrowing 1-year borrowing Cost of Borrowing1

1991 3.6 1.5 1.5 1.5 6.0
1992 January–April 6.6 1.1 1.1 1.1 4.5
1992 May–December2 6.6 7.7 3.9 1.9 4.5
1993 6.4 6.9 3.4 1.7 4.0
1994 4.1 9.4 4.7 2.4 5.5
1995 4.4 10.3 5.1 2.6 6.0
1996 5.2 9.4 4.7 2.4 5.5
1997 4.0 9.4 4.7 2.4 5.5

1The nominal cost of borrowing abroad does not include country risk premium.
2Starting in May 1992, the duration of the URR is one year regardless of the maturity of the foreign investment (instead of 90 days for invest-

ments up to 90 days; the maturity of the investments for investments up to one year; and one year for investments above one year).The calcula-
tions from May 1992 onward reflect this change.
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nancial system. In 1986, the General Banking Law
and the Organic Law of Superintendency of Banks
and Financial Institutions were revised, to strengthen
prudential regulations, minimize the need for state
intervention in the financial system, and facilitate
market self-regulation. These changes also ad-
dressed connected lending, which had been one of
the causes of past problems; required the publication
of information on banks’asset quality; tightened
capital requirements; and imposed strong liquidity
management rules. Moreover, in 1989, Congress en-
acted a constitutional law establishing legal auton-
omy for the central bank, which received the man-
date to ensure stability of the financial system.
Finally, in 1997, a new banking law was enacted that
increased banks’capital requirements in line with
the recommendations of the Basle Committee. Over
the years, Chile has developed a prudential frame-
work for the financial sector that establishes, inter
alia, high disclosure standards, stringent rules for
loan classification and provisioning, strict limits on
connected lending and on banks’exposure to foreign
exchange risks, and clear procedures for correction
of liquidity or solvency problems. The soundness of
the banking system is reflected in the low level of
nonperforming loans (1.73 percent of total loans as
of June 30, 1999), a comfortable level of provisions
for bad loans (provisions are 127 percent of nonper-
forming loans as of May 31, 1999); the compliance
of all banks with the BIS capital adequacy ratio; and

an average capital adequacy ratio for all banks of
11.5 percent.

Moreover, Chile introduced minimum rating re-
quirements for domestic corporations borrowing in
the international capital market. These require-
ments—which were strengthened over time—
subjected the borrowing of domestic corporations on
the international capital markets to the best-accepted
international practices regarding disclosure and ac-
counting. Moreover, banks and institutional in-
vestors are only allowed to invest in foreign securi-
ties rated investment grade with a view to preventing
a deterioration in asset quality.

Overall Restrictiveness of the 
Regulatory Framework72

The Chilean framework for capital inflows is part
of a regulatory framework for international transac-
tions that is, on average, more restrictive that in
other developing countries, and considerably more
restrictive than in advanced countries (Table 3).73

The high level of Chile’s indices reflects the im-
position of the URR as well as a number of other
measures including repatriation and surrender re-
quirements, prudential measures, and minimum stay
requirement for foreign direct investments and port-
folio investments.74 Chile’s indices also reflect the
extensive reporting requirements to the central bank

73

Table 2. Chile: Public Sector Balance

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Consolidated public sector 1.3 1.6 1.9 0.7 1.0 3.0 1.4 0.0 –2.4

Nonfinancial 3.6 2.5 3.0 1.7 2.0 3.6 2.1 1.0 –1.3
Central bank –2.3 –0.9 –1.1 –1.0 –1.0 –0.6 –0.7 –1.0 –1.1

Sources: Central Bank of Chile; and IMF staff estimates.

72The assessment is based on the regulatory framework in
place in 1996 as representative of the period under study. In sub-
sequent years the framework has been significantly deregulated
(see IMF,  Annual Report on Exchange Arrangements and Ex-
change Restrictions (AREAER), 1999).

73A detailed description of the methodology to estimate the in-
dices of exchange controls is provided in IMF (1999b) and
Tamirisa (1999). The indices aggregate information from the
AREAER.

74Minimum stay requirements (currently one year for foreign
direct investment and portfolio investments, and five years for
Foreign Capital Invested Funds) were introduced to limit “in and
out” financial operations by large institutional investors.

Table 3. Chile: Indices of Exchange Controls,
1996

Industrial Developing
Chile Mean Countries Countries

Current account 0.22 0.13 0.05 0.18
Capital account 0.89 0.39 0.12 0.55
Overall index 0.56 0.26 0.09 0.36

Sources: IMF (1999b); and Tamirisa (1999).
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on individual capital account transactions (see Le
Fort, 1999). In particular, all capital inflows and
most capital outflows must be channeled through the
institutions permitted to operate on the formal for-
eign exchange market and are subject to reporting to
the central bank, which maintains a complete data-
base on foreign exchange transactions.75

Liberalization of Capital Outflows

Beginning in the early 1990s, the authorities took
advantage of a strong balance of payments to gradu-
ally liberalize capital outflows. Outward foreign di-
rect investment was liberalized in 1991–92, accom-
panied by a gradual liberalization of bank lending
abroad. The ability of institutional investors to invest
abroad was also expanded, although pension funds,
insurance companies, and banks are still subject to
quantitative limitations as follows: (1) pension funds
can invest abroad up to 16 percent of their assets (of
which up to 10 percent in equities); (2) life insurance
companies can invest abroad up to 15 percent of
their assets; other insurance companies can invest up
to 20 percent; and (3) banks can invest up to 40 per-
cent of paid capital and reserves in one country, sub-
ject to a total limit of 70 percent of paid capital for
all countries (Box 5). However, the effect of these
measures on net inflows is not clear. While outflow
liberalization has been seen as reducing the poten-
tially adverse macroeconomic consequences of large
capital inflows, Labán and Larraín (1998) have ar-
gued that liberalization of outflows can also increase
capital inflows by enhancing investor confidence
and by lowering domestic asset prices. Also, as out-
flows are liberalized, the demand for domestic assets
falls, which makes asset prices even more attractive
for foreign investors. In the end, the net inflow of
capital may not decrease; only the ownership of do-
mestic assets is modified (see Laurens and Cardoso,
1998).

Effectiveness of the Unremunerated
Reserve Requirement76

The effectiveness of the URR in achieving its ob-
jectives has been the subject of an intense debate,
and a number of studies have tried to assess the

URR using econometric techniques. A detailed re-
view in Nadal-De Simone and Sorsa (1999) comes
to the following conclusions: there is some evi-
dence that the URR has been successful in increas-
ing domestic interest rates; there is also evidence,
though weaker, that the URR has altered the com-
position of capital inflows in favor of medium- and
long-term capital inflows; there is mixed and weak
evidence that the URR has reduced the magnitude
of capital inflows and actually no evidence that the
URR affected the level of the real exchange rate. A
summary of the quantitative studies is provided in
Table 4. 

Effect on Macroeconomic Variables

Throughout the 1990s, Chile maintained domestic
real interest rates above international levels. Also,
the differential of real interest rates increased after

74

75Chile operates a dual foreign exchange market: the official
market for the commercial banks and registered foreign exchange
dealers through which all capital inflows and most capital out-
flows must be channeled; and the informal market on which all
other transactions take place. Such a structure is necessary for im-
plementing capital account regulations because the law allows the
central bank to regulate only the “formal market.”

76This section draws on Nadal-De Simone and Sorsa (1999).

1991: Procedures for outward foreign direct in-
vestment are eased; banks can invest abroad 40 per-
cent of foreign currency deposits.

January 1992: Pension funds can invest abroad
1.5 percent of assets.

March 1992: Limit on banks’foreign exchange
holdings is doubled. Export proceeds exempt from
surrender requirements are increased.

March 1993: Conditions for remittance of profits
are eased.

August 1994: Restrictions on remittance of prof-
its are lifted.

September 1994: Banks can invest abroad 20 per-
cent of capital and reserves.

November 1994: Pension funds can invest abroad
6 percent of assets. Limits are 10 percent for general
insurance companies; 30 percent for mutual funds.

May 1995: Ceiling for pension funds is raised to
9 percent.

August 1995: Minimum stay for foreign direct in-
vestment is reduced to 1 year.

April 1996: Ceiling for pension funds is raised to
12 percent.

January 1998: Ceiling for banks is raised to 70
percent of capital and reserves.

June 1998: Elimination of ceiling for mutual
funds.

February 1999: Ceiling is raised to 16 percent
for pension funds, 15 percent for life insurance
companies, and 20 percent for general insurance
companies.

Box 5. Liberalization of Capital Outflows
in Chile

Source: IMF, Annual Report on Exchange Arrangements
and Exchange Restrictions (various issues).
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the URR was introduced, from 3.1 percent during
1985–91 to 5.2 percent during 1992–97, with only
part of the increase attributable to a fall in interna-
tional rates (Figure 19) (see Laurens and Cardoso,
1998). The quantitative studies reviewed by Nadal-
De Simone and Sorsa (1999) found some evidence
that the URR may have played a role in these devel-
opments and increased the scope for an autonomous
monetary policy. However, results of a more recent
study by Edwards (1999) “suggest that the restric-

tions on capital inflows imposed in 1991 had a small
and temporary effect on interest rate behavior in
Chile.” Moreover, none of the studies has attempted
to measure whether the sterilization operations of
the central bank increased domestic interest rates.

After the URR was introduced, capital inflows
continued: in 1990–95, average inflows amounted
to 7.3 percent of GDP, and in 1996–97 they in-
creased to 11.7 percent of GDPbefore falling in
1998, reflecting the Asian crisis (see Le Fort, 1999).

75

Table 4. Chile: Summary of Selective Quantitative Studies on the Effects of the URR on
Capital Inflows1

Capital Flow Interest Rate Magnitude of Real Exchange Maturity Structure
Author Data Measure Used Differential2 Capital Flows3 Rate4 of Capital Inflows5

Eyzaguirre & - Monthly Changes in central . . . Positive (indirect) . . . Negative
Schmidt-Hebbel January 1991– bank reserves less 
(1997) June 1996 cumulated net 

foreign liabilities 
of capital account

Ratio of short-term
to medium- and 
long-term gross 
foreign liabilities

Herrera & Valdés Monthly . . . Positive . . . . . . . . .
(1999) January 1991–

August 1996

Valdés-Prieto & Quarterly Net short-term . . . . . . . . . Negative6

Soto (1998) April 1987– credit inflows to the
April 1996 private sector plus 

errors/omissions

Soto (1997) Monthly a) Total net flows Positive (in Positive (on 0 (level) Negative (in 
January 1991– medium term) impact) medium term)
June 1996 b) Ratio of short- Negative Negative 

term net debt to (in short term) (volatility)
medium- and long-
term net debt

Edwards (1998b) Quarterly Changes in reserves Positive (in 0
January 1981– of the central bank short term)
June 1996

Laurens & Cardoso Quarterly Net short-term and . . . Negative6 . . . Negative6 (in 
(1998) January 1985– medium- and long- (in short term) short term)

April 1994 term capital inflows Positive6 (in 
medium term)
Negative7 (in 
medium term) 

Source: Nadal-De Simone and Sorsa (1999).
1This table reports only those results that the authors consider to be robust.
2“Positive” means the URR helped increase interest rates.
3“Negative”/“positive” means the URR helped decrease/increase total flows.
4“Negative” refers to a reduction.
5“Negative”/“positive” means the URR helped reduce/increase short-term flows.
6The variable used is short-term capital inflows.
7The variable used is medium- and long-term capital inflows.
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The apparently limited effectiveness of the URR in
moderating capital inflows is confirmed by quanti-
tative studies. The effect of the URR on total in-
flows is mostly on impact (when it was introduced);
and the magnitude of the effect is either small77 or
short-lived.78

Chile’s real exchange rate has appreciated on av-
erage by 4 percent a year during 1991–97 (Figure
20). Work by Edwards (1998a, 1998b, and 1999)
and Soto (1997) concludes that the URR had no ef-
fect on the path of the real exchange rate. By con-
trast, Soto (1997) found that the URR slightly re-
duced the volatility of the exchange rate, with a 30
percent URR reducing the volatility of the real ex-
change rate by about 20 percent. This result suggests
that the URR may have facilitated an orderly appre-
ciation of the exchange rate.

Effect on Prudential Variables

Official data indicate that short-term debt as a
proportion of total debt declined from 25 percent in
1990 to 12 percent in 1998 (Figure 21), which sug-

gests that the URR contributed to lengthening the
average maturity of Chile’s external debt. Quantita-
tive studies, however, obtain conflicting results:
some find that the URR reduced short-term inflows
only briefly, while others conclude that the effect
was longer-lived. Eyzaguirre and Schmidt-Hebbel
(1997)found that the URR had a long-term effect
on the composition of capital flows to Chile in favor
of longer maturities, with a lag of about a year.
Valdés-Prieto and Soto (1998) found that the URR
was ineffective in altering the composition of capi-
tal inflows during the period 1991–94. While they
found that the URR had the expected effect of di-
minishing short-term flows following the increase
of the tax in early 1995, they recognized that the re-
sults might be biased because they did not take into
account the effect of circumvention, which may
have resulted in short-term flows not classified as
such in official data. The authors concluded that it is
unclear what the effect of the URR on the composi-
tion of capital inflows was. Depending on the tech-
nique used, Soto (1997) found a small or a signifi-
cant diminution of short-term capital flows. Finally,
Laurens and Cardoso (1998) found that the URR re-
duced short-term flows over periods of less than a
year.

Is There Strong Empirical Evidence?

As noted by Nadal-De Simone and Sorsa (1999),
the quantitative studies have to be interpreted cau-
tiously as most of the reviewed papers suffer from
serious methodological shortcomings. In particular,

76

77Soto finds that the impact effect is positive. The URR in-
creases capital inflows on impact, but it reverses itself after two
months, and after six months it is statistically insignificant. The
magnitude of the effect is always small. For example, the intro-
duction of a 30 percent tax reduces net capital inflows by approx-
imately $400 million in total. See Soto (1997).

78Laurens and Cardoso (1998) find that the URR affects net
private capital inflows only temporarily (i.e., for two quarters).
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measures of net and short-term capital inflows into
Chile are distorted, and short-term flows may have
been underestimated. The studies focus on short-
term debt, excluding other short-term capital flows
and short-term portfolio flows. However, official
statistics on short-term debt exclude trade credits,
which have increased, especially in recent years
when other short-term debt has declined. The large
discrepancies between official statistics on short-
term debt and data collected by the BIS further com-
plicate the debate.79 The authorities are currently
discussing this issue with a view to clarifying the
origin of the discrepancies. These observations cast
additional doubts on the robustness of the conclu-
sions regarding effectiveness of the URR in length-
ening the maturity of Chile’s external debt.

Moreover, the studies suffer from econometric
problems that may have biased the estimates either
in favor or against the hypothesis that controls have
been effective. Finally, no study has examined the
effect of sterilization operations on domestic interest
rates, and few of the studies have attempted to mea-
sure the impact of the URR on the volatility of capi-
tal flows in Chile. On the basis of current evidence,
it is therefore not possible to draw firm conclusions
regarding the effectiveness of the URR—or lack of
it—in Chile.

Conclusions

Chile’s gradual approach to opening its capital ac-
count was influenced by macroeconomic policy con-
cerns in a small, open, developing economy. Chile’s
first unhappy experience with rapidly opening the
capital account in the mid-1970s illustrated the great
vulnerability of such economies to the volatility of
international financial markets. Inflows may be
larger than the economy can absorb smoothly. The
liberalization strategy of the mid-1980s aimed at
avoiding the recurrence of similar problems.

Original Macroeconomic Policy 
Mix Maintained

Policies to deal with the surge in capital inflows
during the 1990s did not involve a fundamental
modification of the interest and exchange rate mix
in place since the mid-1980s. Monetary policy
continued to play a central role in limiting infla-
tion, and the real interest rate remained the operat-
ing target. Exchange rate policy, while imple-
mented with some flexibility, continued to support
external balance. Capital controls were used to re-
lease pressure whenever fiscal adjustment could
not be used to support the desired mix of interest
and exchange rates. The URR was also used to ad-
dress concerns that economic agents, and banks in
particular, would not be able to adequately control
risks when faced with large capital inflows, partic-
ularly of a short-term nature. No study has at-
tempted to analyze whether the URR delayed

77

79In particular, the BIS estimates that short-term debt owed to
commercial banks alone (on a residency basis) is significantly
higher than official short-term debt. Discrepancies exist also with
regard to data collected by the World Bank.
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progress in addressing the conflict between inter-
nal and external balance.

Capital Controls Part of a Broad Economic
Reform Program

The use of capital controls in Chile has been part
of a broad program of economic reforms involving a
coherent set of macroeconomic and structural poli-
cies implemented consistently throughout the pe-
riod. The skillful coordination of these policies has
allowed Chile to achieve the objectives set forth in
the mid-1980s, including a gradual and steady low-
ering of inflation from 30 percent to about 4 percent
a year; high output with GDPgrowth of more than 7
percent a year; and a much improved current ac-
count position with a deficit on average slightly
above 3 percent of GDP, although showing an in-
creasing trend since the mid-1990s.

The use of capital controls in Chile since 1990 has
been influenced by Chile’s particular circumstances.
One of these was the adoption of a gradual approach
to liberalizing the capital account, which involved
the use of a wide range of measures including quan-
titative limits, price-based instruments, and pruden-
tial measures. This has resulted in a regulatory
framework for international transactions that is
fairly restrictive and complex.80

Among the policy instruments used in Chile, the
URR has received a lot of attention and has been
subject to an intense debate. While the measure was
an important policy instrument, one should resist the
temptation to identify Chile’s experience with capi-
tal account liberalization with the use of a tax on
short-term inflows. Strong macroeconomic policies
and a solid prudential framework also played an im-
portant role in enhancing risk management in cross-
border transactions. A striking feature of Chile’s ap-
proach is an early recognition of the importance of
financial sector reform—with a view to establishing
a sound prudential framework and a strong credit
culture. Some observers have even attributed Chile’s
performance to its strong banking system (see Ed-
wards, 1998b).

No Firm Conclusions on the Effectiveness of 
the URR

It is useful at this juncture to report the views of
the authorities on the effectiveness of the URR, as
they were expressed in a paper prepared for the
Working Group on Foreign Capital Flows of the Fi-
nancial Stability Forum (see Le Fort, 1999, p. 4):

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 windows. To partly compensate this trend, the
regulations were amended, and some of the identified
gaps were closed and the coverage increased, others
could not be fixed because of legal limitations or the
strong action of the lobbies. The revisions proved to be
insufficient to effectively close the loopholes, and the
effectiveness deteriorated over time.

However, the authorities contend that “. . . without
the URR and other regulations, the size of net capital
flows could have been larger and the same monetary
policy could not have been applied.”

The review of quantitative studies on the effec-
tiveness of the URR shows that several factors may
have played a role in limiting the effectiveness of the
URR, including the partial coverage of short-term
flows, in particular the exemption for trade credits;
the dynamic response of optimizing agents in the
context of a sophisticated financial system; and dif-
ficulties of enforcement. As acknowledged by the
Chilean authorities, the URR is a complex policy in-
strument that requires a strong enforcement capacity
at the central bank (see Le Fort, 1999).

It would appear that the URR was somewhat effec-
tive in providing limited monetary policy autonomy
to the authorities. It is particularly striking that Chile
was able to maintain the interest and exchange rate

78

80See Table 5 for a summary of the regulations on capital flows
as of March 1999.
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mix in place since the mid-1980s despite episodes of
strong capital inflows, and was even able to increase
the differential between Chilean and foreign interest
rates.81 However, other factors may have been at play
in this, and no study has attempted to assess the ef-
fect of the sterilization operations of the central bank
on the behavior of short-term interest rates.

The URR also aimed at addressing “macro-pru-
dential” concerns, that is, discouraging potentially

volatile inflows—while maintaining a liberal envi-
ronment for foreign direct investment—and thus en-
hancing the stability of the financial system and re-
ducing external vulnerability. To arrive at firm
conclusions on the effectiveness of the URR in re-
ducing short-term external debt, one would have to
reconcile differences between official debt data and
BIS/World Bank data.82

79

81Tests by Edwards indicate that after the introduction of the
URR, interest rate differentials tended to disappear more slowly
than during the free capital mobility period. See Edwards
(1998b).

82The central bank is now including trade credit in its external
debt data.

Table 5. Chile: Summary of Regulations on Capital Inflows
(As of April 1999)

Restrictions on Inflows URR Minimum Amount Minimum Rating Minimum Stay Maturity

Foreign direct investment 
Special incentives No $1 million . . . 1 year
Other Yes at 0 percent $10,000 1 year

Foreign investment funds No $1 million 5 years

American Depository Receipts
Primary No . . . BBB– for banks . . .

BB– for enterprises
Secondary Yes at 0 percent

Borrowing abroad . . . . . . . . .
Official, multilateral No
Supplier credits No

Banks Yes at 10 percent 
on average balances
(remunerated)

Public sector No
Linked to foreign

direct investment Yes at 0 percent

Bond issues abroad . . . . . .
Banks Yes at 0 percent A/B 4 years
Nonfinancial institutions Yes at 0 percent BB 2≥ 4 years

BB- ≥ 4 years

Short-term credit lines Yes at 10 percent . . . . . . . . .
on average balances
(remunerated)

Trade credits No

Foreign currency deposits Yes at 10 percent . . . . . . . . .
on average balances
(remunerated)

Source: IMF, Annual Report on Exchange Arrangements and Exchange Restrictions (1999).



Since the external crisis of 1991, India has under-
taken economic reforms that revived and intensi-

fied efforts begun in the 1980s to reverse several
decades of inward-looking and interventionist poli-
cies. These market-opening policies included the
virtual abolition of the industrial licensing system, a
substantial reduction in trade barriers, extensive lib-
eralization of current international payments, and a
more limited liberalization of international capital
flows. Although these reforms were followed by an
increase in the shares of trade and capital flows in
GDP, the economy remains closed by international
standards (Figures 22–24).83

Capital account liberalization has emphasized
opening up the economy to foreign direct investment
and portfolio equity investment, while at the same
time limiting India’s vulnerability to external crises
by reducing reliance on volatile short-term debt
flows that had characterized the 1980s. This ap-
proach to capital account liberalization may account
in part for the relative ease with which India has
weathered the crisis affecting many other developing
countries since mid-1997. Other factors that may
have contributed to insulating India from contagion
during the recent crisis include a flexible exchange
rate policy, an adequate stock of foreign exchange
reserves, and the fact that international trade and fi-
nancial linkages are still comparatively limited. Un-
like some other countries, India did not find it neces-
sary to impose additional capital controls in
response to the crisis, and India has come through
the crisis almost unscathed.

This appendix provides an overview of the
changes in capital controls in India since 1991, with
a particular emphasis on the sequencing of support-
ing reforms in the exchange system, international
trade restrictions, the implementation of monetary
policy, the prudential regulation and supervision of
the banking system, and other areas. Finally, the ap-
pendix examines issues in the design of the capital

controls and the extent to which the authorities’ap-
proach to capital account liberalization has been suc-
cessful in limiting volatile flows; whether this has
provided additional scope for independent macro-
economic policies and limited financial contagion;
and whether India’s restrictive regulatory regime has
dampened long-run economic growth or increased
the year-to-year variability of output.

Changes in Capital Account
Regulations

Most categories of private capital transactions
were subject to restrictions prior to 1991, including
foreign direct investment, portfolio equity invest-
ment, external commercial borrowing, nonresident
deposits, short-term credit, and outward investment
(Box 6). These controls were generally strictly en-
forced.

The liberalization and reorientation of capital con-
trols that took place in 1991 was an integral part of
the program to address the balance of payments cri-
sis of the early 1990s. This liberalization was accom-
panied by exchange market reform, which led to
India’s acceptance of IMF Article VIII status in Au-
gust 1994, and was part of a broader package of mea-
sures in the areas of trade liberalization, monetary
policy, securities markets, and the banking system.

A key component of capital account reform was
the liberalization of foreign direct investment and
portfolio equity investment. Under the new regime
announced in 1991, foreign direct investment up to
51 percent of equity in 35 priority industries be-
came eligible for automatic approval by the Re-
serve Bank of India. Other proposals were still re-
ferred to the Foreign Investment Promotion Board,
but the approval criteria were substantially broad-
ened and the approval process was streamlined. Ad-
ditional steps to make foreign direct investment
more attractive included the termination of divi-
dend balancing requirements except for a number
of industries in the consumer goods sector, and lib-
eralization of treatment of investment by nonresi-
dent Indians (NRIs) and overseas commercial bod-

80

Appendix II India’s Experience with the
Liberalization of Capital Flows
Since 1991

Karl Habermeier

83This is true even once allowance is made for the absolute size
of the economy (all other things equal, larger economies tend to
be less open than smaller ones).
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ies.84 Foreign direct investment has been further
liberalized in recent years; and the regulations have
been frequently fine-tuned. In particular, NRIs were
given greater scope to invest in India on a repatri-
able basis in 1996; in the same year, the Ministry of
Power adopted automatic approval procedures for
foreign equity of up to 100 percent for certain en-
ergy-related projects. The list of industries open to
foreign direct investment was expanded in 1997,

with foreign equity up to 74 percent in nine indus-
tries. In addition, more transparent procedures were
adopted for the approval of foreign direct invest-
ment proposals.85

Indian capital markets have also been opened to
portfolio investment, with an emphasis on equity in-
vestment; and portfolio inflows have generally been

81

84Under a dividend balancing requirement, dividends remitted
abroad needed to be balanced by other foreign exchange inflows
(notably, export earnings).

85This paragraph, and much of the discussion in this section,
provides only a broad description of the most important features
of the system. For example, a more detailed exposition of the ex-
tent of foreign equity permitted to be held by various types of
nonresident investors may be found in Box 7.3 of the govern-
ment’s 1996–97 Economic Survey.
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stronger than foreign direct investment during the
1990s. In September 1992, foreign institutional in-
vestors were permitted to invest in primary and sec-
ondary markets for listed securities; and foreign bro-
kerage firms were permitted to operate in India the
following fiscal year.86 While there is no restriction
on the total volume of inflows, there are limits on
both the total holdings of all foreign institutional in-
vestors, overseas corporate bodies, and NRIs in a
company (initially 24 percent, liberalized further in
1998 to allow separate ceilings for foreign institu-
tional investors and other types of nonresident in-
vestors) and on the holdings of a single foreign insti-

tutional investor (initially 5 percent, increased to 10
percent in 1996, and to as much as 24 percent for
listed companies in 1998). Foreign institutional in-
vestors were also permitted to invest in debentures,
up to a maximum of 30 percent of total investments,
but not in government securities. The 30 percent
limit was eliminated in 1996; and foreign institu-
tional investors were permitted to invest in Indian
government dated securities from March 1997 and
in treasury bills from April 1998. From mid-1998,
foreign institutional investor transactions in Indian
stocks were no longer subject to post facto confirma-
tion by the Reserve Bank of India.

In February 1992, Indian companies were also
permitted to issue equity abroad in the form of
global depository receipts (GDRs) on approval from
the Ministry of Finance, subject to rules for repatria-
tion and end use of funds. These rules were tight-
ened in 1994 and 1995 in response to a surge in
GDR issues, but relaxed again in June 1996. In par-
ticular, the requirement of a three-year track record
was dropped for investments in infrastructure pro-
jects; restrictions on the number of issues per year
were lifted; and end-use requirements were eased
(notably, the percentage of proceeds that can be used
for rupee financing or general restructuring was
raised). Approval procedures were streamlined in
August 1997, and end-use requirements were further
eased in May 1998.

There has also been a gradual liberalization of in-
ternational credit operations since 1991. At the same
time, incentives to borrow at longer maturities have
been strengthened. Three areas have received partic-
ular attention at various times: NRI deposits, exter-
nal commercial borrowing, and the operations of
banks and authorized foreign exchange dealers.

In the early and mid-1990s, terms on NRI deposits
were made significantly less attractive, by reducing
the spread between the (regulated) rates paid on
these deposits and international rates, and through
the elimination of exchange rate guarantees on such
deposits, leaving banks to cover their own
positions.87 The marked decline in such deposits
during the 1991 crisis had fostered the view that
such deposits were a costly and volatile source of
external financing. Subsequently, interest rates on
such deposits were liberalized and steps were taken
to harmonize the statutory liquidity ratio and cash
reserve requirement on such deposits with those on
other deposits (with the harmonization essentially
complete by 1996).

Limits on external commercial borrowing were
fine-tuned after 1991 to avoid the reemergence of

82

86Foreign institutional investors initially included mutual
funds, asset management companies, pension funds, and invest-
ment trusts. The list was subsequently expanded. Notably, in
1995, endowment funds, university funds, and foundations and
charitable trusts were included. 87Some of these deposits still have tax advantages, however.
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the excessive borrowing that contributed to the 1991
crisis. Liberalization entailed easing the detailed reg-
ulatory restrictions while adjusting the overall ceil-
ing on such borrowing in accordance with the fi-
nancing requirements of the economy. In March
1997, the list of eligible sectors was expanded, quan-
titative limits on individual borrowers were raised,
interest rate limits were relaxed, and end-use restric-
tions were largely eliminated (stock market and real
estate investment are still subject to certain limita-

tions). From June 1998, external commercial bor-
rowing of an average maturity of 10 years and
greater was no longer counted toward the overall
ceiling.

There has also been some liberalization in the last
two to three years in the regulations governing the
international credit operations of authorized foreign
exchange dealers, which comprise mainly domestic
banks and mutual funds. In a series of steps taken in
1996 and especially 1997, authorized foreign ex-
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change dealers were allowed to use derivative trans-
actions, including interest rate swaps, currency
swaps, options, and forward contracts to hedge their
positions. However, these transactions remain sub-
ject to certain restrictions; for example, booking for-
ward cover requires documentary evidence of under-
lying transactions/positions; and net inflows of
option premiums are not permitted. Also, in April
1997, authorized foreign exchange dealers were al-
lowed to lend and borrow up to $10 million in the
overseas money markets; and in October 1997,
banks were permitted to borrow or invest up to a
maximum of 15 percent of their unimpaired Tier 1
capital in the overseas money markets, while fund
managers were allowed to invest up to $50 million
in overseas markets (subject to an aggregate limit of
$500 million).

In sum, capital account transactions were gradu-
ally and carefully liberalized during the 1990s. Re-
strictions on inflows were loosened first, with an
emphasis on encouraging foreign direct investment
and portfolio equity investment and discouraging
short-term and debt-creating inflows. In recent
years, debt-creating flows and derivative transac-
tions have been partially liberalized. There has also
been a modest loosening of restrictions on capital
outflows.

Even so, many restrictions on capital flows re-
main. An index measuring the presence or absence
of controls on individual categories of capital in-
flows or outflows suggests that India’s system re-
mains relatively restrictive (Figure 25). These data
need to be interpreted with some care. First, the
index weights all types of controls equally; no at-
tempt is made to measure their relative economic
importance. Second, it registers only the existence or
nonexistence of controls. This is problematic in
India as there is a paucity of outright permissions—
many if not most categories of capital flows are sub-
ject to the discretionary approval or disapproval of
the authorities, and the criteria applied by the author-
ities in granting or withholding permission are com-
plex and subject to frequent change.

Further Steps Toward Liberalization

In 1997, a committee of experts (the Committee
on Capital Account Convertibility, or “Tarapore
Committee”) was appointed to undertake prepara-
tory work toward full capital account convertibility.
The report of the Committee establishes a number of
preconditions for liberalization. Fiscal consolida-
tion, lower inflation, and a stronger financial system
were seen as crucial (Box 7).

84

Foreign direct investment was seen primarily as a ve-
hicle for the transfer of technology that would be too
costly or difficult to develop domestically. A selective
policy of case-by-case approvals was designed to chan-
nel foreign direct investment into areas that required so-
phisticated technology; where critical production gaps
existed; or where there were prospects for substantial
export potential. Foreign collaboration was also regu-
lated—for example, requiring that Indian firms obtain
permission to engage foreign technicians. The normal
ceiling for foreign direct investment was 40 percent of
the paid-up equity capital, although a higher percentage
of foreign equity could be approved for priority indus-
tries, and up to 100 percent for wholly export-oriented
industries. Under this regime, foreign direct investment
averaged only $150 million annually over 1980–91.

Portfolio equity investment was generally not per-
mitted. However, to promote investment in India by
oil-exporting countries, such countries were permitted
to acquire up to 40 percent of equity in selected compa-
nies, even if the technology requirements for foreign
direct investment were not met (the maximum varied
depending on whether the holdings were diffused or
concentrated).

External commercial borrowing required prior ap-
proval by the Indian government. Applications were

considered on a case-by-case basis, taking account of
the purpose of the borrowing; the export potential of
projects; and the capacity to generate foreign exchange
to meet debt service and other payments. Despite these
restrictions, public sector enterprises undertook consid-
erable external borrowing during the late 1980s, con-
tributing to the 1991 balance of payments crisis.

Nonresident Indian (NRI) depositswere permitted
under a variety of defined schemes to allow NRI na-
tionals and Indian-owned overseas corporate bodies to
repatriate earnings from abroad, in the form of either
foreign or domestic currency bank deposits. As a means
of bolstering reserves, some of these schemes were fur-
ther enhanced by offering interest rates above interna-
tional levels; providing exchange rate guarantees from
the central bank; and offering certain tax advantages.
Inflows under these provisions also proved to be quite
volatile and played some role in the 1991 crisis.

Short-term credit was in general permitted for trade
financing only, and required approval by the Reserve
Bank of India. However, use of short-term credit ex-
panded during the late 1980s as the external current ac-
count deficit widened.

Outward investment of all sorts was strictly con-
trolled with the goal of channeling domestic savings
into domestic investment.

Box 6. The Pre-1991 Capital Account Regime in India
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The Committee set out a timetable of measures to
achieve greater but not full capital account convert-
ibility , while emphasizing that the pace of liberaliza-
tion would need to be adjusted to reflect the extent to
which the preconditions had been met. With regard
to the sequencing of capital account liberalization,
the Committee recommended that those items that
had already been partially liberalized be further lib-
eralized, and that in addition a start be made in al-
lowing capital outflows, which continue to be sub-
ject to considerable restrictions. The Committee
argued that such outflows could contribute to stabil-

ity by relieving some of the upward pressure on the
real exchange rate that would be associated with
larger inflows. In this connection, the Committee
also proposed giving greater scope to banks to bor-
row and lend overseas, as a means of arbitraging be-
tween domestic and overseas markets. Such lending
would of course need to be subject to prudential lim-
its, given that large-scale short-term borrowing can
be destabilizing.

The government has implemented a number of the
measures recommended by the Tarapore Committee,
though the implementation is not yet complete. The
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pace of liberalization has slowed somewhat in the
last two years, primarily reflecting concerns raised
about capital flows following the outbreak of the
Asian crisis.

Policies Supporting Capital Account
Liberalization, and Their Sequencing

The gradual and cautious approach taken by the
authorities to liberalizing the capital account, and in
particular the relatively strict limits still remaining in
place on capital outflows and short-term capital
flows of all types, appears to reflect concerns about
the impact such flows could have on the financial
sector. This sector has been under close government
control at least since the late 1960s, with the nation-
alization in several stages of all the major banks.
Until the 1990s, policies were also not supportive of
the development of securities and derivatives mar-
kets, which are essential in hedging the risks associ-
ated with short-term capital flows.

However, since the early 1990s, as part of the gen-
eral opening of the economy, policies have been

geared to creating a framework that would allow the
financial sector to operate safely and efficiently in a
more liberal and open environment. Progress has
been fastest in the securities markets and slower in
the banking system, where reform has been se-
quenced to first improve the environment in which
banks operate, for example by establishing markets
for government debt and improving prudential regu-
lation and supervision, followed by steps to improve
operational efficiency. It appears that despite consid-
erable advances, financial sector development and
regulation remain a constraint on capital account lib-
eralization; removing the controls that remain would
need to take into account prudential considerations.

The liberalization of foreign direct investment and
portfolio equity was accompanied and supported by
steps to liberalize external trade and current interna-
tional payments and by the abolition of the domestic
industrial licensing system. Absent such reforms,
there would have been the risk that capital inflows
would have reflected rent-seeking or otherwise have
been channeled into unproductive activities. The re-
form of trade and current payments are discussed
first, followed by various aspects of financial sector
reform.
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The Tarapore Committee recommended that India
achieve the following benchmarks as preconditions for
capital account convertibility.

• Consolidate the public finances to achieve a sus-
tainable position (defined as a deficit of the central
government of 3.5 percent of GDPor less, accom-
panied by a reduction in the deficit of the states
and the quasi-fiscal deficit).

• Reduce inflation, to 3–5 percent annually.
• Strengthen the financial system, including by

— taking steps to reduce the net non-performing
asset ratio to 5 percent in 1999–2000;

— reducing the cash reserve requirement to 3 per-
cent over the same period;

— leveling the playing field between banks and
nonbanks;

— harmonizing the cash reserve requirement on
domestic liabilities with those on overseas and
nonresident liabilities (with a possibly higher
cash reserve requirement on nonresident liabil-
ities including overseas borrowing by banks);

— improving risk management by financial insti-
tutions (marking to market, monitoring cur-
rency and maturity mismatches, internal con-
trol systems, accounting and disclosure, capital
adequacy to cover market risk, and training in

best practices techniques with the adoption of
the corresponding technology);

— improving prudential supervision (effective
off-site surveillance, more stringent capital ad-
equacy norms than the Basel minimums,
tighter income recognition and asset classifica-
tion norms);

— increasing the autonomy of public sector banks
and financial institutions to deal with increased
competition from foreign banks and the grow-
ing private sector (however, the report stopped
short of recommending privatization);

— strengthening legal framework for loan recov-
ery and execution of collateral to deter default.

• Establish a monitoring band for real exchange rate
developments (± 5 percent around an estimate of a
“neutral” real exchange rate).

• Adopt macroeconomic policies consistent with a
current account deficit that can be sustainably cov-
ered by normal capital inflows (about 2 percent of
GDP); and consistent with this, trade and external
financing policies that would allow the debt service
ratio to decline (from 25 percent to 20 percent).

• Maintain adequate foreign exchange reserves (at
least six months of imports and a legally required
reserves to currency ratio of at least 40 percent).

Box 7. Preconditions for Capital Account Convertibility Established by the 
Tarapore Committee
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Trade and Current International Transactions

The liberalization of trade and current foreign ex-
change transactions that began in 1991 was under-
taken in parallel with the liberalization of foreign di-
rect investment and portfolio equity investment (and
the virtual abolition of the domestic industrial li-
censing system). The pre-1991 trade regime was
very restrictive. Government authorization was re-
quired for the import of virtually all goods; maxi-
mum tariff rates exceeded 300 percent; and the aver-
age (import weighted) tariff rate stood at 87 percent
in FY 1990/91, the highest in the world. In relatively
short order, all licensing restrictions on imports of
intermediate and capital goods were lifted, and im-
ports of consumer goods were partially liberalized.
By FY 1993/94, the average tariff rate had declined
to 33 percent, and it declined further to about 20 per-
cent in FY1997/98.88

Rapid progress was also made in liberalizing cur-
rent foreign exchange transactions. This was accom-
panied by a move from a fixed official rate to a dual
exchange rate system in 1992, and to a unified ex-
change rate and a managed float in 1993, with the
exchange rate determined in the interbank foreign
exchange market; and India accepted the obligations
of the IMF’s Article VIII, Sections 2, 3, and 4 in Au-
gust 1994. Some controls on current international
transactions remained in place by the end of 1998—
these were either not subject to IMF jurisdiction or
consistent with Article VIII. These included pre-
scription of currency for member countries of the
Asian Clearing Union, limits on imports and exports
of gold, a wide-ranging prohibition on imports and
exports of rupee banknotes and coins, repatriation
and surrender requirements for export earnings
(though these have been weakened gradually and ex-
port earnings may be held in foreign currency ac-
counts), and limits on foreign currency allowances
for travel and education (which have been steadily
eased). The maintenance of a number of these regu-
lations has presumably aided in the enforcement of
controls on capital transactions, which could other-
wise be more easily circumvented.

Financial Sector Reforms

Monetary management, the development of secu-
rities markets, and the regulation and restructuring
of the banking system are highly interconnected in
India, as in many other countries. Prior to 1991, the
chief objectives of monetary and financial policies

were to (1) stabilize the economy in the face of
shocks while maintaining an appropriate degree of
price stability; (2) steer low-cost financing to prior-
ity sectors of the economy; (3) sustain high rates of
economic growth; and (4) provide low-cost financ-
ing of government deficits. With the erosion of fiscal
discipline, especially in the 1970s and 1980s, the
pursuit of these objectives was reflected in rising
rates of monetary growth and higher inflation (con-
sumer prices increased by 2 percent annually in the
1950s, and by around 9 percent annually in the
1980s).

Although a wide range of monetary policy instru-
ments has always been available to the Reserve
Bank of India, including reserve ratios, liquidity ra-
tios, interest rate and credit controls, standing facili-
ties, and various types of open market operations,
until very recently all monetary policy instruments,
whether direct or indirect, operated through adminis-
trative controls or fiat. This reflected state domina-
tion of the banking system and the almost complete
absence of private financial markets, be it for gov-
ernment securities or for private bonds and equities.
In 1991, more than 60 percent of bank deposits had
to be held against cash reserve requirements and
statutory liquidity requirements, met by investing in
government securities. About 40 percent of the rest
was allocated at controlled interest rates to priority
sectors. Interest rates were subject to tight and com-
plex regulation, as were the entry, exit, and opera-
tions of banks, insurance, companies, and mutual
funds.

Change in the financial system since 1991 has
been substantial, with steady progress toward a more
open and market-oriented system. The authorities,
moving on many fronts at once, have sought to grad-
ually disentangle the complex web of regulations and
strengthen institutions weakened by state control.

Banking system reform has emphasized a wide-
ranging and largely complete liberalization of the
complex structure of interest rates, combined with a
gradual reduction in the cash reserve requirement
and statutory liquidity requirement and easier condi-
tions for the entry of private banks. Bank profitabil-
ity has been mixed in recent years, though generally
improving, but almost all banks have met the 8 per-
cent capital adequacy ratio, owing mainly to injec-
tions of fresh funds by the government (Rs 24 billion
in FY 1997/98). The gross nonperforming loan ratio
has declined to 16 percent in 1997/98; and provi-
sioning has been aggressive.

Prudential regulation and supervision of banks
have been significantly strengthened since the early
1990s, and work in this area is progressing steadily.
Formal responsibility for most banking regulation
and supervision rests with the Reserve Bank of
India, which in 1994 created a Board of Financial
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88Even so, the average tariff rate remains above the 10 to 15
percent range into which most emerging market economies fall.
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Supervision to complement the work of the Depart-
ment of Supervision. The Department of Supervi-
sion, which has been recently subdivided into bank-
ing and nonbanking units, conducts bank
surveillance and enforces reporting requirements.
The Board of Financial Supervision, by contrast,
concentrates on supervisory issues and ensures com-
pliance with regulations and guidelines. It also eval-
uates the soundness of domestic banks, including
through the use of numerical scoring, with progress
well under way toward the adoption of a CAMELS
rating system. Supervision is done through both on-
and off-site supervision, but consolidated supervi-
sion is hampered owing to the absence of consoli-
dated accounts.

Prudential norms for the banking system have
been gradually strengthened in recent years, gener-
ally following the recommendations of the
Narasimham Committees. Prudential norms could
be strengthened further in line with the recommen-
dations of the Narasimham and Basel Committees,
although a few financially fragile public sector
banks might find it difficult to quickly meet signifi-
cantly stronger norms. The following steps to
strengthen banking regulation have been taken since
1991.

• An 8 percent minimum capital adequacy ratio
for banks was introduced in 1992.89 It is largely
calculated in accordance with the Basel capital
accord, though the current definition of Tier II
capital is tighter as it does not include the reval-
uation of fixed assets. Three weak public banks
were given a transitional period to increase cap-
ital to the minimum; at end-1997/98, only one
public sector bank did not meet the 8 percent
minimum. The capital adequacy ratio for banks
will be increased to 9 percent in March 2000.
The authorities have also announced their inten-
tion to increase the capital adequacy ratio fur-
ther to 10 percent, as recommended by the sec-
ond Narasimham Committee, but no date has
been set yet. An even higher ratio may be desir-
able given the recent experience in many devel-
oping countries, though there is also a wide-
spread view that the capital adequacy ratio is
not necessarily an appropriate measure of the
risks facing banks, which might better be ad-
dressed by improvements in banks’own risk
management practices.

• Stronger loan classification, provisioning, and
income recognition rules were phased in over a
three-year period beginning in 1992/93, but

may need to be strengthened further. Periods for
classifying loans as substandard (6 months) or
doubtful (30 months) are overly long, though
the government has announced its intention to
shorten the period for a doubtful classification
to 24 months by March 2001. Provisioning re-
quirements for doubtful loans have been set at
just 50 percent (though there are no deductions
for collateral, which is difficult to execute in the
Indian legal system). Income recognition must
be stopped if interest or an installment of princi-
pal is not paid 180 days after arrears are first
noted (30 days after the due date, for a total of
210 days), compared with best practice of 90
days or fewer.

• Open foreign exchange positions are limited to
15 percent of banks’unimpaired capital, and
subject to a supplementary capital requirement
of 5 percent.

• Regulations on loan concentration and large ex-
posures limit lending to a single borrower to 25
percent of capital, and investment in sub-
sidiaries to 20 percent of capital. These regula-
tions were weakened in 1998, when limits on
lending to a single group of companies were
raised from an already high 50 percent of capital
to 60 percent, provided that the additional 10
percent are lent in support of certain types of in-
frastructure projects.

Key weaknesses remain in the banking sector.
First, publicly owned or controlled banks continue to
play a dominant role in the system, accounting for
about 80 percent of its overall liabilities. These
banks have little room for maneuver in their staffing
and salary decisions, owing inter alia to labor market
regulations; this has raised the costs of financial in-
termediation. Banks have also been exposed to in-
creased competition from nonbank institutions
(steps were taken in 1998 to subject these institu-
tions to capital adequacy requirements if they take
deposits from the public). High costs have also
slowed the resolution of the accumulated financial
burdens. Second, although transparency has in-
creased, reflecting stricter reporting and disclosure
standards, standards for asset classification and in-
come recognition still fall somewhat short of inter-
national best practice, and effective capital levels
may be lower than measured. Third, domestic banks
remain subject to political influence and directives,
with about one-third of credit allocated to “priority
sectors” where rates of return and repayment
prospects have generally been poor. Nonperforming
loan ratios in the priority sectors have generally been
much higher (23 percent in 1997/98, compared with
13 percent in nonpriority sectors).

Important steps have been taken to improve the
functioning of securities markets and investment
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89The capital adequacy ratio for nonbank financial corporations
is 10 percent.
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funds, including most notably the establishment of
the Securities and Exchange Board of India as a
separate statutory body in 1992. Since then, the au-
thority and autonomy of the Securities and Ex-
change Board have been repeatedly strengthened,
and the Board has used its regulatory powers to in-
crease the transparency and efficiency of securities
transactions and increase investor protection, in-
cluding by

• prohibiting the preferential allotment of shares
at below-market prices in primary issues;

• requiring brokers to meet capital adequacy
norms, and separate client and broker accounts;

• securing legal authority for the establishment of
central securities depositories;

• bringing under its regulatory jurisdiction
schemes introduced since 1994 by the Unit
Trust of India, the main public investment fund
(particularly in response to the financial diffi -
culties experienced by Unit Trust of India’s
largest investment scheme);

• permitting the establishment of private mutual
funds, and issuing guidelines for their operation,
accounting, and advertising; and

• taking measures to prevent insider trading and
other unfair trading practices.

These reforms, in conjunction with the liberaliza-
tion of international portfolio investment and the in-
troduction of an electronic stock exchange in
1994–95 (the National Stock Exchange, which com-
petes with the long-established Bombay Stock Ex-
change) improved the functioning of the Indian
stock market, though both equity prices and new
issue activity have been weak in recent years. Sec-
ondary market trading in government securities in-
creased, following steps by the Reserve Bank of
India to establish a primary dealer network (the first
six primary dealers were licensed in 1996), the intro-
duction of uniform price auctions with pre-
announced amounts in the 91-day treasury bill mar-
ket, the introduction of a delivery versus payment
system in 1995 to improve securities settlement, and
efforts to stimulate the development of the interbank
repo market.

There has also been steady movement toward the
use of indirect instruments of monetary policy by the
Reserve Bank of India. Most notably, the cash re-
serve requirement and statutory liquidity ratio have
been steadily reduced since 1991/92. Repo auctions
were introduced in 1992, but were interrupted for an
extended period in 1995/96. In November 1997,
repo auctions were replaced by regular, fixed rate
repos; and the repo rate has since been adjusted fre-
quently to reflect policy objectives, in particular
with regard to the exchange rate. Limits have also
been set for on-demand government borrowing from
the Reserve Bank of India. Such limits will help to

normalize the functioning of the government securi-
ties market and facilitate the use of indirect mone-
tary policy instruments. Ad hoc treasury bills were
replaced with a “ways and means” advance system
in April 1997, and ceilings on ways and means fi-
nancing are being tightened progressively.

The insurance sector remains reserved to two state
enterprises, the Life Insurance Corporation and the
General Insurance Corporation. A law that would
have allowed limited entry in health insurance was
delayed owing to the difficult political situation in
the first half of 1998. There has also not been much
progress in adapting prudential regulations to pre-
pare for an eventual liberalization. Existing regula-
tions are geared toward a publicly controlled sector
that provides financing to the government; for exam-
ple, insurance companies are required to hold more
than half of their portfolio in government-designated
securities.

Sequencing of Capital Account Liberalization
and Supporting Reforms

The sequencing of reforms in India can be broadly
characterized as follows. Trade, current payments,
and foreign direct investment were liberalized first
(1991), followed by the start of financial system re-
form and the liberalization of portfolio equity invest-
ment (1992). Additional liberalization of portfolio
and foreign direct investment was undertaken in
1993 and 1994, in parallel with further reforms of
trade policies, current foreign exchange transactions,
and the financial sector. The gradual reduction in the
cash reserve requirement and statutory liquidity re-
quirement that began in 1991/92 continued, and gov-
ernment reliance on central bank financing was lim-
ited, inter alia, to support the move to indirect
monetary policy instruments. There was a temporary
tightening of restrictions on portfolio equity inflows
in 1995, followed by a resumption of a gradual for-
ward movement in financial sector restructuring and
capital account liberalization, including most no-
tably steps to loosen restrictions on external com-
mercial borrowing and banks’foreign borrowing and
lending in 1997 and 1998.

As noted earlier, India’s approach to capital ac-
count liberalization therefore emphasized loosen-
ing restrictions on longer-term and ownership-
based inflows first, with shorter-term transactions
and outflows being liberalized only once consider-
able progress had been made in financial sector re-
form. This approach reflected the lessons of the
1991 crisis.

In addition, aside from the bold measures taken in
1991/92, India has eschewed a “big bang” approach
to capital account liberalization and financial sector
reform, preferring instead to move simultaneously,
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cautiously, and steadily on many fronts at once. The
cautious pace of capital account liberalization has
been largely motivated by a desire to first put in
place the appropriate preconditions, including
sound macroeconomic policies and a stable finan-
cial system. The reform of the largely state-con-
trolled banking system has proven to be particularly
difficult.

Effectiveness and Costs of the Controls

As described previously, India’s capital controls
are almost entirely quantity based rather than price
based, and their enforcement and administration
has been largely delegated to authorized foreign
exchange dealers, who are required to investigate
the legality and permissibility of all foreign ex-
change transactions within the guidelines promul-
gated by the Reserve Bank of India and other gov-
ernment agencies. Prior to 1991, the effectiveness
of the controls was enhanced by the presence of
numerous other restrictions on private sector in-
vestment, international trade, and financial market
activity.

On its face, this system offers very few opportuni-
ties for circumvention or evasion. Indeed, the con-
trols in place until 1991 were highly effective in lim-
iting measured flows in the categories of capital that
were restricted.90 As expected, capital account liber-
alization has been associated with a pronounced in-
crease in measured flows, which, however, remain
quite modest by international standards (Figures 23
and 24).

A rigorous empirical assessment of the effective-
ness of capital controls in India is difficult to under-
take, owing mainly to a lack of formal studies. Even
so, the following observations may shed some light
on this question. The first two suggest that capital
controls may have been effective in isolating India’s
financial markets from those abroad, while the third
may indicate that capital controls were circumvented
to some extent.

1. Stock markets in developing countries, includ-
ing India, are much less correlated with one an-
other than stock markets in the advanced coun-
tries (Table 6).

2. An examination of the covered interest parity
condition suggests that even in the late 1990s,

India’s financial markets were still imperfectly
integrated with foreign markets.91

3. A study of trade misinvoicing in India covering
1971–86 concluded that cumulative unregis-
tered capital outflows over this period may
have amounted to $20 billion to $30 billion.92

A related question, which is similarly difficult to
answer, is whether capital controls in India pro-
vided scope for independent macroeconomic poli-
cies. One may observe that India weathered the
Asian crisis without major disruptions and mostly
escaped financial contagion, even though its fiscal
deficit was larger than in the countries that were
hardest hit. Of course, various factors contributed to
this outcome, including a relatively comfortable re-
serve position, flexible exchange rate policy, a rela-
tively small current account deficit, and interna-
tional trade and financial linkages that are still quite
limited. In particular, India’s external debt, debt ser-
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90Mainly foreign direct investment and portfolio investment.
As noted previously, there were considerable debt-creating in-
flows in the late 1980s, reflecting an increase in NRI deposits and
public enterprise borrowing. These inflows contributed to the
1991 crisis and stimulated a rethinking of the approach to capital
controls.

Table 6. Correlations of Stock Market
Indices1

1980–90 1991–98

India 0.73 0.60

Canada 0.53 0.94
France 0.96 0.94
Germany 0.90 0.98
Italy 0.76 0.92
Japan 0.94 0.59
United Kingdom 0.95 0.95
United States 0.97 0.96

Brazil 0.71 0.86
Chile 0.52 0.73
Colombia 0.52 0.50
Israel 0.51 0.59
Korea 0.96 0.80
South Africa 0.91 0.69
Venezuela 0.59 0.80

Average 0.67 0.71

Source: Economic Data Sharing System.
1Adjusted correlation coefficient (R̄) in static regression of eq-

uity indices (deflated) on G-7 countries (or other G-7 countries).

91Under covered interest parity, the covered differential (D)
equals the difference of domestic interest rates (i) and foreign in-
terest rates (i* ), less the forward premium (p): D = i – i* – p. With
perfect capital mobility, D should equal zero, so the domestic in-
terest rate equals the foreign rate plus the forward premium. A so-
phisticated examination for India of the interest rate parity condi-
tion is provided by Joshi and Sagger (1998).

92Rishi and Boyce (1990). The margin of error in such studies
(as in all studies of illicit economic activity) is high.
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vice ratio, and external bank liabilities were all
more benign than in Indonesia, Korea, Malaysia,
the Philippines, and Thailand (Table 7). It is plausi-
ble that India’s policy of limiting debt-creating in-
flows helped to keep these ratios low. It is not possi-
ble to judge on the basis of the available evidence
whether capital controls provided scope for mone-
tary and exchange rate policies that would have
been incompatible in a more open environment. But
one must also note that despite the presence of lim-
its on capital flows, India experienced two serious
balance of payments crises in the last two decades
(in 1980 and 1990–91), and that these crises led the
authorities to implement IMF-supported adjustment
programs. The origins of the crises lay in domestic
macroeconomic imbalances that were exacerbated
by external shocks.

Another question that has not been satisfactorily
resolved in the literature is whether capital controls
have contributed to India’s relatively poor growth
performance, or to the relatively high volatility of
real output (Figure 26 and Table 8). Although there is
by now a large body of cross-country empirical re-
search documenting a connection between govern-
ment involvement in the economy (using measures
such as aggregate tax ratios and indices of economic
regulation) and long-run economic growth, none of
this work has thus far specifically and convincingly

addressed the role of capital controls.93 The following
stylized facts are suggestive but hardly conclusive.

• Other Asian economies (Indonesia, Korea,
Malaysia, and Thailand) were as poor as India
initially, but have grown much faster and now
have per capita incomes that are a multiple of
India’s. By and large, their capital account
regime was liberalized earlier and to a greater
extent than India’s. But India’s economy was
also more heavily regulated in many other re-
spects.

• Economic growth in India was stronger than its
long-run average following the liberalization of
the capital account that began in 1990, but it
was similarly stronger than average during
much of the 1980s, before liberalization of the
capital account (and other regulations) began in
earnest.

• From a theoretical perspective, access to inter-
national capital markets should help to smooth
fluctuations in the domestic economy, but it

91

93The work of Barro and others supports the view that eco-
nomic liberalization is associated with faster long-run growth of
GDP(Barro and Sala-i-Martin, 1995). Some doubt has also been
cast on the statistical robustness of the class of result obtained by
Barro and others (see Levine and Renelt, 1992).

Table 7. India: Indicators of Vulnerability vis-à-vis Asian Economies in the Year Prior to the
Outbreak of the Crisis (1996)

India Korea Indonesia Malaysia Philippines Thailand

General government balance
Percent of GDP –7.8 1.2 1.4 5.0 –0.4 1.0
Rank 6 3 2 1 5 4

Current account balance
Percent of GDP –1.2 –3.2 –4.7 –4.9 –4.7 –7.9
Rank 1 2 3 4 3 5

External debt, end of period
Percent of GDP 24.0 53.4 32.5 39.0 50.1 49.9
Rank 1 6 2 3 5 4

External debt service
Percent of GDP 2.8 9.2 3.0 8.2 7.0 5.0
Rank 1 6 2 5 4 3
Percent of exports 26.6 35.5 9.4 8.9 17.3 12.8
Rank 5 6 2 1 4 3

Reserves, end of period
Months of imports 5.4 3.6 2.3 3.6 2.9 5.5

2 3 5 3 4 1

Source: Economic Data Sharing System.
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may also expose a country to financial market
instability (including runs and other types of
herding behavior by international investors).
The volatility of growth in India’s economy is,
however, primarily attributable to the high share
of the agricultural sector, which is sensitive to
variations in weather, and there are no studies
examining whether capital controls have added
to or reduced this volatility.

Conclusions

There are thus three salient points in India’s expe-
rience with the use of capital controls. First, capital
account restrictions are just one element of a larger

92

Table 8. India: Growth and Variability of Real
GDP vis-à-vis Asian economies, 1970–97

Standard Coefficient
Average Deviation of Variation1

India 4.8 3.3 0.7
Indonesia 6.8 2.4 0.4
Korea 8.1 3.1 0.4
Malaysia 7.4 2.9 0.4
Philippines 3.8 3.8 1.0
Thailand 7.3 2.8 0.4

Source: Economic Data Sharing System.
1Mean divided by standard deviation.
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and pervasive system of economic regulation and
control. Despite the liberalization of recent years,
many economic controls remain in place. Trade bar-
riers are still high, a number of difficulties in the
largely state-owned banking system remain unre-
solved, the transition to indirect instruments of mon-
etary control has been hampered by the continuing
need to finance large public sector deficits, and re-
strictions are still in place on many international
capital transactions (and even on some current trans-

actions). Second, economic controls—ncluding cap-
ital controls—have kept the economy relatively
closed and may have protected it from external
shocks, such as the Asian crisis, including by limit-
ing external indebtedness. It is, of course, not possi-
ble to quantify the specific contribution of capital
controls. Third, economic liberalization, including
of capital flows, may have contributed to faster eco-
nomic growth during the 1990s, though this cannot
be rigorously established.
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Malaysia is a highly open economy and has tra-
ditionally followed an approach to economic

development that included the liberalization of cap-
ital movements. The authorities implemented a first
round of liberalization of the regulations on foreign
exchange transactions after accepting the obliga-
tions of Article VIII in November 1968 and floating
the ringgit in 1973, and further liberalized capital
account controls in 1986–87 and 1994–96 follow-
ing periodic reviews of exchange control regula-
tions. The liberalization of the capital account was
accompanied by measures to deregulate the finan-
cial system beginning in the late 1980s: key re-
forms targeted a gradual liberalization of interest
rates, reduction of credit controls, and enhancement
of competition and efficiency in the system. Mea-
sures were taken to improve the legal and regula-
tory framework and supervisory practices, and
regulations were updated to address prudential con-
cerns, including loan classification, provisioning
and disclosure requirements, limits on large expo-
sures, capital adequacy, and bank liquidity. Signifi-
cant efforts were also made to deepen the financial
markets.

Malaysia’s process of capital account liberaliza-
tion was interrupted on two occasions. First, in
early 1994, the authorities introduced a number of
direct and regulatory controls on portfolio inflows
following a period of heavy inflows in 1990–93, in
combination with a number of monetary and pru-
dential measures. The controls were intended to be
temporary, and were lifted within a period of less
than a year, when the authorities considered that the
objectives of the controls had been achieved (see
Box 8). Second, following a period of strong down-
ward pressures on the ringgit in the context of the
Asian financial crisis, the authorities introduced (on
September 1, 1998) a wide range of exchange and
capital controls along with pegging the exchange
rate vis-à-vis the U.S. dollar. The measures aimed
at eliminating the offshore ringgit market, which
was viewed as the source of the speculative pres-
sures on the ringgit, and imposed restrictions on
portfolio transactions. Foreign direct investment
flows and current international transactions were

exempted. In February 1999, one aspect of the con-
trol package, the prohibition of the repatriation of
nonresidents’portfolio capital for 12 months, was
replaced with a market-based system of exit levies.
The controls were intended to be temporary; how-
ever, official statements to date indicate that the
prevailing controls would remain in place until
stricter curbs were imposed on currency trading in
international markets.

This appendix reviews Malaysia’s experience
with the use of controls on capital outflows in
1997–99, providing information on the objectives,
nature, and design of the controls, some evidence on
their effectiveness from the perspective of realizing
their objectives, as well as the potential costs that
may have been associated with their use.94

Background Developments Before the
Imposition of Outflow Controls in
1998–99

Capital Control Regime Before the 
1998 Controls

Malaysia’s capital control regime was compara-
tively liberal prior to the imposition of the outflow
controls in 1998–99.

• For a number of years prior to September 1998,
cross-border transactions in ringgit had been
treated fairly liberally, including the use of ring-
git in trade payments and receipts, relatively
few restrictions on ringgit financial transactions
with nonresidents, and tolerance of offshore
over-the-counter trading in equities and bonds
listed on the Malaysian exchanges. As a result,
an active offshore market in ringgit had devel-
oped, mainly in Singapore, with the majority of
cross-currency hedging of ringgit taking place

Appendix III Malaysia’s Experience with the
Use of Capital Controls

I·nci Ötker-Robe
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94This review is an expanded version of the paper “Use of Cap-
ital Controls and Evolution of the Capital Control Regime,” IMF
(1999d).
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From 1990 to 1993, the Malaysian economy
recorded unprecedented levels of capital account sur-
pluses, led by both long-term and short-term capital in-
flows. Strong underlying economic fundamentals con-
tributed to long-term inflows, while short-term inflows
(mainly in the form of external borrowing by commer-
cial banks and increased placements of ringgit deposits
by bank and nonbank foreign customers with
Malaysian banks) were boosted by high interest rate
differentials in favor of Malaysia and market expecta-
tions of ringgit appreciation in the context of a stable
ringgit policy.

In managing these heavy capital inflows, the authori-
ties were faced with a trade-off between the need to
keep high interest rates to contain inflation on the one
hand, and the need to discourage short-term inflows on
the other. Such inflows were viewed as highly re-
versible and speculative in nature. In particular, inflows
related to purchases of debt securities and increases in
external liabilities of commercial banks were more
problematic to the extent that interest rate differentials
remained high. Apart from the macroeconomic risks of
overheating associated with the rapid expansion of
bank reserves, large capital inflows also entailed cer-
tain financial sector risks, including deterioration in
asset quality.

Against this background, priority was given to deal-
ing with the destabilizing inflows and restoring stability
in the financial markets with a combination of monetary
and exchange control measures.In view of the authori-
ties’concern about the potential adverse impact on trade
and investment of a sharp appreciation of the ringgit, the
initial policy response was to sterilize the inflows as op-
posed to allowing for greater exchange rate flexibility.
The sterilization, however, turned out to be costly, given
the shortage of government paper and thus the need to
issue Bank Negara Malaysia bills to conduct open mar-
ket operations, as well as ineffective, as sterilization op-
erations kept interest rates high and thus continued to
attract capital inflows. The authorities resorted to sup-
plementary direct monetary instruments to limit the in-
flationary consequences of the inflows, including the
successive increases in the statutory reserve require-
ments, as capital inflows remained strong.

Concerned about loss of control on monetary aggre-
gates and inflation and the instability in the financial
markets, the authorities introduced a number of direct
and market-based capital control measures in Janu-
ary–February 1994, supplemented with some easing of
interest rate policy and curtailing of sterilization opera-
tions. The measures were specifically designed to limit
short-term capital inflows and included (1) the prohibi-
tion against residents selling Malaysian money market

securities with less than one year maturity to nonresi-
dents; (2) the curtailing of speculative activities of off-
shore agents through prohibition of commercial banks
to engage in non-trade-related bid-side swap or forward
transactions with nonresidents; (3) asymmetric limits
on banks’external liability positions with nonresidents
excluding trade-related and foreign direct investment
flows; and (4) a non-interest-bearing deposit require-
ment for commercial banks against ringgit funds of for-
eign banking institutions. Some prudential regulations
were also introduced to address the liquidity situation,
including a redefinition of banks’eligible liability base
to include all inflows of funds from abroad (thereby
making such inflows subject to reserve and liquid asset
requirements).

The immediate market reaction to the 1994 measures
was negative, resulting in a depreciation of the ringgit
in the initial months of 1994 and a correction in the
stock market. However, the controls were intended to
be temporary, adopted to deal with the destabilizing
monetary conditions, and the authorities recognized
that if such measures remained as a permanent feature
in the system, possible market distortions could
emerge, resulting in an inefficient allocation of re-
sources (see Willard Working Group 2, 1998). Hence,
by the end of 1994 most of these measures were lifted
as their objectives were viewed to be realized in terms
of containing short-term inflows and monetary expan-
sion, and as the stability in the foreign exchange market
was restored after a temporary period of pressures. The
prudential measures were maintained. In 1994, broad
monetary aggregates decelerated markedly; the capital
account surplus declined sharply, reflecting a large re-
versal in short-term inflows in the second half of 1994
(particularly the new external liabilities of the banking
system); and while long-term investment flows were
relatively unaffected. Based on available data, the con-
trols therefore seemed effective in reducing the vol-
ume, as well as changing the composition of, the capi-
tal inflows. However, the narrowing of interest rate
differentials (as measured by interbank money market
rates) and curtailment of sterilization operations may
also have contributed to the slowdown in short-term in-
flows.

Malaysia’s experience is an illustration of the in-
creased complexity of monetary management in an en-
vironment with global integration of financial markets
and associated increase in capital mobility. The main
lessons suggested by Malaysia’s experience with the
use of inflow controls are (1) the importance of follow-
ing a consistent set of monetary and exchange rate pol-
icy mix in such an environment to avoid excessive and
destabilizing capital inflows; and (2) potential effec-
tiveness of recourse to controls on such inflows when
such controls are accompanied by the strengthening of
the prudential regulations and an appropriate monetary
policy response (in this case, allowing interest rate dif-
ferentials to narrow and curtailing sterilization).

Box 8. Malaysia’s Experience with the Use of Controls on Capital Inflows1

1This discussion draws extensively on IMF (1995) and
Willard Working Group 2 (1998). 
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in this market rather than onshore. Until 1997,
Malaysian banks were unrestricted in providing
forward cover against ringgit to nonresidents,
thus facilitating arbitrage between the domestic
and offshore markets.

• Portfolio capital inflows by nonresidents were
also unrestricted into all types of Malaysian fi-
nancial instruments (bonds, equities, money
market, derivative instruments, and bank de-
posits). Prior to September 1, 1998, there was
no restriction for portfolio outflows for corpo-
rate residents with no domestic borrowing,
while corporate residents with domestic bor-
rowing were required to seek prior approval to
remit funds in excess of RM 10 million per cor-
porate group per year for overseas investment,
including extension of loans to nonresidents.
The primary issue of securities by nonresidents
and of securities abroad by residents required
approval. No controls applied to extension of
suppliers’credits to nonresidents for periods up
to six months.

• Borrowing abroad by authorized dealers and
Tier I merchant banks, as well as their lending
in foreign exchange to residents and nonresi-
dents were unrestricted, subject to certain pru-
dential limits. Many factors have been taken
into consideration, including the net open posi-
tion limits, in determining the prudential limits
for banks’exposure to foreign currency loans.
Foreign currency borrowing by residents was
subject to limits, and amounts above this limit
required approval, granted for foreign exchange
saving or earning projects.

• Inward foreign direct investment flows were ac-
tively encouraged through tax and other incen-
tives, although prior approval was needed for
investment in certain sectors. Nonresidents were
completely free to repatriate their investments
through a system of external accounts. Outward
foreign direct investment was not restricted.

Economic and Financial Environment Before
the Controls

Malaysia entered the 1997 Asian financial crisis
with generally stronger fundamentals than the other
Asian crisis economies, but potential vulnerabilities
also existed from rapid credit expansion and deterio-
ration in the asset quality of banks. As the onset of
the crisis in mid-1997 revealed structural weak-
nesses in the region’s banking systems and resulted
in a more general reassessment of regional lending
risks, the ringgit came under significant deprecia-
tion pressure along with other regional currencies.
Much of this pressure occurred through previously
unrestricted currency trading in the offshore ringgit

market.95As agents took short positions in ringgit in
the expectation of a depreciation, offshore ringgit
interest rates increased relative to domestic interest
rates and resulted in capital outflows, amounting to
about RM 24.6 billion in the second and third quar-
ter of 1997.

In an attempt to break the link between the domes-
tic and offshore interest rates, in early August 1997
the authorities imposed limits on banks’non-
commercial-related offer-side swap transactions
with nonresidents; the limits excluded hedging re-
quirements of foreigners for trade-related transac-
tions and genuine portfolio and foreign direct invest-
ments. As a result, wide spreads emerged between
domestic and offshore interest rates.96 However, the
breaking of the direct arbitrage link did not prevent
outflows, which occurred through various legal
channels to take advantage of the large offshore/on-
shore interest differentials created by the swap lim-
its.97 The flow of ringgit funds from the onshore to
the offshore market resulted in an increase in domes-
tic interest rates (see Figure 27), which contributed
to the acceleration of economic contraction and ag-
gravated the difficulties in the corporate and banking
sectors. The economy contracted by 4.8 percent in
the first half of 1998, and initial estimates indicated
that nonperforming loans in the banking system
could be as high as 25 percent of total loans.

The September 1998 Exchange and
Capital Control Measures

Objectives and Design of the 
September Measures

After substantial capital outflows had already
taken place and reserves had stabilized at a lower
level, the authorities introduced on September 1,
1998, a wide range of direct capital and exchange
controls (see Table 9 for details).The main objec-
tive of the measures was to regain monetary policy
independence by containing speculation on the ring-

96

95The size of the offshore market is believed to be some multi-
ple of the underlying stock of ringgit offshore, as reflected in the
External Account balances held by nonresidents with resident
banks, which amounted to about RM 9.1 billion at end-August
1998 (see Bank Negara Malaysia, 1998, p. 70).

96As of August 1998, the offshore ringgit market was offering
deposit interest rates exceeding 20–40 percent compared with 11
percent in Malaysian banks; by that time, the ringgit had depreci-
ated to around RM 4.20 per U.S. dollar from around RM 3.75 in
April 1998.

97These channels included transfers of nonresident deposits in
Malaysia to offshore banks, and portfolio outflows by residents.
The net outflow of portfolio capital was RM 5.5 billion in the last
quarter of 1997.
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git through the elimination of the offshore ringgit
market and to stabilize short-term capital flows. Un-
derlying this were concerns that interest rates would
have to be kept high for prolonged periods that
would be harmful for the economy and the financial
condition of the banking institutions. The introduc-

tion of the controls was accompanied bythe peg-
ging of the ringgit at RM 3.80 per U.S. dollar, fol-
lowing a period of managing its float since July
1997; an immediate further cut in interest rates and
easing of credit policy; and a continuation of an eas-
ier fiscal policy stance that had been adopted in
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Table 9. Malaysia: Capital and Exchange Control Measures in 1997–99

Measure Motivation

August 4, 1997: Controls were imposed on banks to limit outstanding noncommercial- To delink the offshore ringgit market 
related ringgit offer-side swap transactions (i.e., forward order/spot purchases of ringgit by from its onshore counterpart and 
foreign customers) to $2 million per foreign customer (hedging requirements of foreigners reduce the upward pressure on 
for trade related and genuine portfolio and foreign direct investments were excluded). domestic onshore interest rates.

September 1, 1998: A number of selective exchange control measures were introduced, Aimed specifically at eliminating the 
including the following. offshore ringgit market and 

A requirement was introduced to repatriate all ringgit held offshore (including ringgit restricting the supply of ringgit to 
deposits in overseas banks) by 10/1/98 (Bank Negara Malaysia approval thereafter); speculators that can be used to take 
approval requirement was imposed to transfer funds between external accounts (freely positions against the ringgit.
allowed previously); and licensed offshore banks were prohibited to trade in ringgit 
assets (allowed up to permitted limits before).

A limit was introduced on exports and imports of ringgit by resident and nonresident 
travelers, effective 10/1/99 (no limits existed before).

Residents were prohibited from granting ringgit credit facilities to nonresident 
corresponding banks and stockbroking companies (subject to a limit previously).

Residents were prohibited from obtaining ringgit credit facilities from nonresidents 
(subject to limits previously).

All imports and exports were required to be settled in foreign currency.
Malaysian banks were prohibited from conducting transactions in offer-side swaps with

nonresident banks (effectively reducing the previous swap limit to zero), and from
engaging in reverse repo transactions collateralized by ringgit instruments with
nonresident banks.

All purchases and sales of ringgit financial assets can only be transacted through 
authorized depository institutions; trading in Malaysian shares on Singapore’s 
Central Limit Order Book over-the-counter market became de facto prohibited as a
result of a strict enforcement of the existing law requiring Malaysian shares to be regis-
tered in the Kuala Lumpur Stock Exchange and other authorized trades prior to trade.

September 1, 1998: A number of additional measures were introduced, including Aimed at preventing heavy capital 
the following. outflows by residents and 

Approval requirement for nonresidents to convert the ringgit held in external accounts into nonresidents.
foreign currency, except for purchases of ringgit assets (no such restrictions previously).

A 12-month waiting period (from September 1, 1998 or the date of entry of funds, which-
ever comes later) for nonresidents to convert ringgit proceeds from the sale of 
Malaysian securities held in external accounts (excludes foreign direct investment flows,
repatriation of interest, dividends, fees, commissions, and rental income from portfolio 
investment).There were no such restrictions previously.

A prior approval requirement beyond a certain limit for all residents to invest abroad in any 
form (previously applied only to corporate residents with domestic borrowing).

A specific limit on exports of foreign currency by residents and up to the amount brought 
into Malaysia for nonresidents (previously, export of foreign currency required approval 
with no specific limit).

February 15, 1999: The 12-month holding period rule for repatriation of portfolio capital  To encourage existing portfolio 
was replaced with the following. investors to take a longer-term view 

A graduated system of exit levy on repatriation of the principal of capital investments (in of their investments in Malaysia, attract 
shares, bonds, and other financial instruments, except property investments) made prior new funds to the country, discourage 
to 2/15/99, with the levy decreasing in the duration of investment, and thus penalizing destabilizing short-term flows, and 
earlier repatriations (the levy is 30 percent if repatriated in less than 7 months after the allow for a smoother outflow of funds.
date of entry (or September 1, 1998, whichever comes later), 20 percent if in 7–9 
months, and 10 percent if 9–12 months); no levy on principal if repatriated after 12 
months and no levy on profits, interest, dividend, or rental income;

A graduated exit levy on the repatriation of the profits from investments made after 
2/15/99 in shares, bonds, and other financial instruments, except property investments,
with the levy decreasing in the duration of investment; no levy on principal and no levy 
on interest, dividend, or rental income (the levy is 30 percent if repatriated in less than 
12 months after the investment was made and 10 percent if repatriated after 12 months).

February 18, 1999 and April 5, 1999: Property investments and investors in MESDAQ To exclude from the controls 
(where growth and technology shares are listed) were exempted from the exit levy. certain types of investments that are 

either difficult to liquidate or 
resemble foreign direct investments.
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early 1998 toward the objective of stimulating eco-
nomic activity. The authorities also accelerated fi-
nancial and corporate sector reforms that had com-
menced in early 1998 to deal with the weak
financial institutions and to heighten the resilience
of the banking system. In particular, they strength-
ened the supervision of the financial institutions and
updated various prudential regulations for the bank-
ing system, including to incorporate market, credit,
and off-balance-sheet risks involved in capital ac-
count transactions.

The control measures were specifically designed
to limit the internationalization of the ringgit, by
eliminating access to ringgit by speculators both on-
shore and offshore, as well as to stabilize the impact
of short-term capital flows. The measures were
wide-ranging in that they eliminated practically all
previously unrestricted channels for the transfer of
ringgit abroad, including, inter alia, through restric-
tions on transfers between external accounts of non-
residents, ringgit credit facilities between residents
and nonresidents, use of ringgit in settling trade
transactions, exports and imports of ringgit, and
trading of ringgit assets offshore. The previous swap
limits were reduced to zero, effectively prohibiting
any such transactions with nonresidents. The con-
trols also required the repatriation of ringgit held
offshore to Malaysia by end-September 1998;
blocked the repatriation of portfolio capital held by
nonresidents in Malaysia for a 12-month period; and
imposed tight limits on transfers of capital abroad by
residents.

These exchange and capital restrictions were sup-
ported by additional measures to eliminate other po-
tential loopholes, including amendment of the Com-
panies Act to limit distribution of dividends, which
were not subject to the controls; effective closing of
the over-the-counter offshore market (the so-called
Central Limit Order Book) in Malaysian equities;
and announcement of the demonetization of large
denomination ringgit notes (made effective in July
1999) to prevent large sums of ringgit from being
easily taken offshore. The authorities stressed that
payments and transfers for current international
transactions and foreign direct investment were not
subject to restrictions, provided that appropriate doc-
umentary evidence is presented. Commercial banks,
which were delegated the responsibility to imple-
ment the exchange controls, were required to ask for
documentary evidence for the types of transactions
they approved and to report to Bank Negara
Malaysia on a frequent basis. Even though no ex-
plicit penalties were established for the circumven-
tion of the controls, the authorities closely monitored
the activities of the commercial banks and at times
exercised moral suasion to ensure enforcement of
the regulations.

Effectiveness of the September Measures

Available evidence suggest that the controls have
so far been effective in achieving the objective of
eliminating the offshore ringgit market(see Bank
Negara Malaysia, 1998). Among the various mea-
sures introduced, the restrictions on the internation-
alization of the ringgit are believed to be the most in-
strumental. In particular, the freezing of the external
accounts, which prevented ringgit funds from being
transferred from one account to the other and from
being used to settle transactions or lend to other non-
residents effectively eliminated offshore ringgit trad-
ing and constrained nonresidents’access to ringgit
funds. The 12-month holding period rule for repatri-
ation of portfolio capital, as well as the restrictions
imposed on residents’outward investments, seemed
helpful in containing the potential outflows.

The effectiveness of the controls was also evident
in the absence of speculative pressures on the ringgit
since the controls were introduced and the ringgit
was pegged, notwithstanding the significant relax-
ation of monetary and fiscal policies. Significant in-
dications of the emergence of a parallel market were
absent (initial indications of black market activity
developing in the cash market apparently subsided
once market participants realized that there were ad-
equate reserves to meet their needs); there was also
no significant evidence of the emergence of a nonde-
liverable forward market,98 only a few reports of ef-
forts to evade controls,99 and no indications of cir-
cumvention through underinvoicing of exports or
overinvoicing of imports.100

The overall balance of payments continued to
strengthen, reflecting a steeper decline in imports
than in exports, in view of the real depreciation of
the ringgit and weak domestic demand. Net portfolio
capital outflows were contained and foreign ex-
change reserves continued to increase (Figure 27),
though it should also be kept in mind that substantial
amounts of capital outflows had already taken place
prior to the imposition of the controls, and reserves

99

98Some market reports indicated that occasional bilateral trades
were made based on RM 3.80 per U.S. dollar as spot, but the trad-
ing volumes were too small to constitute a market. Anecdotal evi-
dence suggests that difficulties in finding an onshore counterparty
to execute the operation prevented the development of such a
market.

99One such incident took place through swaps of portfolio in-
vestment for foreign direct investment among market partici-
pants; this transaction was approved by Bank Negara Malaysia.

100Based on a comparison of the value of Malaysia’s exports to
its three largest trading partners against the value of the trading
partners’imports from Malaysia, a Morgan Stanley report found
no signs of misinvoicing of external trade to circumvent the con-
trols; the study attributed the lack of such circumvention primar-
ily to the ringgit’s undervaluation.
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had stabilized.101 However, realized net private for-
eign direct investment and new commitments fell in
1998, and continued to remain very weak in 1999.102

In the meantime, the authorities have pressed ahead
with bank and corporate sector restructuring. The re-
duction in interest rates that accompanied the con-
trols are believed to have helped to contain the in-
crease in nonperforming loans of the banking
system.103 Also, the overall process of cleaning up
the bad loans and recapitalizing the banking sector
through Danaharta (the Asset Management Com-
pany, which is in charge of cleaning up nonperform-
ing loans of the financial institutions) and
Danamodal (the recapitalization agency) appears to
compare favorably with efforts elsewhere in the re-
gion, with some positive results already achieved.
There is, however, a need to speed up corporate re-
structuring. Moreover, despite the significant decline
in interest rates and the increase in financial sector
liquidity, bank lending growth remained subdued,
and real GDPcontracted by 6.7 percent in 1998,
owing to sharp falls in investment and, to a lesser
extent, in consumption, compared with the 7.7 per-
cent growth in 1997.

The containment of the capital outflows following
the September measures seems to reflect a combina-
tion of factors. The first group of factors relates to
the design and implementation of the control mea-
sures, which effectively eliminated the offshore trad-
ing in ringgit as a potential source of speculative
pressure. These factors included (1) the wide-
ranging nature of the controls that has covered es-

sentially all the potential loopholes in the system;
(2) strict implementation and enforcement of the
measures by Bank Negara Malaysia and a disci-
plined banking system, which strictly interpreted the
measures and has not sought out potential loopholes;
and (3) Bank Negara Malaysia’s efforts to dissemi-
nate information on the nature of the exchange con-
trol rules to promote greater transparency and under-
standing of the measures. The containment of capital
outflows has also reflected a number of factors that,
in effect, reduced the incentives for circumvention
compared with the cost of doing so. These include
(1) the adequacy of foreign exchange reserves; (2)
the timing and the circumstances under which the
capital controls had been adopted (in particular, rela-
tively strong fundamentals of the Malaysian econ-
omy); (3) acceleration of macroeconomic and finan-
cial reform efforts, which has given credibility to
Malaysia’s overall policy agenda; (4) ex post under-
valuation of the ringgit following its fixing at RM
3.8 per dollar as other regional currencies started to
appreciate around the time the ringgit was pegged;
and (5) return of investor confidence to the region in
general.

Costs and Benefits Associated with 
the Controls

The control measures appear to have been benefi-
cial in helping to contain capital outflows, and thus
in buying the authorities time in which to implement
more fundamental policy reforms, including the cor-
rection of macroeconomic imbalances and accelera-
tion of the bank and corporate restructuring pro-
grams. Progress made so far in bank and corporate
restructuring programs also contributed to the im-
provement in investor sentiment toward Malaysia.
Moreover, rapid cuts in interest rates (though not as
dramatic as in the other Asian crisis countries) and
relative exchange rate stability, made possible, in
part, by the existence of the controls, were generally
viewed positively by domestic businesses, which in-
creased the acceptability of the controls, as it report-
edly made it easier for businesses to plan ahead rev-
enues and costs, and helped prevent further erosion
in repayment capacity.104

At the same time, however, there were initially ad-
verse external reactions to the September measures,
which were suggestive of the weakening of investor
and market confidence in Malaysia. Reflecting this
reaction:

100

101The short-term capital account recorded a substantial net
outflow of capital overall in 1998 (RM 21.7 billion, compared
with a net outflow of RM 11.3 billion in 1997 and a net inflow of
RM 10.3 billion in 1996), reflecting the large portfolio outflows
in the second and third quarters of 1998, but short-term outflows
stabilized in the last quarter, following the implementation of the
12-month holding period for portfolio investment effective from
September 1998 (Bank Negara Malaysia, 1998). Moreover, net
outflows from overseas investment by Malaysian companies also
declined (to RM 1.3 billion in 1998 from RM 8.2 billion in 1997),
reflecting a slowdown in economic activity and uncertainty in the
region, as well as the government directive to defer overseas in-
vestments that did not have direct linkages with the domestic
economy, and the tightening of the exchange control regulations
on overseas investments of residents since September 1998.

102Preliminary data indicate that foreign direct investment ap-
proved by the government in the first quarter of 1999 amounted
to RM 1.3 billion, compared with RM 12.9 billion in 1998, and
the value of foreign direct investment applications totaled RM
991 million in the first quarter of 1999, compared with RM 12.7
billion in 1998 and RM 14.5 billion in 1997.

103In its most recent upgrading of Malaysia’s credit outlook,
Standard&Poor’s indicated that if the interest rates had not been
cut sharply in the last six months, nonperforming loans could
have risen to above 30 percent of total loans, computed on a
three-month basis.

104The general improvement in market sentiment toward Asia
has also contributed to lower interest rates and appreciating
currencies.
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• The stock market initially fell by 13.3 percent,
to its lowest level in 1998, but rose subse-
quently (Figure 28) against the background of
purchases by state-controlled institutional

funds, investments by nonresident investors that
had their funds blocked in Malaysia, and an im-
provement in confidence in the region more
generally.
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• Several rating agencies downgraded Malaysia’s
credit and sovereign risk ratingsimmediately
following the measures (e.g., Moody’s Investor
Service, Thompson Bank Watch, and Fitch
IBCA), citing concerns that the controls threat-
ened Malaysia’s relative openness to trade and
foreign investment, which was one of the cor-
nerstones of its rapid economic development.

• Malaysia was removed from key investment in-
dices that track emerging country stock markets
and that are used as investment benchmarks for
fund managers (the investment and capital in-
dices of IFC, Morgan Stanley (MSCI) and FT-
S&P) for reasons that included lack of liquidity
of investments in Malaysian instruments.

• Malaysia’s risk premium in international mar-
kets also increased (as suggested by the increase
in sovereign bond yield spreads), raising the
costs of foreign currency funding to Malaysian
corporations and banks. Prior to September
1998, Malaysia’s spread was moving very
closely with the other Asian crisis countries, and
was consistently lower than the others in the pe-
riod from November 1997 to about mid-1998.
While the spreads on all emerging market debts
increased in August 1998 following the Russian
default, those on Malaysian obligations rose
further in September following the implementa-
tion of capital controls (see Figure 28) and re-
mained consistently above those of Korea and
Thailand since then.

• Although current international transactions
were excluded from the controls, because of
ambiguities in the nature of the announced con-
trols the IMF conducted an immediate on-site
review to determine whether the measures were
in conformity with Malaysia’s obligations
under Article VIII, Sections 2, 3, and 4 of the
IMF’s Articles of Agreement; the measures
were found to be in conformity with the Arti -
cles, but their implementation would need to be
kept under review. Similarly, although foreign
direct investments were not subject to the
controls, there was considerable initial uncer-
tainty about the coverage and impact of the
measures, which caused foreign direct investors
to adopt a cautious attitude toward new invest-
ment in Malaysia (Bank Negara Malaysia,
1998, p.54).105

On the domestic front, there was also some initial
confusion about the precise nature of the measures,
in part reflecting the very short time within which

the implementation regulations and notices had to
be prepared. To address such concerns, the Bank
Negara Malaysia met with investors and provided
seminars on the new controls and subsequently is-
sued many clarifications and press releases that
were later compiled and published in “AGuide to
the Exchange Control Rules,” with illustrative ex-
amples on how the rules apply. Although these ef-
forts have been effective and contributed to the do-
mestic acceptability of the control measures, they
also imposed a significant administrative burden on
all parties involved—that is, the Bank Negara
Malaysia; traders and investors, who had to supply
necessary documentation and proof to execute their
bona fide transactions; and the authorized banks,
who were delegated the responsibility to implement
the controls and had to report to Bank Negara
Malaysia on a frequent basis, while they were also
carrying out bank restructuring efforts. Activity in
the spot and swap currency markets and the future
markets also declined sharply,106 reflecting both the
fixing of the exchange rate and limitations imposed
on forward transactions. Finding nonresident coun-
terparties to hedge longer-term currency risks
became more difficult after the imposition of the
controls (particularly those on the ringgit’s interna-
tionalization).

February 1999 Modification of Capital
Controls:The Exit Levy System

The authorities made some adjustments in the ex-
change control regulations in February 1999, against
the background of the continued weakness in foreign
investor confidence. They replaced the outright pro-
hibition of repatriation of portfolio investment for a
12-month holding period with a market-based mea-
sure of a system of exit levies, effective from Febru-
ary 15, 1999. The objective of the exit levy system
was stated to be to encourage “existing portfolio in-
vestors to take a longer view of their investments in
Malaysia, and attract new funds into the country,
while at the same time discouraging destabilizing
short-term flows.” In addition, “the rule was de-
signed to allow a smoother outflow of funds, rather
than a sudden and massive outflow upon the expiry
of the one-year holding period” (in September
1999).107
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105The weakness of foreign direct investment also reflected do-
mestic problems in the major investing countries, global excess
capacity, and continuing uncertainty in the region in 1998.

106The monthly volume of total transactions in the foreign cur-
rency spot and swap markets declined from an average of RM
73.8 billion in January–August 1998 to RM 28.4 billion in the
last four months of 1998 (RM 115.8 billion in the same period in
1997).

107See Bank Negara Malaysia (1998), p. 65.
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Design of the Exit Levy

Malaysia’s exit levy system is a graduated system
of levies applied at the time of the conversion of
ringgit proceeds from the sale of portfolio invest-
ments into foreign exchange, with the size of the
levy decreasing over the duration of investment in
Malaysia.108 It is a price-based control that attempts
to discourage portfolio outflows without explicitly
prohibiting them, and the graduated nature of the
levy attempts to punish earlier repatriations more
heavily. Under this system, depending on when the
funds are brought in, the principal or the profits of
portfolio investments would be allowed to be repa-
triated subject to a graduated levy (that is, a higher
levy for earlier repatriations). The system makes a
distinction between investments brought in before
and after a given cutoff date, February 15, 1999.

1. For capital brought inbefore February 15,
1999, the one-year holding period restriction
on the repatriation of portfolio investment was
replaced with a declining scale of exit levies on
the repatriation of the principal of the invest-
ments (with the levy declining successively
from 30 percent to 20 percent, 10 percent, and
zero percent, depending on whether the princi-
pal is repatriated in less than 7 months, in 7–9
months, in 9–12 months, or after 12 months,
respectively, after the effective date of entry
into Malaysia).109

2. For capital brought in after February 15, 1999,
the repatriation of profits, but not the principal,
would be subject to one of two rates of exit
levies, 10 percent or 30 percent, depending on
whether the investment stayed in Malaysia
more or less than 12 months, respectively.

To distinguish between the different periods when
the funds were brought in, the authorities required
those funds that were brought in on or after February
15, 1999, to be placed in Special External Accounts.
The authorized banks implementing the regulations
were asked to closely monitor and report to Bank
Negara Malaysia the amounts and movements of
funds in these accounts and to require applicants
who wish to repatriate their investments to submit
detailed forms and corresponding documents, in-

cluding to indicate the time of entry and exit and the
specific types and nature of their investments, in
order to calculate the appropriate levy.

The design of the exit levy on profits implies that
the levy has the potential to discourage both short-
term portfolio inflows and outflows. Although the
levy explicitly taxes the outflow, while leaving in-
flows unrestricted, it may also serve to implicitly tax
and thus discourage portfolio inflows, as the foreign
investor would take into consideration, before bring-
ing his funds to Malaysia, the levy that he would
have to pay upon repatriating the proceeds. Since the
levy is graduated (i.e., the higher the levy, the earlier
the exit), it would also discourage short-term in-
vestors, who would factor in a higher levy in their
investment decisions.

The design of the levy on profits also implies that
the levy would impact mainly on portfolio equity in-
vestments in the Kuala Lumpur Stock Exchange,
since the exchange control regulations define profits
to exclude dividends, interest earned, and rental in-
come, and give certain exemptions with regard to
repatriation of funds relating to investment in immov-
able property (which is already subject to a capital
gains tax and viewed as difficult to liquidate quickly),
foreign direct investments, transactions in the finan-
cial futures exchanges, and investments in companies
listed in the newly established over-the-counter share
market, MESDAQ (which are viewed as having simi-
lar characteristics to foreign direct investment).

Effectiveness of the Exit Levy and Associated
Benefits and Costs

The replacement of the 12-month rule with the
graduated levy on the repatriation of principal of in-
vestments has been viewed by many market partici-
pants as a positive development, since it makes it
possible to withdraw funds before the end of the 12-
month holding period, albeit at a price that punishes
earlier repatriations. Moreover, the graduated nature
of the levy provides some scope for phasing this
repatriation, as the high rates of the levy may limit
the extent to which investors take advantage of the
freedom to repatriate. Available evidence suggests
that despite the high levy of 30 percent on early
repatriations of investments, some fund managers
promptly liquidated part or all of their holdings on
the Kuala Lumpur Stock Exchange in the days fol-
lowing the announcement, which led to a sharp fall
in stock prices.110
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108The levy is collected by authorized dealers in foreign curren-
cies and permitted merchant banks and deposited into the consol-
idated federal account as provided by the Exchange Control Act
of 1953. The levy is applied at the time of the conversion of ring-
git into foreign exchange and is thus not considered a capital
gains tax that can be offset through double taxation agreements.

109The effective date of entry is September 1, 1998, or the ac-
tual date of entry, whichever comes later. If the investment had
been made after a 12-month holding period from when the funds
were brought in, the repatriation of profit would also be subject to
a 10 percent levy, regardless of when it is repatriated.

110The total amount of outflows since then has been limited to
RM 154 million through April 21, 1999 ($40 million at the fixed
exchange rate, compared with the estimated amount of $10–$15
billion that had been blocked by the 12-month rule).
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Notwithstanding this initial reaction and an initial
period of market confusion about the nature and ex-
tent of the new rules, there have been some indica-
tions that thereplacement of the 12-month rule with
the graduated levy on capital repatriation has con-
tributed to an improvement in investor confidence.
Preliminary data indicate thatbetween the introduc-
tion of the levy and mid-June 1999, the net total in-
flow of capital through the Special External Ac-
counts of nonresidentsamounted to RM 2.9 billion
compared with the net inflow of RM 18.5 million as
of March 10 this year (also see Figures 27 and
28).111 In addition, as a result of the introduction of
the exit levy, IFC announced plans to reinclude
Malaysian equities in its capital index (in November
1999), and discussions with Morgan Stanley were in
progress on the reinclusion of Malaysian equities in
their emerging market index.112 In upgrading
Malaysia’s international credit ratings in April 1999,
the rating agencies also cited the changes in these
controls.

Countering these developments, however, some
concerns were also expressed about the levy on the
repatriation of profits.

• The degree of protection provided by the levy
against volatile capital flows appeared limited.
Since the levy does not apply to interest pay-
ments and dividends, it affects primarily capital
gains on equity investments; other forms of
portfolio capital flows would be less affected
(including nonresident investments in short-
term instruments, bank deposits, bonds, deriva-
tives, and property investments), since a larger
element of the profits on such investments re-
flects interest payments. The levy would also
not add much to reduce volatility in the stock
market, since it does not involve any procedures
to reduce the buying and selling of shares for
ringgit.

• The levy seems to be intended to discourage
portfolio investors more generally, including
genuine portfolio investments (the stated objec-
tive is to change the maturity composition of the
flows) since the 10 percent levy would still
apply to repatriation of profits even if the in-
vestment is held longer than 12 months.

• The levy may have added an additional degree
of administrative complexity to investing in
Malaysia. While the controls are focused on
portfolio investments and exempt foreign direct
investment flows, the additional administrative
complexities of the exchange control system
may have adverse effects on all types of foreign
investment flows, including foreign direct in-
vestment. The continued weakness in foreign
direct investment flows into Malaysia in the
first quarter of 1999, as well as some indications
of disinvestment by several companies provide
support for this view (see Oxford Analytica
(1999), and footnote 102 above).

• The levy might have also raised the cost of cap-
ital in Malaysia, since it reduces the expected
rates of return on equity to foreign investors and
thus raises the rates of return that must be of-
fered by investments in Malaysia relative to
other markets. Similarly, Malaysia’s risk pre-
mium in international markets remained high
relative to some of the other Asian countries;
and the interest rate spread on the recent sover-
eign bond issue by Malaysia was somewhat
larger than those of Korea and Thailand.113

• Moreover, the ongoing need for monitoring in-
flows, as well as the complexity of the technical
procedures for implementing the levy, imposed
a significant administrative burden on all the
parties involved.

Conclusions

It is difficult to disentangle the impact of
Malaysia’s capital controls from broader interna-
tional and regional developments, as the pattern of
economic performance in Malaysia since the emer-
gence of the crisis has in many respects been similar
to that of other countries in the region. Nevertheless,
preliminary evidence suggests that the controls have
been effective in realizing their intended objective of
reducing the ringgit’s internationalization and help-
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111The cumulative amount of net portfolio inflows between
February 15 and mid-July 1999 reached RM 4.7 billion but fell to
4.16 billion as of August 11, according to the National Economic
Action Council; many investors apparently expect foreign in-
vestors to repatriate their funds before September 1, when the
prevailing 10 percent tax on repatriation of principal ends.

112Morgan Stanley has announced, however, that Malaysia has
been taken out permanently from its developed country stock
index, where its previous inclusion was seen as an aberration.
This may have a permanent effect on volume of foreign equity in-
vestment in Malaysia, even when Malaysia is reinstated in the
emerging markets index. Following its initial decision not to rein-
clude Malaysia in its emerging markets index, in its review in
mid-1999, Morgan Stanley announced on August 12, 1999, that it
would reinstate the country into its benchmark investment indices
in February 2000, if the process of liberalization of the financial
system is not delayed or reversed; Malaysia’s weighting in the in-
dices, however, will be lower than its weight before it was ex-
cluded from the index last year.

113Similar concerns have been recently voiced by a prominent
academic, Merton Miller (July 9, 1999), that the controls “were
actually harmful to Malaysia and its citizens” and led to higher
interest rates on dollar borrowings as well as higher costs in at-
tracting equity funds to Malaysia.
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ing to contain capital outflows by eliminating the
offshore ringgit market and by restricting the out-
flows of capital by residents and nonresidents. The
wide-ranging nature, and strict enforcement, of the
controls prior to the partial relaxation of the control
regime in early 1999 certainly played a role. How-
ever, the ex post undervaluation of the ringgit rela-
tive to other regional currencies, the return of inter-
national investor confidence to the region as well as
to Malaysia following indications of better eco-
nomic growth prospects, and particularly the prudent
macroeconomic policies and rapid progress in the fi-
nancial sector reforms, were also important in reduc-
ing pressures for capital outflows.

The comparatively positive results achieved so far
also do not seem to have come without costs. These
include,in particular, (1) the significantly negative
reactions from the international financial community
and the subsequent decline in investor confidence;
(2) a rise in Malaysia’s risk premium, which has in-
creased the cost of funding from foreign sources;
(3) a fall in net foreign direct investment inflows, de-

spite their exemption from the controls and the rela-
tively strong position of Malaysia on entering the re-
gional financial crisis; (4) the administrative burden
that the implementation of the controls has imposed
on all parties involved; and (5) the decline in the ac-
tivity in spot, forward, and futures markets that may
have limited hedging and risk management by mar-
ket participants.

It is also important to resist the temptation to draw
firm conclusions from Malaysia’s experience with
the use of controls on capital outflows, not least be-
cause of the difficulty in separating the impact of the
controls from that of the accompanying macroeco-
nomic and financial sector reforms, as well as from
the broader international and regional developments.
The full impact of the controls would have to be as-
sessed when the controls are put to the test following
the anniversary of the 12-month period in September
1999, after which the repatriation of portfolio capital
will become unrestricted, and when market expecta-
tions regarding the ringgit’s future value begin to
change.
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Table A1. Argentina: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance 3.3 –0.2 –2.8 –3.3 –4.0 –1.9 –2.4 –4.1 –4.9
Financial account balance –3.5 0.3 3.1 3.0 4.0 5.3 1.6 3.3 3.2
Net private capital flows excluding reserves –0.9 0.5 4.5 3.7 4.1 4.2 2.8 4.4 4.4
Direct investment in reporting economy 1.3 1.3 1.8 1.7 1.2 1.4 2.1 2.3 1.6
Net portfolio flows, with errors and omissions –0.8 0.2 –0.5 10.6 1.4 –1.2 4.4 5.3 6.4

General government balance –1.7 –1.2 0.4 –0.2 –1.8 –3.7 –3.6 –2.4 –2.1

(In billions of U.S. dollars)
Current account balance 4.7 –0.4 –6.5 –7.9 –10.3 –4.9 –6.5 –12.0 –14.7
Financial account balance –4.9 0.6 7.1 7.0 10.3 13.8 4.4 9.7 9.7
Net private capital flows excluding reserves –1.3 1.0 10.4 8.7 10.6 10.8 7.7 12.8 13.1
Direct investment in reporting economy 1.8 2.4 4.2 4.1 3.1 3.7 5.7 6.7 4.7
Net portfolio flows, with errors and omissions –1.1 0.4 –1.1 25.1 3.7 –3.0 11.9 15.6 19.1

(Annual percentage change)
Real GDP –1.3 10.5 10.3 6.3 5.8 –2.8 5.5 8.1 3.9
Consumer prices (e.o.p.) 1,343.9 84.0 17.5 7.4 3.9 1.6 0.1 0.3 0.7
Reserve money (e.o.p.) 584.8 116.3 40.7 36.1 8.5 –15.4 2.1 13.6 2.6
Broad money (e.o.p.) 1,113.3 141.3 62.5 46.5 17.6 –2.8 18.8 25.5 10.5
Nominal exchange rate (e.o.p.)1 211.1 78.8 –0.8 0.8 0.1 0.1 –0.1 0.0 0.0
Real effective exchange rate (e.o.p.)2 158.3 –10.1 17.5 6.8 –5.9 –3.3 0.3 7.6 –2.9

(In percent)
Interest rate differential3 9,695,413.8 65.6 11.6 3.3 3.5 3.6 0.9 1.2 1.5

Depreciation-adjusted3 96,635,166.8 129.1 11.7 3.5 3.6 4.0 1.1 1.3 1.6

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in Argentina and those in the reference country, United States

(yearly average). See Figures 8 and 17 for details.
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Table A2. Brazil: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –0.6 –0.3 1.0 –0.1 –0.2 –2.6 –3.0 –4.1 –4.3
Financial account balance 0.6 0.1 –0.7 0.1 –0.2 2.5 3.3 3.7 4.8
Net private capital flows excluding reserves 1.3 0.6 2.3 1.2 0.8 4.6 4.5 2.5 3.0
Direct investment in reporting economy 0.2 0.2 0.3 0.1 0.3 0.8 1.4 2.3 3.7
Net portfolio flows, with errors and omissions 0.0 0.9 2.0 1.2 6.9 1.7 2.5 1.8 2.2

General government balance 1.6 1.5 –2.2 0.3 –3.3 –7.0 –5.9 –6.2 –8.0

(In billions of U.S. dollars)
Current account balance –3.8 –1.4 6.1 –0.6 –1.7 –18.0 –23.0 –33.3 –33.6
Financial account balance 4.2 0.7 –4.3 0.7 –1.9 17.8 25.3 29.5 37.6
Net private capital flows excluding reserves 8.1 3.1 14.1 12.0 6.7 32.5 34.9 20.5 23.2
Direct investment in reporting economy 1.0 1.1 2.1 1.3 2.6 5.5 10.5 18.8 28.9
Net portfolio flows, with errors and omissions 0.1 4.5 12.6 12.2 56.2 11.9 19.2 14.3 17.4

(Annual percentage change) 
Real GDP –3.7 1.0 –0.5 4.9 5.9 4.2 2.8 3.7 –0.1
Consumer prices (e.o.p.) 1,621.0 562.2 1,119.1 2,477.1 916.5 22.4 9.6 5.2 1.7
Reserve money (e.o.p.) 1,835.3 496.6 1,148.2 2,424.4 2,241.7 11.9 22.8 34.2 –11.1
Broad money (e.o.p.) 1,289.2 633.6 1,606.6 2,936.6 1,211.9 31.9 12.2 18.4 8.6
Nominal exchange rate (e.o.p.)1 1,458.9 528.5 1,059.0 2,532.5 613.4 15.0 6.9 7.4 8.3
Real effective exchange rate (e.o.p.)2 –18.8 –8.0 8.1 12.6 33.5 –4.1 2.3 7.0 –9.8

(In percent) 
Interest rate differential3 414.6 841.8 1,570.8 3,281.4 4,816.4 47.5 22.2 19.5 24.1
Depreciation-adjusted3 1,313.5 5,605.0 5,547.4 25,373.3 84.8 42.7 16.5 13.4 2.6

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in Brazil and those in the reference country, United States (yearly

average). See Figures 8 and 17 for details.
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Table A3. Chile: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –1.6 –0.3 –2.4 –5.8 –3.1 –2.0 –5.1 –4.9 –5.7
Financial account balance 9.6 2.6 7.4 7.0 10.4 3.5 7.7 9.8 4.5
Net private capital flows excluding reserves 9.9 5.5 6.9 7.2 11.2 6.7 10.4 9.9 3.6
Direct investment in reporting economy 0.7 1.7 1.7 2.0 3.7 2.9 6.0 5.8 6.2
Net portfolio flows, with errors and omissions 1.0 1.7 1.9 1.6 0.8 0.3 0.6 2.5 –2.7

General government balance 3.5 2.3 3.1 1.7 2.9 3.9 3.1 2.5 0.1

(In billions of U.S. dollars)
Current account balance –0.5 –0.1 –1.0 –2.6 –1.6 –1.3 –3.5 –3.7 –4.1
Financial account balance 2.9 0.9 3.1 3.1 5.3 2.3 5.3 7.4 3.3
Net private capital flows excluding reserves 3.0 1.9 2.9 3.2 5.7 4.4 7.1 7.5 2.6
Direct investment in reporting economy 0.2 0.6 0.7 0.9 1.9 1.9 4.1 4.4 4.5
Net portfolio flows, with errors and omissions 0.3 0.6 0.8 0.7 0.4 0.2 0.4 1.9 –2.0

(Annual percentage change) 
Real GDP 3.7 8.0 12.3 7.0 5.7 10.6 7.4 7.6 3.4
Consumer prices (e.o.p.) 27.3 18.7 12.7 12.2 8.9 8.2 6.6 6.0 4.7
Reserve money (e.o.p.) 54.4 23.7 21.7 13.6 20.7 13.9 15.9 16.0 –3.6
Broad money (e.o.p.) 23.5 28.1 23.3 23.4 11.3 25.8 19.6 16.3 9.6
Nominal exchange rate (e.o.p.)1 13.6 11.3 2.0 12.7 –6.3 0.8 4.4 3.5 7.7
Real effective exchange rate (e.o.p.)2 –3.8 6.5 10.4 0.4 5.8 1.7 3.9 9.6 –6.1

(In percent) 
Interest rate differential3 32.1 16.5 14.6 15.1 10.5 7.8 8.1 6.4 9.4

Depreciation-adjusted3 21.7 17.8 1.2 8.7 19.2 8.1 7.6 –1.9 2.0

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated deposit interest rates in Chile and those in the reference country, United States (yearly aver-

age). See Figures 8 and 17 for details.
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Table A4. China: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance 3.1 3.3 1.3 –1.9 1.3 1.3 0.9 3.8 3.4
Financial account balance –2.3 –1.6 0.4 3.6 0.4 2.3 1.0 –1.4 –1.3
Net private capital flows excluding reserves 0.8 1.7 –0.7 3.3 4.6 4.9 4.6 2.9 –1.2
Direct investment in reporting economy 0.9 1.1 2.3 4.6 6.2 5.1 4.9 4.9 4.6
Net portfolio flows, with errors and omissions –0.9 –1.6 –1.7 –1.2 –1.0 –3.5 –1.7 –1.7 –2.5

General government balance –2.0 –2.2 –2.3 –2.0 –2.7 –2.1 –1.7 –1.8 –3.0

(In billions of U.S. dollars)
Current account balance 12.0 13.3 6.4 –11.6 6.9 8.8 7.3 34.7 32.6
Financial account balance –8.8 –6.5 1.8 21.7 2.2 16.2 8.4 –12.8 –12.7
Net private capital flows excluding reserves 3.1 6.8 –3.6 19.5 25.0 34.2 38.1 25.9 –11.9
Direct investment in reporting economy 3.5 4.4 11.2 27.5 33.8 35.8 40.2 44.2 43.8
Net portfolio flows, with errors and omissions –3.4 –6.5 –8.3 –7.0 –5.6 –24.2 –13.9 –15.1 –23.6

(Annual percentage change) 
Real GDP 3.8 9.2 14.2 13.5 12.6 10.5 9.6 8.8 7.8
Consumer prices (e.o.p.) 4.3 4.5 8.8 18.8 25.5 10.1 7.0 0.4 –1.0
Reserve money (e.o.p.) 30.1 24.2 16.3 42.5 31.0 20.6 29.5 13.9 2.3
Broad money (e.o.p.) 28.9 26.7 30.8 42.8 35.1 29.5 25.3 17.3 15.3
Nominal exchange rate (e.o.p.)1 10.6 4.1 5.8 0.8 45.6 –1.5 –0.2 –0.2 –0.0
Real effective exchange rate (e.o.p.)2 –16.9 –5.8 –13.0 –0.9 9.9 6.3 5.4 11.6 –8.7

(In percent) 
Interest rate differential3 1.6 2.0 3.9 6.4 6.4 5.1 3.7 1.4 –0.5

Depreciation-adjusted3 –7.5 –2.4 0.0 –17.0 10.5 6.8 4.4 1.8 –0.4

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation. Revised weights.
3Difference between domestic currency–denominated deposit interest rates in China and those in the reference country, United States (yearly aver-

age). See Figures 8 and 17 for details.
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Table A5. Colombia: Selected Economic Indicators1

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance 1.3 5.6 1.8 –4.0 –4.4 –5.0 –4.8 –5.4 –5.7
Financial account balance –1.5 –6.8 –2.2 4.5 4.0 4.7 5.3 6.1 5.9
Net private capital flows excluding reserves 0.3 –1.2 2.1 4.7 5.7 3.5 5.9 5.9 3.0
Direct investment in reporting economy 1.2 1.1 1.5 1.7 1.8 1.0 3.1 5.2 3.0
Net portfolio flows, with errors and omissions 0.2 1.5 0.8 –0.0 0.4 1.7 1.1 0.1 1.5

General government balance –1.1 –0.3 –0.9 0.2 –1.1 –0.8 –2.4 –3.0 –3.4

(In billions of U.S. dollars)
Current account balance 0.5 2.3 0.9 –2.2 –3.6 –4.6 –4.8 –5.9 –5.9
Financial account balance –0.6 –2.8 –1.1 2.5 3.2 4.3 5.2 6.7 6.1
Net private capital flows excluding reserves 0.1 –0.5 1.0 2.6 4.7 3.2 5.9 6.4 3.1
Direct investment in reporting economy 0.5 0.5 0.7 1.0 1.4 1.0 3.1 5.7 3.0
Net portfolio flows, with errors and omissions 0.1 0.6 0.4 –0.0 0.4 1.7 1.1 0.1 1.5

(Annual percentage change) 
Real GDP 4.3 2.0 4.0 5.4 5.8 5.2 2.1 3.2 0.4
Consumer prices (e.o.p.) 32.4 26.8 25.1 22.6 22.6 19.5 21.6 17.7 16.7
Reserve money (e.o.p.) . . . . . . 44.6 33.4 27.5 11.2 5.8 25.0 –16.5
Broad money (e.o.p.) . . . . . . 37.6 42.9 42.8 23.4 34.1 24.5 10.3
Nominal exchange rate (e.o.p.)2 31.1 11.2 16.7 9.0 3.3 18.8 1.8 28.7 19.2
Real effective exchange rate (e.o.p.)3 –10.6 11.1 7.1 10.5 10.8 –3.5 21.0 –3.2 –4.5

(In percent) 
Interest rate differential4 . . . . . . . . . . . . . . . 17.5 23.1 18.4 29.6

Depreciation-adjusted4 . . . . . . . . . . . . . . . –3.6 26.1 –4.5 17.6

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Data may not coincide with references in the report, as numbers have recently been revised.
2Domestic currency units per U.S. dollar.
3Increase means an appreciation.
4Difference between domestic currency–denominated money market interest rates in Colombia and those in the reference country, United States

(yearly average). See Figures 8 and 17 for details.
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Table A6. India: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –3.0 –1.3 –1.0 –0.6 –0.9 –1.5 –1.3 –1.3 –1.0
Financial account balance 2.2 1.1 0.4 –0.7 0.2 1.8 1.9 1.5 0.8
Net private capital flows excluding reserves 1.1 0.9 –0.0 1.0 1.6 1.7 2.9 2.6 1.8
Direct investment in reporting economy 0.0 0.0 0.1 0.2 0.4 0.5 0.6 0.8 0.6
Net portfolio flows, with errors and omissions 0.8 0.3 0.7 2.2 1.9 0.4 0.1 0.3 0.3

General government balance –12.7 –9.7 –9.1 –9.7 –9.1 –8.1 –8.3 –8.6 –9.0

(In billions of U.S. dollars)
Current account balance –9.6 –3.8 –2.9 –1.8 –2.8 –5.3 –4.9 –5.3 –4.4
Financial account balance 7.1 3.0 1.2 –1.8 0.7 6.6 7.5 6.2 3.5
Net private capital flows excluding reserves 3.4 2.4 –0.1 2.8 5.1 6.1 11.2 10.6 7.5
Direct investment in reporting economy 0.1 0.1 0.3 0.5 1.2 1.8 2.5 3.3 2.7
Net portfolio flows, with errors and omissions 2.5 0.8 1.9 6.3 5.9 1.6 0.5 1.2 1.3

(Annual percentage change) 
Real GDP 5.9 1.7 4.2 5.1 7.2 8.0 7.4 5.5 5.8
Consumer prices (e.o.p.) 13.7 13.1 8.0 8.6 9.5 9.7 10.4 6.3 15.3
Reserve money (e.o.p.) 13.7 18.7 8.4 21.7 21.7 12.6 9.5 11.2 12.4
Broad money (e.o.p.) 16.3 18.7 16.6 16.5 20.1 14.6 16.1 17.1 20.0
Nominal exchange rate (e.o.p.)1 6.1 42.9 1.4 19.8 0.0 12.1 2.1 9.3 8.1
Real effective exchange rate (e.o.p.)2 –9.3 –22.1 –1.1 0.5 0.7 –8.9 6.3 4.0 –7.4

(In percent) 
Interest rate differential3 7.5 13.6 11.7 5.6 2.9 9.7 5.7 –0.2 6.8

Depreciation-adjusted3 –5.3 –9.2 2.1 0.9 2.9 2.5 2.4 –9.2 –10.4

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in India and those in the reference country, United States (yearly

average). See Figures 8 and 17 for details.
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Table A7. Kenya: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –5.6 –1.1 –1.3 2.9 0.9 –4.5 –1.1 –3.5 –3.5
Financial account balance 3.4 5.3 1.1 –4.5 –5.0 0.8 –5.4 –1.1 –1.2
Net private capital flows excluding reserves 2.4 4.3 1.0 0.7 –3.2 –1.1 –1.2 0.1 –0.9
Direct investment in reporting economy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net portfolio flows, with errors and omissions 2.2 –4.2 0.2 1.6 4.0 3.7 6.5 4.0 3.9

General government balance –5.1 –2.2 –10.9 –7.2 –1.1 –0.2 –2.5 –1.7 –0.1

(In billions of U.S. dollars)
Current account balance –0.5 –0.1 –0.1 0.2 0.1 –0.4 –0.1 –0.4 –0.4
Financial account balance 0.3 0.4 0.1 –0.3 –0.4 0.1 –0.5 –0.1 –0.1
Net private capital flows excluding reserves 0.2 0.3 0.1 0.0 –0.2 –0.1 –0.1 0.0 –0.1
Direct investment in reporting economy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net portfolio flows, with errors and omissions 0.2 –0.3 0.0 0.1 0.3 0.3 0.6 0.4 0.4

(Annual percentage change) 
Real GDP 4.7 1.4 –0.8 0.4 2.6 4.4 4.1 2.1 1.5
Consumer prices (e.o.p.) 20.6 14.6 33.6 54.6 6.6 6.9 10.8 8.3 2.5
Reserve money (e.o.p.) 21.8 15.7 53.5 52.5 31.3 28.7 8.2 –1.5 –1.7
Broad money (e.o.p.) 20.1 19.6 39.0 28.0 27.4 12.5 15.9 9.8 3.1
Nominal exchange rate (e.o.p.)1 11.5 16.6 29.0 88.2 –34.2 24.8 –1.6 13.9 –1.2
Real effective exchange rate (e.o.p.)2 –5.7 –2.1 8.6 –17.5 47.4 –18.3 12.3 1.9 0.1

(In percent) 
Interest rate differential3 7.3 11.2 13.1 46.8 19.0 12.8 17.2 17.8 18.0

Depreciation-adjusted3 –7.2 –1.1 –18.8 40.5 94.5 –9.2 26.8 15.8 11.3

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated treasury bill interest rates in Kenya and those in the reference country, United States (yearly av-

erage). See Figures 8 and 17 for details.
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Table A8. Malaysia: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –2.1 –8.8 –3.8 –4.8 –7.8 –10.0 –4.9 –5.1 12.9
Financial account balance –0.5 7.0 1.4 –2.2 8.4 8.3 4.1 8.8 –11.0
Net private capital flows excluding reserves 3.3 9.1 12.8 16.2 3.8 6.4 6.7 5.0 –4.3
Direct investment in reporting economy 5.5 8.3 8.9 7.8 6.0 4.8 5.8 7.0 2.8
Net portfolio flows, with errors and omissions 2.6 1.8 2.3 7.0 –0.6 1.7 0.8 –3.7 –2.0

General government balance –2.2 0.1 –2.6 –2.3 0.9 3.7 4.8 3.5 –1.1

(In billions of U.S. dollars)
Current account balance –0.9 –4.2 –2.2 –3.1 –5.6 –8.7 –4.9 –5.0 9.2
Financial account balance –0.2 3.4 0.8 –1.4 6.1 7.2 4.0 8.6 –7.8
Net private capital flows excluding reserves 1.4 4.4 7.4 10.4 2.8 5.6 6.6 4.9 –3.1
Direct investment in reporting economy 2.3 4.0 5.2 5.0 4.3 4.2 5.7 6.8 2.0
Net portfolio flows, with errors and omissions 1.1 0.9 1.4 4.5 –0.4 1.5 0.8 –3.6 –1.4

(Annual percentage change) 
Real GDP 9.6 8.6 7.8 8.3 9.3 9.4 8.6 7.7 –6.7
Consumer prices (e.o.p.) 3.4 4.2 4.9 3.4 5.3 3.2 3.3 2.9 5.3
Reserve money (e.o.p.) 22.7 14.5 21.8 11.6 36.2 24.7 47.2 27.4 –38.6
Broad money (e.o.p.) 10.6 16.9 21.9 26.6 12.8 20.9 24.3 17.4 –1.4
Nominal exchange rate (e.o.p.)1 –0.1 0.8 –4.1 3.4 –5.2 –0.7 –0.5 53.9 –2.4
Real effective exchange rate (e.o.p.)2 –7.8 –1.1 11.6 0.6 –2.8 0.2 4.4 –23.2 0.2

(In percent) 
Interest rate differential3 –2.1 1.5 4.5 4.2 0.5 –0.1 1.7 2.1 3.1

Depreciation-adjusted3 –3.1 10.1 3.9 1.5 8.1 0.3 3.5 –19.0 4.6

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in Malaysia and those in the reference country, United States

(yearly average). See Figures 8 and 17 for details.
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Table A9. Peru: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –3.3 –3.0 –4.9 –5.2 –5.3 –7.3 –5.9 –5.0 –6.0
Financial account balance –1.6 1.2 1.6 1.8 6.6 6.2 7.6 7.8 3.8
Net private capital flows excluding reserves 0.4 3.1 2.9 3.8 7.8 6.5 8.3 8.3 4.0
Direct investment in reporting economy . . . . . . 0.5 1.2 1.7 2.6 3.1 2.9 3.0
Net portfolio flows, with errors and omissions . . . . . . . . . 0.6 2.5 1.7 2.4 0.5 . . .

General government balance –7.4 –1.4 –2.6 –2.7 –2.5 –2.8 –1.1 –0.5 –0.4

(In billions of U.S. dollars)
Current account balance –1.1 –1.3 –2.1 –2.1 –2.7 –4.3 –3.6 –4.4 –3.8
Financial account balance –0.5 0.5 0.7 0.7 3.3 3.7 4.6 5.1 2.4
Net private capital flows excluding reserves 0.1 1.3 1.2 1.5 3.9 3.8 5.0 5.4 2.5
Direct investment in reporting economy . . . . . . 0.2 0.5 0.8 1.5 1.9 1.9 1.9
Net portfolio flows, with errors and omissions . . . . . . . . . 0.3 1.3 1.0 1.5 0.3 . . .

(Annual percentage change) 
Real GDP –3.7 2.9 –1.7 6.4 13.1 7.3 2.4 6.9 0.3
Consumer prices (e.o.p.) 7,649.7 139.2 56.7 39.5 15.4 10.2 11.8 6.5 6.0
Reserve money (e.o.p.) 7,782.5 162.2 95.9 59.4 31.0 31.2 37.8 38.7 5.7
Broad money (e.o.p.) 5,113.1 250.0 83.6 41.7 41.2 24.2 28.0 15.0 0.4
Nominal exchange rate (e.o.p.)1 3,869.2 95.7 62.4 31.7 –0.9 8.9 11.1 5.1 15.5
Real effective exchange rate (e.o.p.)2 11.8 21.9 –4.5 5.9 6.8 –3.3 0.9 7.5 –8.7

(In percent) 
Interest rate differential3 2,431.4 164.7 56.0 41.0 17.7 9.8 9.5 9.4 9.6

Depreciation-adjusted3 1,304,476.8 193.2 –9.5 28.1 16.0 5.0 –2.3 3.8 –8.0

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated deposit interest rates in Peru and those in the reference country, United States (yearly average).

See Figures 8 and 17 for details.
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Table A10. Romania: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –8.0 –4.7 –7.8 –4.7 –1.7 –4.9 –7.4 –6.2 –7.9
Financial account balance 8.1 4.5 –1.1 1.1 –0.8 3.5 4.9 –0.6 6.4
Net private capital flows excluding reserves 1.6 4.9 –4.2 0.3 1.5 0.7 5.6 2.8 3.8
Direct investment in reporting economy 0.0 0.1 0.4 0.4 1.2 1.8 1.2 3.7 5.3
Net portfolio flows, with errors and omissions –0.6 1.9 0.6 –2.0 0.1 –0.1 2.2 3.9 1.1

General government balance 1.0 3.3 –4.6 –0.4 –1.9 –2.6 –4.0 –3.6 –3.3

(In billions of U.S. dollars)
Current account balance –1.8 –1.3 –1.5 –1.2 –0.5 –1.7 –2.6 –2.2 –3.0
Financial account balance 3.1 1.3 –0.2 0.3 –0.2 1.2 1.7 –0.2 2.4
Net private capital flows excluding reserves 0.6 1.4 –0.8 0.1 0.4 0.2 2.0 1.0 1.5
Direct investment in reporting economy 0.0 0.0 0.1 0.1 0.3 0.7 0.4 1.3 2.0
Net portfolio flows, with errors and omissions –0.2 0.6 0.1 –0.5 0.0 0.0 0.8 1.4 0.4

(Annual percentage change) 
Real GDP –5.6 –12.9 –8.8 1.5 4.0 7.2 3.9 –6.9 –7.3
Consumer prices (e.o.p.) 4.7 222.8 199.2 295.5 61.8 27.7 56.9 151.4 40.6
Reserve money (e.o.p.) . . . 22.5 116.3 136.4 87.5 56.2 51.4 136.5 20.8
Broad money (e.o.p.) . . . 102.2 75.4 143.3 138.1 71.6 66.0 75.9 48.9
Nominal exchange rate (e.o.p.)1 140.4 444.5 143.4 177.4 55.5 44.2 46.0 113.9 32.3
Real effective exchange rate (e.o.p.)2 –42.9 –40.9 30.2 53.1 –4.7 –18.0 8.4 27.0 1.4

(In percent) 
Interest rate differential3 . . . . . . . . . . . . . . . . . . . . . 103.5 77.6

Depreciation-adjusted3 . . . . . . . . . . . . . . . . . . . . . 152.7 36.1

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated treasury bill interest rates in Romania and those in the reference country, United States (yearly

average). Desk data. See Figures 8 and 17 for details.
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Table A11. Russian Federation: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –0.5 0.5 –1.4 1.4 3.1 1.4 0.9 –0.7 0.8
Financial account balance 0.5 –0.5 1.4 –1.4 –3.1 –1.4 –0.9 0.7 –0.8
Net private capital flows excluding reserves –0.5 –1.3 0.8 3.2 0.2 4.8 –0.0 0.3 –4.7
Direct investment in reporting economy –0.1 –0.0 0.8 0.5 0.2 0.6 0.6 1.4 0.8
Net portfolio flows, with errors and omissions 0.0 –0.0 0.0 2.7 6.0 3.1 4.2 4.2 2.1

General government balance –6.0 –15.2 –18.6 –7.4 –10.4 –6.1 –8.9 –7.9 –8.0

(In billions of U.S. dollars)
Current account balance –4.5 4.1 –1.2 2.6 8.4 4.8 3.9 –3.0 2.3
Financial account balance 4.5 –4.1 1.2 –2.6 –8.4 –4.8 –3.9 3.0 –2.3
Net private capital flows excluding reserves –5.0 –10.2 0.7 5.9 0.4 16.1 –0.2 1.4 –13.2
Direct investment in reporting economy –0.7 –0.0 0.7 0.9 0.6 2.0 2.5 6.2 2.2
Net portfolio flows, with errors and omissions 0.0 –0.0 0.0 5.0 16.3 10.3 17.6 18.4 5.8

(Annual percentage change) 
Real GDP –2.3 –5.4 –19.4 –10.4 –11.6 –2.4 –3.4 0.9 –4.6
Consumer prices (e.o.p.) . . . . . . . . . 840.0 215.0 131.0 21.8 11.0 84.4
Reserve money (e.o.p.) . . . . . . . . . . . . 203.5 107.8 27.3 27.6 28.1
Broad money (e.o.p.) . . . . . . . . . . . . 216.5 112.6 29.6 28.0 37.5
Nominal exchange rate (e.o.p.)1 . . . . . . . . . 200.5 184.7 30.7 19.8 7.2 246.5
Real effective exchange rate (e.o.p.)2 . . . . . . . . . . . . –3.7 38.2 –1.6 9.1 –43.9

(In percent) 
Interest rate differential3 . . . . . . . . . . . . . . . 162.5 81.0 21.2 41.7

Depreciation-adjusted3 . . . . . . . . . . . . . . . 356.6 88.0 16.1 –41.1

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated treasury bill interest rates in the Russian Federation and those in the reference country, United

States (yearly average). Desk data. See Figures 8 and 17 for details.
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Table A12. Spain: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –3.5 –3.6 –3.5 –1.2 –1.3 0.0 0.0 0.4 –0.2
Financial account balance 3.1 3.2 3.9 0.8 1.0 –0.2 –0.7 –0.6 –0.2
Net private capital flows excluding reserves 3.5 3.0 –1.1 –9.9 5.2 –4.5 3.0 0.7 0.7
Direct investment in reporting economy 2.7 2.3 2.2 1.6 1.9 1.1 1.1 1.0 2.0
Net portfolio flows, with errors and omissions 1.9 3.5 0.6 9.5 –4.7 2.6 –0.7 –2.0 –5.7

General government balance –3.6 –4.3 –4.0 –6.7 –6.1 –7.0 –4.4 –2.5 –1.7

(In billions of U.S. dollars)
Current account balance –18.0 –19.8 –21.3 –5.8 –6.6 0.2 0.2 2.3 –1.4
Financial account balance 15.8 17.7 23.5 4.4 5.0 –1.1 –4.2 –3.1 –1.1
Net private capital flows excluding reserves 18.2 16.5 –6.9 –49.7 26.5 –26.3 18.1 4.0 4.0
Direct investment in reporting economy 14.0 12.5 13.3 8.1 9.4 6.2 6.5 5.6 11.4
Net portfolio flows, with errors and omissions 9.8 19.2 3.4 47.5 –23.5 15.3 –4.1 –11.7 –33.1

(Annual percentage change) 
Real GDP 3.7 2.3 0.7 –1.2 2.1 2.9 2.4 3.7 4.0
Consumer prices (e.o.p.) 6.6 5.5 5.4 4.9 4.3 4.3 3.2 2.0 1.4
Reserve money (e.o.p.) –32.2 22.0 0.5 0.5 10.3 3.9 3.6 6.6 3.7
Broad money (e.o.p.) 17.5 12.0 –0.4 5.0 6.6 3.1 7.0 11.9 14.5
Nominal exchange rate (e.o.p.)1 –1.3 –0.3 11.3 16.1 3.4 –0.4 –0.5 0.4 0.7
Real effective exchange rate (e.o.p.)2 4.2 0.3 –5.0 –11.8 1.3 4.2 –2.2 –3.4 1.3

(In percent) 
Interest rate differential3 6.0 4.2 4.9 5.4 2.9 5.0 4.1 2.1 0.8

Depreciation-adjusted3 11.0 3.0 –7.5 –3.6 –6.4 13.6 2.7 2.3 0.5

Sources: IMF (WEO, IFS, INS, and staff estimates);World Bank, and country authorities.
1Domestic currency units per German mark.
2Increase means an appreciation.
3Difference between domestic currency–denominated treasury bill interest rates in Spain and those in the reference country, Germany (yearly aver-

age). Desk data. See Figures 8 and 17 for details.
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Table A13. Thailand: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance –8.3 –7.5 –5.5 –5.0 –5.4 –7.9 –7.9 –1.9 12.4
Financial account balance 6.7 7.3 6.0 5.3 5.6 9.1 8.1 3.1 –13.1
Net private capital flows excluding reserves 12.8 10.7 8.7 8.3 8.6 12.9 5.7 –7.6 –16.9
Direct investment in reporting economy 1.9 1.7 1.5 1.3 1.0 1.3 1.4 2.5 6.3
Net portfolio flows, with errors and omissions 2.3 0.3 0.0 4.2 1.6 1.2 1.8 2.2 3.0

General government balance 4.7 4.8 2.8 2.2 1.9 3.0 2.5 –0.8 –2.6

(In billions of U.S. dollars)
Current account balance –7.1 –7.2 –6.0 –6.1 –7.8 –13.2 –14.4 –3.0 14.3
Financial account balance 5.7 7.0 6.5 6.4 8.0 15.3 14.6 4.8 –14.6
Net private capital flows excluding reserves 11.0 10.3 9.5 10.2 12.5 21.6 10.4 –11.7 –19.5
Direct investment in reporting economy 1.7 1.6 1.7 1.6 1.4 2.1 2.6 3.8 7.0
Net portfolio flows, with errors and omissions 1.9 0.2 0.0 5.2 2.3 2.0 3.3 3.3 3.5

(Annual percentage change) 
Real GDP 11.6 8.1 8.2 8.5 8.6 8.8 5.5 –1.3 –9.4
Consumer prices (e.o.p.) 6.6 4.7 3.0 4.6 4.6 7.5 4.8 7.6 4.3
Reserve money (e.o.p.) 18.6 13.3 17.9 16.1 14.5 22.6 12.0 4.5 0.4
Broad money (e.o.p.) 26.7 19.8 15.6 18.4 12.9 17.0 12.7 2.0 6.1
Nominal exchange rate (e.o.p.)1 –1.6 –0.0 0.9 0.1 –1.8 0.4 1.7 84.5 –22.3
Real effective exchange rate (e.o.p.)2 –2.9 0.6 1.8 1.8 –2.6 3.0 5.4 –33.0 23.8

(In percent) 
Interest rate differential3 4.8 5.5 3.4 3.5 3.0 5.1 3.9 9.1 7.7

Depreciation-adjusted3 7.4 5.8 4.7 4.2 5.3 3.7 1.0 5.5 21.8

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in Thailand and those in the reference country, United States

(yearly average). See Figures 8 and 17 for details.
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Table A14. Venezuela: Selected Economic Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

(In percent of GDP)
Current account balance 17.8 3.2 –6.2 –3.3 4.4 2.6 12.5 5.3 –2.8
Financial account balance –13.4 –0.4 6.3 3.6 –5.5 –2.6 –11.8 –4.9 2.6
Net private capital flows excluding reserves –9.6 2.4 3.3 2.5 –6.7 –3.8 –2.0 –0.9 –0.4
Direct investment in reporting economy 0.9 3.6 1.0 0.6 1.4 1.3 3.7 5.8 4.2
Net portfolio flows, with errors and omissions 29.7 –1.9 –0.1 –0.3 2.1 0.4 0.1 –1.1 1.0

General government balance . . . . . . . . . . . . . . . . . . . . . . . . . . .

(In billions of U.S. dollars)
Current account balance 8.6 1.7 –3.8 –2.0 2.5 2.0 8.8 4.7 –2.6
Financial account balance –6.5 –0.2 3.8 2.2 –3.2 –2.0 –8.4 –4.3 2.4
Net private capital flows excluding reserves –4.6 1.3 2.0 1.5 –3.9 –3.0 –1.4 –0.8 –0.4
Direct investment in reporting economy 0.5 1.9 0.6 0.4 0.8 1.0 2.6 5.1 4.0
Net portfolio flows, with errors and omissions 14.4 –1.0 –0.0 –0.2 1.2 0.3 0.1 –0.9 0.9

(Annual percentage change) 
Real GDP 6.5 9.7 6.1 0.3 –2.4 4.0 –0.2 5.9 –0.4
Consumer prices (e.o.p.) 36.5 31.0 31.9 45.9 70.8 56.6 103.2 37.6 29.9
Reserve money (e.o.p.) 129.6 45.3 8.2 9.7 65.1 33.7 155.6 57.5 –1.6
Broad money (e.o.p.) 71.2 39.2 16.5 25.3 69.2 37.1 69.1 58.5 6.5
Nominal exchange rate (e.o.p.)1 16.9 22.2 29.1 33.0 60.9 70.6 64.3 5.8 11.9
Real effective exchange rate (e.o.p.)2 4.9 6.3 1.7 11.1 –2.8 1.6 6.6 37.2 11.4

(In percent) 
Interest rate differential3 . . . . . . . . . . . . . . . . . . 28.2 12.9 . . .

Depreciation-adjusted3 . . . . . . . . . . . . . . . . . . 8.8 6.0 . . .

Sources: IMF (WEO, IFS, INS, and staff estimates); and country authorities.
1Domestic currency units per U.S. dollar.
2Increase means an appreciation.
3Difference between domestic currency–denominated money market interest rates in Venezuela and those in the reference country, United States

(yearly average). See Figures 8 and 17 for details.


	Appendix 1
	Appendix 2
	Appendix 3
	Statistical Appendix Tables

