I Overview

his paper aims to develop a deeper understand For the first four key themes above, the study ex

ing of the role that capital controls may play in amines the motivations of countries to limit capital
coping with volatile movements of capital, and of flows; the role that the controls may have played in
complex issues surrounding capital account liberal coping with particular situations; the nature and de
ization. It provides a detailed analysis of specific sign of the control measures; and thefeetiveness
country cases to shed light on the potential benefits orwith respect to influencing tgeted flows and activ
costs of capital controls, including those used in crisis ities and realizing their intended objectivadhe
situations. It also considers the important link be study also seeks to identify the factors that may
tween prudential policies and capital controls, includ have influenced the fefctiveness of the controls, as
ing the improvement of prudential practices and ac well as the potential costs that may have been asso
celerated financial sector reform to address the risksciated with their use. Brief descriptions and assess
involved in cross-border transactions. Chapter-l re ments of each county’experience can be found in
views the experience of selected countries with the Chaptersv—IX, and these form the basis for the
use or removal of capital controls based on a detailedanalyses in Chapter IAppendices |-l provide a
review and comparison of the experience of a groupmore detailed study of three countries that have re
of 14 countries that used various types of capital con ceived widespread attention in terms of their capital
trols, often to manage episodes of unsustainable capicontrol measures: Chile, India, and Malaysia. In the
tal flows. Chapter Il examines the prudential ap case of the benefits and costs of liberalization, the
proach to managing the risks associated with capitaldiscussion also focuses on the underlying reasons
flows, and Chapter Iprovides some conclusions. that have motivated countries to rapidly liberalize

The review of country experiences in Chapter Il is capital flows, and the factors that may have im

organized around five key them@shese themes in pinged on the ééctiveness of the liberalization
clude the use andfettiveness of controls on capital strategies.
inflows in limiting the potentially destabilizing -ef In analyzing the décts of capital controls, draw
fects of short-term capital flows and preserving ing conclusions from econometric and statistical
monetary policy autonomy under tightly managed analysis is inherently problematic, not least because
exchange rate systems (involving formal or de facto of the dificulty in quantifying the capital control
peg arrangements); the potential benefits and costameasures, the quality of capital account data, and the
of reimposing selective controls on capital outflows confluence of policy and the external environment
to reduce pressures on the exchange rate, includingnfluencing the volume of capital flow$his paper
in the context of currency or banking crises, as well adopts a descriptive approach, and concentrates on
as of extensive exchange controls that may entail re the efectiveness of capital controls and the costs as
strictions on both capital and current international sociated with their us&Vhile every efort has been
transactions; long-standing and extensive capitalmade to provide an objective account and analysis of
controls and their role in reducing financial vulnrera the developments, the country episodes may be open
bility; and the benefits and costs of rapid and wide- to different interpretations.
ranging liberalization of previously restrictive-ex The prudential approach to managing the risks in
change control regimes. For each group, two to five volved in cross-border transactions is described in
countries were selected for case studies that provideChapter Ill. This area has only recently received
recent and diverse experienées.

last three decades, so the paper focuses on the experience of
1The choice of countries as well as the number of the country (mainly developing) countries that have used or liberalized capi
cases for a group was based on ready availability of adequate in tal controls during the last 5 to 10 years. Most advanced countries
formation to make an informed analysis. Conditions in world had liberalized their capital accounts completely by the beginning
goods and financial markets have changed profoundly during the of this decade.
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more widespread attention, and the prudential-stan tiveness of particular measures or institutions is usu
dards themselves are under developmEme. chap ally gauged in the first instance with respect to the
ter reviews progress in establishing prudential-stan objectives of a countrg’economic policyThese ob
dards for cross-border flows and issues in their jectives may dfier across countries, and so will the
implementation, and discusses their limitations and appropriate policy mix. Limiting macroeconomic
the conditions for their &ctivenessThe chapter  and financial instability is among the most widely
also examines the link between capital controls andshared objectives, and macroeconomic policies, cap
prudential policies. ital controls, and prudential measures may all have a
The analysis throughout the main paper takes asrole to play in achieving this goalthough there is
its starting point the observation that economic per no unique best approach, the analysis in this paper
formance—and the volume, composition, and underscores that some types and combinations of
volatility of international capital flows—will depend  policies tend to be morefettive than others, and
to a lage extent on the mix of policie$he efec have fewer undesirable siddezits.



I Country Experiences

General Considerations on the Use of Effectiveness and Potential Costs of
Capital Controls Capital Controls

This section provides a brief summary of the The efectiveness of capital controls has -fre
general considerations involved in the use of capital quently been assessed on the basis of their impact
controls, including the objectives they have been on capital flows and policy objectives, such as
set to achieve, the ways in which theiieefiveness  maintaining exchange rate stabilitproviding
has been assessed, the forms they have taken, angreater monetary policy autonomgr preserving
the potential costs that may be associated with theirdomestic macroeconomic and financial stahility
use. Country experiences presented in the subseMuch attention has been given in the literature to
quent sections are assessed in light of these generalifferentials between domestic and international in
considerations. terest rates, as capital controls tend to create a
wedge between domestic and external financial
markets.This wedge, howevemay itself create in
centives for circumvention; thefe€tiveness of con

Many aguments have been advanced in the eco trols will then depend on the size of this incentive
nomic literature to justify the use of capital controls. relative to the cost of circumvention. If the controls
Among these, second-besgaments identify situa are efective, capital flows would become less sensi
tions in which capital account restrictions improve tive to domestic interest rates, which the authorities
economic welfare by compensating for financial could then orient toward domestic economic objec
market imperfections, including those resulting from tives. These and other issues are considered in the
informational asymmetries. Proposals to addresscountry case studies, with an emphasis that varies
these imperfections range from improved disclosure according to the circumstances of the individual
and stronger prudential standards to the impositioncountry and the availability of data and previous
of controls on international capital flows. studies.

Policy implementatiorarguments hold that capital Econometric and statistical studies of these is
controls may help to reconcile conflicting policy-ob sues have several methodological shortcomings. In
jectives when the exchange rate is fixed or heavily particular no generally accepted and reliable mea
managedThese aguments include preserving mene sures of the intensity of capital controls are avalil
tary policy autonomy to direct monetary policy to able, and many studies simply use dummy variables
ward domestic objectives and reducing pressures orfor their presence or absenédso, it is often difi-
the exchange raté&n additional, related, motivation cult to ascertain whether dérences in the vari
for capital controls has been to protect monetary andables to be explained are attributable to capitat con
financial stability in the face of persistent capital trols or other factors, some of which are also
flows, particularly when there are concerns about difficult to measure (e.g., thefeétiveness of pru
(1) the inflationary consequences ofgarinflows, or dential supervision). Moreoveit has proven dif-

(2) inadequate assessment of risks by banks or thecult to distinguish in an economically meaningful
corporate sector in the context of a heavily managedway between long-term and short-term capital
exchange rate that, by providing an implicit exchange flows. Short-term loans are often rolled over repeat
rate guarantee, encourages a buildup of unhedgeadly, while long-term instruments can be often sold
foreign currency positions. Finallgapital controls  at short notice in secondary markelsis applies
have also been used to support policies of financialeven to foreign direct investment when the investor
repression to provide cheap financing for governmentcan borrow against his collateral and short the cur
budgets and priority sectors. Other political economy rency Derivatives markets, including those for
arguments are outside the scope of this review swaps and options, open up many additional av

Objectives of Capital Controls



I COUNTRY EXPERIENCES

enues for changing thefe€tive maturity of invest Capital Controls to Limit
ments.The extent to which the distinction between ghort-Term Inflows
short-term and long-term flows is erased depends
primarily on the level of development of financial Brazil (1993-97), Chile (1991-98), Colombia
markets, and in particular on their depth and liguid (1993-98), Malaysia (1994), andThailand
ity. These attributes of financial markets will in turn  (1995-97) have all used capital controls to limit
be afected by government regulation, including short-term capital inflows. Short-term capital flows,
capital controls. though typically seen as less risky from the perspec
Regardless of whether capital controls arfecef tive of individual banks and other investohgve
tive, their use (or reimposition) may entail some often been regarded as speculative and destabilizing
costs. (See Bakket996.) First, restrictions on capi  at the aggregate level. Long-term flows, by contrast,
tal flows, particularly when they are comprehensive are usually considered to be more closely related to
or wide-ranging, may interfere with desirable capital the real economy and hence more stable and-desir
and current transactions along with less desirableable. It is not always straightforward to distinguish
ones. Second, controls may entail nontrivial admin between short-term and long-term flows in an-eco
istrative costs for &ctive implementation, partieu  nomically meaningful wayFigures 1-9 illustrate ee
larly when the measures have to be broadened tovelopments in key economic indicators during these
close potential loopholes for circumventidrhird, episodes. Part Il, Chapter provides further details
there is also the risk that shielding domestic finan of the country experiences.
cial markets by controls may postpone necessary ad
justments in policies or hamper private-sector adap
tation to changing international circumstances.
Finally, controls may give rise to negative market
perceptions, which in turn can make it costlier and In all five countries, capital controls to limit
more dificult for the country to access foreign short-term inflows were imposed in response to
funds? concerns about the macroeconomic implications of
the increasing size and volatility of capital inflows,
within the broader context of abundant capital flows
to emeging economies during the 1990s. Longer
Controls on cross-border capital flows encom term inflows generally reflected structural factors,
pass a wide range of diversified, and often country- notably wide-ranging economic reform (Chile,
specific, measures.hese restrictions on and im Colombia, and Malaysia) or the liberalization of ex
pediments to capital movements have in generalternal transactions (Brazil, Colombia, amtiai
taken two broad forms: (1) “administrative” or-di  land). Short-term inflows reflected high domestic
rect controls and (2) “market-based” or indirect interest diferentials in the context of pegged (Thai
controls. In many cases, capital controls to deal land) or heavily managed exchange rate regimes
with episodes of heavy capital flows have been ap (Brazil, Chile, Colombia, and Malaysia), which had
plied in tandem with other policy measures, rather often given markets a false sense of secufibe
than in isolation. large and persistent inflows complicated the imple
Administrative or direct controls usually involve mentation of monetary policyt times owing to a
either outright prohibitions on, or an (often discre lack of adequate monetary instruments (Thailand).
tionary) approval procedure faross-border capital In most cases, sterilization operations were the first
transactions (Box 1). Market-based or indirect-con policy response to the inflows. Howeysuch oper
trols, on the other hand, attempt to discourage par ations typically entailed costs to the central bank
ticular capital movements by making them more owing to diferentials between the cost of issuing
costly Such controls may take various forms; in securities and the return on foreign assets. Further
cluding explicit or implicit taxation of cross-border more, sterilization operations may have attracted
financial flows and dual or multiple exchange rate further inflows as they tended to keep interest rates
systems. Market-based controls mayeaf the high.
price, or both the price and the volume, of a given Controls on capital inflows were imposed te re
transaction. duce reliance on sterilization, and in some cases to
postpone other adjustmeiitiese controls were typ
ically accompanied by other policies, including a
liberalization of outflow controls (Chile and Colem
" 2Another issue, which is not addressed in this pagehe ef bla).’ an adjustment or progressive increase in the
fect on other countries and the international economy gelar ~ flexibility of the exchange rate (Chile and Colom
when a countryor group of countries, resorts to capital controls.  bia), and a further strengthening of the prudential

Motivations for Capital Controls on
Short-Term Inflows

Types of Capital Controls
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Box |. Types of Capital Controls

Capital controls have generally taken two main
forms: direct or administrative controls, and indirect or
market-based controls.

Direct or administrative capital controls restrict capi
tal transactions and/or the associated payments and
transfers of funds through outright prohibitions; ex
plicit quantitative limits, or an approval procedure
(which may be rule-based or discretiona®giminis-
trative controls typically seek to directlyfedt the vol
ume of the relevant cross-border financial transactions.
A common characteristic of such controls is that they
impose administrative obligations on the banking sys
tem to control flows.

Indirect or market-based controls discourage capital
movements and the associated transactions by making
them more costly to undertake. Such controls may take
various forms, including dual or multiple exchange rate
systems, explicit or implicit taxation of cross-border fi
nancial flows (e.g., &obin tax), and other predomi
nantly price-based measures. Depending on their specific
type, market-based controls majeat only the price or
both the price and volume of a given transaction.

e In dual (two-tier) or multiple exchange rate sys
tems, diferent exchange rates apply tofdient
types of transactiongwo-tier foreign exchange
markets have typically been established in situa
tions in which the authorities have regarded high
short-term interest rates as imposing an unaecept
able burden on domestic residents, and have at
tempted to split the market for domestic currency
by either requesting or instructing domestic finan
cial institutions not to lend to those borrowers en
gaged in speculative activityForeign exchange
transactions associated with trade flows, foreign
direct investment, and usually equity investment
are excluded from the restrictions. In essence, the
two-tier market attempts to raise the cost to spec
ulators of the domestic credit needed to establish
a net short domestic currency position, while al
lowing nonspeculative domestic credit demand to
be satisfied at normal market rat@svo-tier sys
tems can also accommodate excessive inflows
and thus prevent an overshooting exchange rate
for current account transactions. Such systems at
tempt to influence both the quantity and the price
of capital transactions. Like administrative eon
trols, they need to be enforced by compliance
rules and thus imply administration of foreign ex
change transactions of residents and domestic
currency transactions of nonresidents to separate
current and capital transactions.

« Explicit taxation of cross-border flows involves
imposition of taxes or levies on external financial
transactions, thus limiting their attractiveness, ¢
on income resulting from the holding by resident
of foreign financial assets or the holding by non
residents of domestic financial assets, thereby djs
couraging such investments by reducing their rate
of return or raising their costax rates can be dif
ferentiated to discourage certain transaction types
or maturities. Such taxation could be considered a
restriction on cross-border activities if it discrimi
nates between domestic and external assets-or |be
tween nonresidents and residents.

* Indirect taxation of cross-border flows, in the for
of non-interest-bearing compulsory reserve/d
posit requirements (hereafter referred to as-unre
munerated reserve requirement (URR)) has been
one of the most frequently used market-based can
trols. Under such schemes, banks and nonbanks
dealing on their own account are required te d
posit at zero interest with the central bank gn
amount of domestic or foreign currency equivalent
to a proportion of the inflows or net positions in
foreign currencyURRs may seek to limit capital
outflows by making them more sensitive to domes
tic rates. For example, when there is downward
pressure on the domestic currenayl00 percent
URR imposed on banks would double the interest
income fogone by switching from domestic to for
eign currencyURRs may also be used to limit eap
ital inflows by reducing their &ctive return, and
they may be dftrentiated to discourage particula
types of transactions.

« Other indirect regulatory controls have the charat
teristics of both price- and quantity-based mea
sures and involve discrimination betweerfet#nt
types of transactions or investoihough they
may influence the volume and nature of capit

n S

tions or between residents and nonresidents,
certain credit rating requirements to borro
abroad While not a regulatory control in the stric
sense, reporting requirements for specific transgc
tions have also been used to monitor and control
capital movements (e.g., derivative transaction
non-trade-related transactions with nonresidents).

framework for the financial system (Chile, Colom and in some it remained loose, putting even greater
bia, and Malaysia). In some countries, fiscal policy pressure on monetary policy (Colombia).

remained tight (Chile and Malaysia); in others; fur All five countries used inflow controls to preserve
ther tightening was limited (Brazil anthailand); or enhance monetary policy autonomjze controls
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Figure |I. Countries with Controls on Short-Term Capital Inflows:

Net Private Capital Flows
(In percent of GDP; episodes examined in the paper are shaded)
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Source: IMF’s World Economic Outlook database.

were seen as a means of resolving the classic policynade it dificult to set monetary and exchange rate

dilemma that results from having more objectives policies independently

than independent policy instrumentypically, Prudential concerns also motivated the adoption
monetary policy was oriented toward reducing infla of controls on capital inflows, though in most cases,
tion while also attempting to stabilize the exchange macroeconomic considerations appeared to be
rate under relatively free capital movements that dominant.The controls were intended to alter the
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Figure 2. Countries with Controls on Short-Term Capital Inflows:

Foreign Exchange Reserves
(In millions of U.S. dollars; episodes examined in the paper are shaded)
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maturity composition of the inflows toward less inflows was uncertain (Colombia, Malaysia, and
volatile flows, in addition to reducing their overall Thailand).The case has also been made that these
volume. Short-term flows were seen to have poten countries faced a “systemic” shock (owing to the
tial adverse décts on macroeconomic and firan abundance of capital flows to ergarg economies)
cial system stabilityparticularly as the ability of i that could not be addressed by conventional-poli
nancial institutions to safely intermediate the cies (Chile).
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Figure 3. Countries with Controls on Short-Term Capital Inflows:

Current Account Balance
(In percent of GDP; episodes examined in the paper are shaded)
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Design of the Short-Term Capital market-based controls (mainly in the form of direct
Inflow Controls or indirect taxation of inflows and other regulatory
measures, such as asymmetric open position limits
Although in all cases the controls were adopted and reporting requirements). In some cases, these
for broadly similar reasons, the design of the mea controls were supplemented by administrative er di
sures variedAll five countries used some form of rect controls (Brazil, Chile, and Malaysia).
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Figure 4. Countries with Controls on Short-Term Capital Inflows:

Real Effective Exchange Rate

(Index, 1990 = 100; episodes examined in the paper are shaded)
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Brazil adopted an explicit tax on capital flows (the
“entrance tax” on certain foreign exchange transac
tions and foreign loans$)jn combination with a

3This tax resembles the 6bin tax,” which proposes a uniform
levy on all foreign exchange transactions to discourage short-
term speculative position-taking in foreign currency

number of administrative controls (outright prohibi
tions of or minimum maturity requirements on-cer
tain types of inflows)The coverage of the measures
was extended as the market adopted derivatives
strategies based on exempted inflows to circumvent
the controls; and the tax rates were successively
raised or diferentiated by maturity to tget short-
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Figure 5. Countries with Controls on Short-Term Capital Inflows:

Nominal Exchange Rate
(In domestic currency units per U.S. dollar; episodes examined in the paper are shaded)
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term inflows.The regulations were also adjusted at stay requirement for direct and portfolio investment)
times of downward pressures on exchange rates, tand other regulatory measures (minimum rating re
reduce pressure on the capital account (for examplequirement for domestic corporations borrowing
during the Mexican anélsian crises). abroad and extensive reporting requirements on
Chile combined market-based controls (indirect banks for all capital account transactioi$)e URR
taxation of inflows through an unremunerated re was initially imposed on foreign loans (except for
serve requirement (URR)) with direct (minimum trade credits), but subsequently rates were raised and
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Figure 6. Countries with Controls on Short-Term Capital Inflows:

Inflation

(In percent, | 2-month rate; episodes examined in the paper are shaded)
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coverage extended to those inflows that becarme powas later adjusted by imposing higher rates for
tential channels for short-term inflows, including shorter maturities, changing the deposit term, and
foreign direct investment of a potentially speculative extending the coverage of inflows subject to the

nature. Similarly in Colombia the URR was im

posed on external borrowing with a maturity of less trative (prohibition of nonresident purchases of

URR. Malaysia adopted a combination of adminis

than 18 months (including certain trade credits), but money market securities and non-trade-related swap
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Figure 7. Countries with Controls on Short-Term Capital Inflows:

Monetary Aggregates
(In percent, | 2-month percentage change; episodes examined in the paper are shaded)
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transactions with nonresidents) and regulatory-mea measures (asymmetric open position limits, detailed
information requirements, and reserve requirements
positions for nontrade purposes and reserve require on nonresident bank accounts and baht borrowing,
finance company promissory notes, and baoKs’
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Figure 8. Countries with Controls on Short-Term Capital Inflows:

Short-Term Interest Rate Differentials
(In percent; episodes examined in the paper are shaded)
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Effectiveness and Costs of Controls on macroeconomic motivation for inflow controls was
Short-Term Capital Inflows to maintain a suitable wedge between domestic and
foreign interest rates while reducing pressures on the
exchange rate. Controls seem to have had some ef
fect initially, but in none of the five countries do they
appear to have achieved both objectives. Most-coun
4This assessment is complicated bgéadiferences in the ex tl’le_S were able to maintain awmtereSt rate dgr-
tent of previous researcfhe Chilean experience with capital ential, but some had to adJUSt their exchange rates

controls has by far received the greatest attention in the economicgradually under sustained upward market pressures
literature; Part 1, Chapter, andAppendix | review these studies.  (Brazil, Chile, and Colombia). Real exchange rates

The efectiveness of the controls in achieving
their intended objectives was mixéd@he principal
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Figure 9. Countries with Controls on Short-Term Capital Inflows:

Local Stock Exchange Index
(Episodes examined in the paper are shaded)
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Source: International Finance Corporation’s Emerging Markets database.

appreciated significantly in all five countries (to a in reducing short-term capital inflows. Sterilization
lesser extent iMhailand and Malaysia), with more operationsalso had to continue in some countries to
or less deterioration in the external current balances.absorb the continuing inflows, with their associated
The controls did not seem to béeetive in reducing  costs to the central bank (Brazil and Chile). In sum,
the total level ohet inflows(except in Malaysia and  there is some evidence that the inflow controls were
Thailand), but seemed to be at least partly successfupartly efective (1) in Malaysia andhailand, in re
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ducing the level and fgcting the maturity of the in short-term inflows channeled through exempted in
flows while curtailing sterilization operations, and flows and thus not recorded as such (trade credit in
(2) in Colombia and possibly in Chile, in maintain  Chile and foreign direct investment flows in the case
ing a wedge between domestic and foreign interestof Colombia)—may potentially hide the magnitude
rates and &bcting somewhat the composition of the of short-term inflows and give a misleading picture
inflows.> The controls maintained by Brazil appear in terms of the ééctiveness of the controls.
to have been lgely inefective in achieving their
stated objectives (as detailed in Part 1l, Chagjer

A number of factors may have played a role in the
effectiveness (or lack thereof) of the controls in+eal The foregoing suggests the following tentative
izing their intended objectives, though it is not possi conclusions. First, to be fettive, the coverage of
ble to be certain. In Brazil, well-developed and so the controls needs to be comprehensive, and the
phisticated financial markets (with active trading of controls need to be forcefully implemented. Consid
currency futures and other derivatives) seem to haveerable administrative costs are incurred in continu
reduced the cost of circumventing the continuously ously extending, amending, and monitoring compli
widening coverage of the regulations. Incentives to ance with the regulations. Even then, controls may
do so were strong owing to ¢g interest rate dr- lose efectiveness over time as markets exploit the
entials and expectations of a stable exchange ratepotential loopholes in the system to channel the “un
Similarly, in Chile, the dynamic response of epti desired” inflows through the exempted orEse ef
mizing agents in a sophisticated financial system fectiveness of the controls seems to be limited by so
seems to have reduced th&eefiveness of the initial  phisticated financial markets, which reduce the cost
set of regulations and facilitated the exploitation of of circumvention relative to the incentiveéSecond,
loopholes in the systenhe Chilean authorities in  although capital controls appeared to Heative in
turn were obliged to continuously extend the cever some countries, it is di€ult to be certain of their
age of the regulations to the extent permitted by role given the problems involved in disentangling
legal and political considerationg/hile strong en the impact of the controls from that of the accompa
forcement capacity through a comprehensive infor nying policies, which included the strengthening of
mation and disclosure system between the centralprudential regulations, greater exchange rate -flexi
bank of Chile and the commercial banks may have bility, and adjustment in monetary polici@sird,
been instrumental in identifying the loopholes, the inflow controls may not be ideally suited as instru
exemption of trade credits from the controls and po ments of prudential poli¢cys they are often imposed
litical constraints on closing all potential loopholes and modified for macroeconomic rather than micro
seem to have weakened thé&eefiveness of the cen  economic reasons, for example at times of down
trols over time. In Colombia, subjecting certain trade ward pressure on exchange rates (Brazil during the
credits to the URR may have eliminated a significant Mexican andAsian crises and Chile and Colombia
channel for circumvention, but the shift from debt during theAsian crisis).
creating inflows to other financing sources (e.g, for  The experience of a number of countries (e.g.,
eign direct investment) opened another potential Brazil andThailand) also suggests that the use of
channel for circumvention. controls on inflows may not provide lasting protec

Factors other than controls may also have played ation against reversals in capital flows if they are not
role in reducing the volume of inflows or changing accompanied by necessary adjustments in macro
their maturity composition in some cas€hese in economic policies and strengthening of the financial
cluded (1) adjustments in monetary policy to narrow system. In these cases (as well as in Colombia), re
interest rate dférentials and curtail sterilization op  sorting to capital controls may actually have delayed
erations (Malaysia); (2) a somewhat more flexible the necessary policy adjustments, making the -even
exchange rate arrangement to discourage speculativéual adjustment more severe. Moregvercountries
inflows (Chile and Colombia); (3) further strength
ening of prudential regulations and supervision
(Chile, Colombia, and Malaysia); and (4) a deterio — , _ o
ration in investor confidence (Thailand). In addition, 6The experience here closely parallels earlier episodes in in

. . . _dustrialized countries under an adjustable peg regime. Forexam
potential data problems—as well as an increase IIqple, Germany during 1968-73 attempted to resist episodes of

strong capital inflows by measures including minimum reserve
requirements on the growth of liabilities to nonresideftsese
measures contributed to disintermediation from the banking sys
5National data support this conclusion. Howevke evidence tem, and obliged the Bundesbank to introduce anlewedening
is mixed in the case of Chile, where more detailed examinations range of indirect and quantitative controls. Nonetheless, the con
of the data have cast some doubt on the proposition that the con trols were lagely inefective in preventing short-term capital in
trols afected the composition of flows. (See afggpendix I.) flows and ultimately the appreciation of the currency

Conclusions



I COUNTRY EXPERIENCES

with weak prudential and supervisory frameworks, about adverse macroeconomic fundamentals, includ
banking systems took on excessive risks despite theng a lage fiscal burden, and in Malaysia ahldar
controls (Thailand). land, by concerns about the adverse impact of high
interest rates on fragile domestic economies and
banking systems. In Spain, the peseta had been de
Capital Outflow Controls During valued by 5 percent before the imposition of the-con
Financial Crises trols, but market pressures had not subsidefdr-
ther realignment of the exchange rate appeared

This section examines the experiences of necessary but could not be carried out immediately
Malaysia (1998—present), Spain (1992), dinhi given high tensions within the ERM, which also
land (1997-98) with the use andesftiveness of se ruled out interest rate increases, while the authori
lective controls on capital outflows, with a focus on ties’ strong commitment to European Monetary
the role that the controls may have played in coping Union (EMU) precluded an exit from the ERM.
with crisis situations. Figures 10-18 illustrate devel In all three countries, the controls were imposed
opments in key economic indicators during these in an environment where capital account transac
episodes, and Part Il, Chap¥l, provides further tions had already been tgly liberalized. Spais’
details of the country experiences. capital account had been completely liberalized
seven months before the reintroduction of the capital
controls, while those of the other two countries had
been fairly open (mainly on the inflow sideThar
land). Malaysia had liberalized most portfolio -out

The desire of the authorities to limit downward flows, except for corporations with domestic bor
pressure on their currencies has been one of the mostowing, and had adopted a liberal approach to
frequent motives in imposing controls on capital portfolio inflows. Malaysia had also liberalized
outflows. Earlier reviews of country experiences in cross-border transactions in ringgit, including for
dicated that such restrictions have mainly been ap trade-related transactions, and financial transactions
plied to short-term capital transactions to counter with nonresidents; éghore trading of ringgit securi
volatile speculative flows that threatened to under ties was tolerated. lithailand, nonresidents were
mine the stability of the exchange rate and depletefree to obtain baht credit from domestic banks and
foreign exchange reservebhese restrictions have operate in well-developed spot and forward markets.
also served at times as an alternative to the promptAs a result, an active fshore market had developed
adjustment of economic policies and thus helped thefor both the ringgit and the baht.
authorities “buy time."They have also been em
ployed to insulate the real economy from volatility
in the international financial markets (see Bakker
1996, p. 20).

All three countries reimposed controls on capital While the design of the controls imposed by the
outflows in the context of significant downward three countries varied significantliy all cases they
pressure on the exchange rate: Spain during the Eumainly tageted the activities of nonresidents (identi
ropean currency turmoil of the fall of 1992, and fied as “speculators”), by restricting their access to
Malaysia andrhailand in the context of thsian fi- domestic currency funds that could be used to take
nancial crisis of 1997-99. Spain was a member of speculative positions against the domestic curren
the European Monetary SystestERM (exchange  cies.The controls explicitly exempted current inter
rate mechanism), where decisions on exchange ratenational transactions, foreign direct investment
realignments were subject to agreement with the flows, and certain portfolio investments. In Spain,
other members of the systeifhailand was main the controls took the form of a compulspnon-
taining a pegged exchange rate regime when theinterest-bearing 100 percent deposit requirement on
controls were imposed; and Malaysia had been fol domestic banks, to discourage speculation by-mak
lowing a managed float, before fixing the ringgit vis- ing it costly for banks to engage in certain transac
a-vis the U.S. dollar along with the imposition of the tions with nonresidentsihe requirement initially
controls in September 1998. In all three countries, applied to increases in bankshg foreign currency
the controls aimed at containing speculation againstpositions, peseta-denominated deposits and loans to
the currencies and stabilizing the foreign exchangenonresidents, and peseta-denominated liabilities of
markets against a backdrop of sharply declinifig of domestic banks with their branches and subsidiaries.
cial foreign exchange reserves. Room to use interestThese requirements were subsequently limited to a
rates in defense of the exchange rate was limited insingle deposit requirement on increases in banks’
all three countries—in Spain, by market concerns swap transactions with nonresidents (seen as the

Motivations for Imposing Capital Outflow
Controls During Financial Crises

Design of Capital Outflow Controls During
Financial Crises



Capital Outflow Controls During Financial Crises

Figure 10. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Net Private Capital Flows

(In percent of GDP; episodes examined in the paper are shaded)
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Source: IMF’s World Economic Outlook database.

most likely avenue for speculation). Tihailand, a

dents that could facilitate a buildup of baht positions

two-tier currency market was created, with the goal in the ofshore market (involving spot and forward

of segmenting the onshore market from itislodre

sales, and lending via swaps); the repatriation of pro

counterpart through a mix of direct and market- ceeds from asset sales in baht were prohibited and

based measures. In particyltire Thai banks were

their conversion had to be on the basis of onshore

required to suspend all transactions with nonresi exchange rates.
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Figure 1 1. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Foreign Exchange Reserves

(In millions of U.S. dollars; episodes examined in the paper are shaded)
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In Malaysia, the controls were more wide-rang
ing and combined capital controls with exchange
controls, but without restricting payments and
transfers for current international transactions and
foreign direct investmen#ifter an initial (and in
effect unsuccessful) attempt August 1997 to iso

L 1
1990 92

late the domestic market from the fsifore

market? a number of direct controls were adopted

The control took the form of swap limits on banksh-trade-
related ofer-side swap transactions with nonresidents.
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Figure 12. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Current Account Balance
(In percent of GDP; episodes examined in the paper are shaded)
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to stabilize the onshore ringgit market by eliminat quired to return onshore, limits were imposed on
ing its offshore counterpart, where speculative imports and exports of ringgit currendape use of
pressures on the ringgit had been putting pressureinggit in trade payments andfsiiore trading of

on domestic interest rates. Practically all legal ringgit assets were prohibited, and transfers be
channels for a possible buildup of ringgit funds of tween external accounts of nonresidents and ringgit
shore were eliminated. @&hore ringgit were re credit facilities between residents and nonresidents
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Figure 13. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Real Effective Exchange Rate
(Index, 1990 = 100; episodes examined in the paper are shaded)
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were prohibitedTo contain the outflows, transfers triation of portfolio capital that decline with the
of capital by residents were also limited, and repa holding period of the investmentThe controls
triation of nonresident portfolio capital was were supported by additional measures to eliminate
blocked for 12 months. In February 1999, the latter potential loopholes, including an amendment of the
measure was replaced with exit levies on therepa CompanyAct to limit distribution of dividends



while still complying with Malaysia obligations
underArticle VIII of the IMF’s Articles of Agree
ment, and the demonetization ofdardenomina
tions of ringgit notes to limit the outflow of ringgit

funds.

Capital Outflow Controls During Financial Crises

Figure 14. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Nominal Exchange Rate

(In domestic currency units per U.S. dollar; episodes examined in the paper are shaded)
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the deutsche mark.

Effectiveness and Costs of Controls on Capital

Outflows During Financial Crises

The efectiveness of the controls in realizing their
intended objectives was mixed. In Malaysia, elimi
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Figure 15. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Inflation
(In percent, | 2-month rate; episodes examined in the paper are shaded)
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nation of most potential sources of access to ringgit containment of capital outflows. In conjunction with
by nonresidents &dfctively eliminated the éhore other macroeconomic and financial policies, the
ringgit market, and, together with the restrictions on controls helped to stabilize the exchange rate. Since
nonresidentstepatriation of portfolio capital and on the introduction of the controls, there have been no
residents’outward investments, contributed to the signs of speculative pressures on the exchange rate,
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Figure 16. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):
Monetary Aggregates

(In percent, | 2-month percentage change; episodes examined in the paper are shaded)
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despite the marked relaxation of fiscal and monetary initially the laige deviation of onshore fromfehore
policies to support weak economic activityor interest rates and the stabilization of the peseta
have there been signs that a parallel or nondeliver within its ERM bands suggested that the controls
able forward market is enging; and no significant  had succeeded in curtailing access to peseta funds by
circumvention dbrts have been reported. In Spain, speculators, in segregating the onshore afshofe
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Figure 17. Countries with Selective Controls on Outflows (left column)
and with Extensive Controls (right column):

Short-Term Interest Rate Differentials
(In percent; episodes examined in the paper are shaded)
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Sources: Various, including IMF’s International Financial Statistics database and country authorities. The charts show
the simple and depreciation-adjusted short-term interest rate differentials with the reference country (Germany for
Spain and United States for all others). Due to data availability, the type of domestic currency—denominated financial
instrument varies by country.

markets, and thus in limiting speculation against the terest rates, trading in the swap market virtually
peseta. Howevepnce the scope of controls was re stopped, and speculative attacks temporarily ceased.
duced and clarified, the d@#rentials narrowedlhe However the controls soon began to develop leaks,
peseta again came under pressure in Novemberpressure on the baht resumed, and within two
which recurred as weekends approached until themonths after the controls were imposed, the authori
peseta was devalued in a negotiated realignment oties floated the baht. Most of the controls were -abol
the ERM in late November 1992, after which the ished or substantially modified at the end of January
controls were lifted and the authorities moved to 1998; the prohibition of banksioncommercial
raise interest rates. Ihhailand, lage differentials transactions with nonresidents was replaced with
initially emeiged between éhore and onshore-in  limits; and the two-tier market was unified.



Figure 18. Countries with Selective Controls on Outflows (left column)

Capital Outflow Controls During Financial Crises

and with Extensive Controls (right column):

Local Stock Exchange Index
(Episodes examined in the paper are shaded)
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A number of factors may have played a role in the cluding financial operations associated with the

relative efectiveness of the measures. In Spain, the hedging of exchange rate risk by nonresident im

wide-ranging and restrictive measures as first intro porters and exporters. Initial uncertainty about the
precise scope of the measures may also have-damp

duced diectively curbed not only speculative activi

ties, but a much broader range of transactions, in ened activity in the markeT.he authorities subse
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quently clarified the regulation and narrowed the centives for circumvention, in particular attractive
coverage of the deposit requirement to swap eperareturn diferentials in the dshore markets and
tions, which were identified as the preferred method strong market expectations of exchange rate depreci
of speculative financing. Market participants took ation; (3) the ability to control &hore market activ
advantage of additional loopholes, given the expec ity may have been instrumental in containing-out
tations of further peseta depreciation. Similathe flows and stemming speculative pressures; and (4)
controls seem to have been initiallyfesdtive in effective measures risk discouraging legitimate
Thailand, reflecting the absence of extensive salestransactions, including foreign direct investment
by domestic holders of baht assets and the strict ap (Malaysia) and trade-related hedging transactions
plication of the controls by the central bank and (Spain), and may raise the cost of accessing interna
commercial banksThe efectiveness of the mea  tional capital markets (as indicated by the rise in
sures was eventually undermined by the persistentlyMalaysias relative risk premium following the con
large return diferentials in the still active tfhore trols). The efectiveness of Malaysig’'controls was
market and expectations of baht depreciatidme probably further enhanced by the strengthening of
controls may have delayed the implementation of a controls over residenteutward investment.
comprehensive structural reform and stabilization
package, and thus worsened the crisis.

In Malaysia, the wide-ranging nature of the mea Extensive Exchange Controls During
sures and their strict andfedtive enforcement by  Financial Crises
the authorities and the commercial banks seem to
have been instrumental infectively eliminating the This section draws on the experiences of three
offshore ringgit market and thus in contributing to countries, Romania (1996-97), Russia (1998—pre
the containment of the speculative pressufée sent), andV/enezuela (1994-96), that resorted te ex
relatively favorable economic fundamentals of tensive systems of controls on both current and capi
Malaysia at the outset, the authoritiefforts to dis tal transactions in connection with cris@hese
seminate information to increase the transparency ofcrises entailed severe downward pressure on ex
the controls, and their fefrts to accelerate the change rates and a sharp reduction in foreign ex
strengthening of the financial sector also seem tochange reserves owing to extensivecal foreign
have played an important role in improving the ac exchange intervention. Part 1l, Chapil, provides
ceptability of the measures both domestically and in further details of the country experiences.
ternationally The general return of confidence in the
region, the sharp improvement in Malaysiaxter
nal balance, and the ex post undervaluation of the
ringgit following its peg to the U.S. dollar (while
other currencies in the region started to appreciate) All three countries resorted to extensive exchange
also seem to have reduced the incentives for circum controls to stabilize their foreign exchange markets.
vention. It is too early to judge at this stage whether The controls involved administrative measures to
the controls will have long-run adverséeets on in close or significantly restrict access to the foreign ex
vestor sentiment. change market for both current international pay
ments and transfers, and capital movements. Roma
nia and Russia had been maintaining fairly restrictive
capital account regimes prior to the imposition of the

In short, the reimposition of controls on capital controls. By contrastyenezuela capital account
outflows during episodes of financial crisis seems to was highly liberalized; and the imposition of eon
have provided only a temporary respite of varying trols was thus a sharp reversal of palBgth Russia
duration to the authoritie§.he controls gave the andVenezuela had achieved current account convert
Malaysian authorities some breathing space to ad ibility prior to the episodes under consideration.
dress the macroeconomic imbalances and implement In Romania, the measures took the form of a sus
banking system reforms. In Spain, the measures didpension of the foreign exchange dealer licenses of
not avoid a second realignment of the peseta, thoughall but four state-controlled banks, and limits on the
they may have provided some additional time in ne overnight cash position of foreign exchange bureaus,
gotiating the realignment within the ERNlhe ex which severely constrained the operation of the for
periences of the three countries suggest that (1) to beeign exchange market. Menezuela, the measures
effective, the controls must be comprehensive, consisted of restrictions on the availability of foreign
strongly enforced, and accompanied by necessaryexchange for import and export payments, and for
reforms and policy adjustments; (2) controls do not invisible transactions; surrender requirements en ex
provide lasting protection in the face offaiént in- port receipts and certain capital inflows; and a prohi

Motivations and Design of Extensive Exchange
Controls During Financial Crises

Conclusions



Long-Standing and Extensive Controls and Their Liberalization

bition on the repatriation of nonresident investments debt service and more limited access to international
and all other capital transactions, except for the re financial markets. In this regard, it is noteworthy
payment of external debt. thatVenezuela share in total foreign direct invest

In Russia, the measures were even more exten ment in LatinAmerica fell while the controls were in
sive, and combined a reintensification of capital-con effect, and increased when they were lifted. How
trols (tightening of existing restrictions and reimpo ever these developments may also reflect foreign in
sition of inflow controls) with restrictions on current vestors'views on the banking system and the politi
international transactions (temporary closing of the cal situation. Similarlythe interest rate ddrential
interbank foreign exchange market and creation of aon Venezuela Brady bonds fell sharply following
dual market), and debt defaulthe combination of  the lifting of the controls. Dffculties in accessing
capital controls with debt default may have been mo foreign capital were also observed in Romania, and
tivated by concerns about a massive capital outflow foreign direct investment declined relative to other
the accompanying depreciation of the ruble, and atransition economies. More severe problems of this
fragile banking system with lge unhedged foreign type were observed in Russia, where access te inter
exchange positiong he authorities abandoned the national capital markets halted, foreign direct invest
exchange rate band as downward pressures persisteahent inflows fell sharplyand the yield dferential
after the adoption of the measures. By contrast, inon Russian securities rose significanthough these
Venezuela and Romania, the controls were accompadevelopments may have dely reflected the chilling
nied by a temporary fixing of the exchange rate. effect of debt default.

Effectiveness and Costs of Extensive Exchange Conclusions

Controls During Financial Crises . . .
Extensive controls on capital and current interna

It is not fully clear whether the controls achieved tional transactions may temporarily relieve pressures
their intended objectives. In Romania and on the balance of payments, but they do not provide
Venezuela, the controls seem to have containedasting protection when the fundamental causes of
some of the initial pressures in the foreign exchangethe imbalances remain unaddress&d.with the
market, allowing the authorities to maintain rela more tageted controls discussed in the section on
tively stable exchange rates for some tiAecess to capital outflow controls during crises, the controls in
foreign exchange was severely constrained and par Romania, Russia, arenezuela may have reduced
allel foreign exchange markets eged. These mar access to foreign capital. Bdulties of this sort seem
kets were characterized by substantial premiumsto have motivated the authorities in Romania and
over the dficial rate, reflecting continued macroeco Venezuela to remove the restrictions (Widnezuela
nomic imbalances and problems in the financial sys opting for a big bang approach), and to address
tem. In Russia, the full impact of the control mea macroeconomic and financial sector imbalances.
sures remains to be seen, as the economic situation
has not yet been durably stabilized. Despite the per
vasiveness of the measures, foreign exchange marLong-Standing and Extensive Controls
ket pressures did not subside until the first quarter of ;nd Their Liberalization
1999, reserves continued to decline, and outflows in

creased sharplyThis deterioration took place While China and India were not been immune to
against the background of continued fiscal problemsthe Asian crisis of 1997-98, they were lesteeafed
and a further weakening of the banking systéhe by it than other countries in the regiorhe rela

sharp depreciation of the ruble contributed to a full- tively closed capital account regimes of these two
scale financial crisis, as bankarge unhedged fer countries have been credited with helping to limit
eign currency positions, which had been accumu vulnerability to financial contagion, though other
lated under the tightly managed exchange ratefactors may have played a role as well, including
regime, caused lge foreign exchange losses. In most notably lage and relatively closed economies
none of the three countries did the measures fullyand strong foreign exchange reserves positions.
succeed in stemming capital outflows. While theAsian countries most f&fcted by the crisis

It seems, howevegthat inVenezuela the controls  suffered severe recessions and major banking-prob
increased the degree of monetary policy autonomylems, both India and China experienced only a minor
in the context of a fixed exchange rate systéhe slowdown in their strong growth, and the impact of
lower interest rates associated with the controls maythe crisis on their financial systems was limited.
have enabled the government to reduce the immedi China was able to maintain the de facto peg of its
ate cost of the banking crisis and improve its fiscal currency to the U.S. dollaindia continued to follow
balance, possibly at the expense of higher externala flexible exchange rate policwhich appears to



I COUNTRY EXPERIENCES

have further reduced the impact of the crisis. Part Il, of theAsian crisisConcerns about lge outflows—
ChapterVIll, provides further details of these coun driven in part by fears of an imminent devaluation
try experiences. of the renminbi, the falling interest ratefdifential,
and increased evasion—prompted the authorities to
intensify the enforcement of the existing controls
during the second half of 199&dministrative
Given the relatively early stages of financial mar screening of capital account transactions was en
ket development and some structural shortcomingshanced and documentation and verification require
in their financial systems, both countries have fol ments for current international transactions were
lowed a gradual and cautious approach to liberaliz tightened.The authorities considered these mea
ing their capital account3he restrictive capital ac  sures to be necessary in view of their commitment
count regimes in India and China have historically to a stable exchange rate. In mid-1999, the authori
been just one facet of a generally closed and heavilyties restricted overseas yuan transactions by pro
state-controlled economic system. Nevertheless,hibiting domestic banks from accepting inward re
economic liberalization, including external liberal mittances in domestic currenchhe measure may
ization, has become an important medium-term goalhave helped to prevent the illegal movement of
in both countries. India in particular has madgdar yuan out of China, and to clamp down offshbre
strides toward reversing several decades of statetrading of the yuan by Chinese financial institu
domination of the economyhough the financial tions. These measures were accompanied by other
sector is still lagely publicly owned and directed initiatives to facilitate the &tient operation of ex
lending remains extensive. Capital controls have change controls, and in particular reduce the delays
been gquantity based, rather than price based, andn approving legitimate transactiorighe regulatory
have been administratively enforced. In both coun framework was made more transparent, and new
tries, the capital control regimes in place during the technology was adopted to facilitate screening and
1990s encouraged longrm flows (in particular enforcement.
foreign direct investment) over short-term ones, with
the controls oriented toward limiting reliance on
short-term and debt-creating flowss a result, capi
tal controls in both countries have shifted the ecom  The experiences of China and India seem te sug
position of measured capital inflows toward lonrger gest that the long-standing and extensive controls on
term flows and more creditworthy borrowers, partly capital transactions may have had some role-in re
by curtailing access of noncreditworthy domestic ducing the vulnerability of these countries to the ef
borrowers to foreign financing. fects of the recent regional crisis. In particutaey
helped shift the composition of capital inflows to
ward longetterm flows. Howeverother factors may
have played a role as well in reducing their financial
While the capital controls in both China and India vulnerability These include, for both countries, a
are believed to have beerfagitive in limiting mea strong external position with ample foreign-ex
sured capital flows, there also seems to be some evichange reserves; @&r sizes of the domestic mar
dence of evasion and avoidance, for example, kets; relatively weak trade and financial linkages
through the misinvoicing of trade transactions or with the rest of the world compared with the other
large errors and omissions in the balance of-pay countries in the region; relatively earlier stages-of fi
ments statistics. In both countries, the extensive re nancial market development, with a lower level of
strictions gave rise to significant administrative financial intermediation by the banking systems; and
costs, burdened legitimate transactions, and maya flexible exchange rate policy in the case of India.
have reduced thefafiency of resource allocation. In both India and China, enforcement of the controls
While the efects on India of thésian crisis in was facilitated by strong administrative capacity
1997-98 have not been severe, the country has
nonetheless proven vulnerable to external shocks
during periods of laye domestic imbalances (in  Rapid Liberalization of
1980 and 1990-91), though this vulnerability may Capital Controls
have been lessened by the reorientation of capital
controls since 1991 to discourage volatile foreign  This section draws on the experiences with capital
financing. In China, the authorities have noted that account liberalization ofArgentina (1991), Kenya
illegitimate current account transactions had facili (1991-95), and Peru (1990-91)—all of which-im
tated substantial capital flight (aboutl$hbillion plemented a relatively rapid liberalization of the
during the first half of 1998), reflecting the outbreak capital accountArgentina and Peru liberalized all

Initial Circumstances

Conclusions

Effectiveness and Costs of Controls



Rapid Liberalization of Capital Controls

capital transactions using a big-bang approach, andEffects of Rapid Liberalization of
in Kenya the liberalization was also relatively rapid Capital Controls
but spread over five years. Part Il, Chapter X, pro
vides further details on these country experiences.
Earlier reviews of country experiences with the
capital account liberalization have suggested that or
derly liberalization required not only a proper se
quencing and pace of changes in capital account reg
ulations, but also strong and consistent supporting
policies.The speed and sequencing of capital ac
count liberalization have generally reflected a coun
try’s initial conditions and its broader economie de
velopment and restructurin\s a consequence,
countries have followed diverse approaches. Big-
bang approaches have usually been part of program
intended to signal a strong commitment to reform.

Liberalization of the capital account was followed
by an increase in foreign investmentAngentina
and Peru, but only to a lesser extent in Kenya, where
some initial pickup in capital inflows was reversed
sharply from 1992. I#\rgentina, foreign direct in
vestment and portfolio inflows reacheti dercent of
GDPin 1993, compared with less than 1 percent in
1990. Subsequent capital outflows related to the
Mexican crisis of 1994-95 were managed without
resort to capital controls, with the authorities instead
opting to tighten fiscal policy and provide some li
guidity assistance to the banking system within the
confines of the currency board. Further measures
were also taken to strengthen the banking system
and lengthen the maturity structure of the public
Initial Circumstances and Motivations for debt.

Rapid Liberalization of Capital Controls In Peru, significant capital inflows were associ
ated with an appreciation of the exchange rate and
some deterioration in the current account. Current
account deficits were financed partly by an increas
ing share of short-term inflows in total inflowEhe
increased reliance on short-term financial credit by

dibil d I i d df d banks made the financial system somewhat vuinera
credibility, and a collapse in demand for money an ble, as evidenced by a weakening in the financial

banking servicesThese developments prompted the " A
2 . ! condition of several institutions. Howeyehe au
authorities to adopt the Convertibility Plan in 1991, thorities’ efforts to strengthen prudential regulations

which involved the establishment of a currency helped increase the resilience of the banking system.
board, and the elimination of all restrictions on-cur In the period following liberalization, growth e

e e S ooy SUmed and nfaton was recuced sharply

tion ’depletion of foreign exchgnge reser)\llrés and a The liberalization of th_e capital account failed to

sha'rp decline in output and investment in tr'1e late prevent a sharp economic d_()\_/vnturn_ in Kenya, W't.h

1980s. In Kenya, liberalization followed a period of the onset of an economic crisis, a significant rise in
: X money supply and inflation, the ergence of exter

large fiscal deficits, a deterioraj[ing balance of pay nal payment arrears, and a sharp depreciation of the
ments, severe shortages of foreign exchange reserve%urrency The crisis took place against the back

h'%]a:ni];lglt'ggégur‘r?tﬁﬁé?gi%ﬁgr:nwz?mgggéﬁgﬂg ground of inconsistent economic policies ahead of
p 9 the election period in the early 1990s, with gever

C::eadsgogg d%;eif:tcgng:lrtgqaigtggrfgitt?é?satﬂgtvz\?cijl‘r(]:logt nance problems in the financial system, weaknesses
y in prudential supervision, and delays in structural

tract foreign financing and achieve sustained reform

growth. In all three countries, the liberalization of '

the capital account was just one part of a wide—rang Conclusi

ing liberalization program that included the deregu —°"¢'4sions

lation of the financial system (in particulaf inter The experiences with rapid liberalization of the
est rate and credit controls), trade liberalization, and capital account highlight the importance of sound
privatization of public enterprises. Argentina and  macroeconomic policies combined with ongoing ef
Peru, attempts have also been made to strengthen thierts to strengthen the financial system and imple
supervisory and regulatory frameworks for the fi ment associated reforms. In the absence of adequate
nancial system, maintain tight monetary and fiscal macroeconomic and financial policies, capital ac
policies to make further progress in reducing mfla count liberalization may increase vulnerability te ex
tion, and enhance labor market flexibility ternal and domestic shocks.

In all three countries, the liberalization of the eapi
tal account was preceded by a period of severe imbal
ances in the domestic econanhy the case ofr-
gentina, liberalization took place following a period
of hyperinflation, an almost complete loss of policy



Il Prudential Framework for Managing
Risk in Cross-Border Capital Flows

ne major objective of capital controls is to generally intermediate cross-border transactions. It
manage the various risks associated with has sometimes been observed that financial institu

capital flows8 Capital control measures focus on tions are prone to excessive risk-takidghen this
specific types of transactions and attempt to managehappens in connection with cross-border and foreign
and reduce risk by influencing the composition of currency transactions, sudden andjéareversals of
parties to, and the volume of, such transactions. capital flows or lage currency movements can have
Chapter Il examined a number of measures adopteddamaging consequences on the health of individual
by various countries, ranging from quantitative financial institutions. Moreovesshifts in sentiment,
restrictions to alobin tax—like mechanismrhe leverage, and liquidity problems can multiply and
predominant motivations for the use of capital-con transmit shocks throughout the financial system, and
trols were macroeconomic, mainly to facilitate the in extreme cases they result in financial panics. By
pursuit of both monetary policy and exchange rate requiring more déctive risk management in indi
objectives. vidual institutions, prudential policies can help

An alternative approach to managing the risks as dampen transmission and contagion, and contribute
sociated with capital flows is not to attempt tocon to stemming the development of a major financial
trol the flows directly but to limit the vulnerability  crisis. The experience of th&sian economies since
of the economy to the risks associated with such 1997 has underscored the role that a weak financial
flows. Prudential policies applied to financial insti system can have in accentuating a cfsis.
tutions can contribute to this goal by influencing  The distinction between prudential policies and
risk-taking on the part of financial institutions and capital controls is not always cleeut. A rapid and
by improving the robustness of the financial system large buildup of foreign assets and liabilities by fi
to external shock#\s seen in Chapter Il, a number nancial institutions driven by periods of “irrational
of countries have recognized this and taken steps toexuberance” followed by pessimism and a retrench
strengthen bank supervision to cope with capital ment of positions can itself be a source of excess
flows (for exampleArgentina, Chile, and India), but  volatility of currency prices and capital flows. If pru
it is only recently that the potentially crucial role of dential regulation and supervision can make individ
prudential policies in managing the risks associatedual institutions manage the risks associated with ex
with capital flows and financial intermediation gen ternal assets and liabilities more prudentien the
erally has been widely appreciat&the understand volatility of capital flows may be reduced or the €on
ing of how prudential policies mayfatt macroeco sequences of volatility limited\ targeted prudential
nomic performance is still at an early stage, and measure that seeks to limit a particular risk, for ex
statistical or econometric analysis of such links is a ample, banksforeign currency exposure, may influ
largely uncharted fieldThis chapter therefore high  ence specific types of capital transactions. More
lights a number of important issues rather than over, if banks’activities dominate capital flows in
reaching definitive conclusions. and out of a countryas is often the case, then €on

Financial institutions are major parties to interna straining the risks that can be taken by banks may ef
tional capital transaction¥hey accept cross-border fectively limit the overall size of capital flows, as
and foreign currency deposits, initiate external bor well as their riskinesslhus, measures that are typi
rowings, make foreign loans and investments, andcally considered as prudential may in fact be used

for capital control purposes.

8Capital controls in many instances may be regarded by the au
thorities as serving other important purposes, including strength 9Balifio and others (1999) reviews how inadequate prudential
ening national sovereigntyrotecting national securityand policies and weak banking systems contributed to and deepened
achieving specific social objectives. the crisis in countries such as Indonesia, Korea;Taadand.



Design of Prudential Policies for Managing Risks Associated with Capital Flows

Conversely capital control measures may have banking crisis provide a further rationale for focus
prudential efects, for example by restricting banks’ ing on banks.
short-term borrowing and thus limiting liquidity and Recent experience Asia has highlighted how \ul
other risks to banks associated with such bofrow nerabilities can increase under a weak prudential
ings.As was seen in Chapter Il, countries including regime (Balifio and others, 1999). Capital inflows into
Chile, China, and India have on occasion used-capi the banking sector helped fuel rapid credit expansion,
tal control measures to pursue prudential objectives.with banks being increasingly exposed to credit and
The efective use of such measures rests on the exis foreign exchange risks and to maturity mismatches in
tence of an adequate administrative capacity foreign currencies. Banki&reign currency lending to
corporate borrowers that did not have secure foreign
exchange revenue streams created major problems

Design of Prudential Policies for once the currencies started to depreciate. More gener
Managing Risks Associated with ally, rapid growth of assets also strained bac#sae
Capital Flows ity to assess risk adequatd®rudential regulation and

supervision that might have mitigated these problems

Cross-border capital flows involve the same-fun had serious deficiencies, including with respect to for
damental categories of risks as do purely domesticeign currency mismatchés.
transactions, but with added dimensions in each cat Considerable work has been undertaken in 4inter
egory Box 2 provides an overview of the principal national forums to develop principles for prudential
risks that arise in the context of an open capital ac regulation and supervisidh.Reflecting the height
count. Many of these relate to the use of foreigh ex ened interest and concern about international capital
change, but some also arise fronfatiénces in other  flows, prudential standards and procedures are being
institutional arrangements. updated to reflect the risks in bank intermediation of

The basic similarity between the risks of interna cross-border capital flow¥he Basel Committee has
tional capital flows and the risks of purely domestic proposed revisions to the capital adequacy frame
transactions means that they can be addressed withimvork, the development of methodologies for credit
the overall prudential framework by adapting and risk and interest rate risk management and modeling,
extending regulations and supervision used in the banks'interactions with highly leveraged institutions
domestic financial market. Best practice prudential (notably hedge funds), sound practices for loan ac
regulations would seek to manage the additional counting and credit risk disclosure, bank trans
risks inherent in international capital flows by limit parency and internal control systems, and opera
ing the institutiors risk exposure relative to its risk- tional risk managementhe Basel Committee has
taking and management capacithus, while pru also issued papers on authorization procedures and
dential regulations do not @&t capital flows principles for the supervision of banKereign es
directly, they can influence their volume, composi tablishments, the information flow between banking
tion, and volatility Such regulations would include supervisory authorities, and the relationship between
enhanced monitoring, disclosure, and reporting; pru bank supervisors and external auditors.
dential limits (in the form of certain balance sheet Ensuring an adequate capitalization of banks is
ratios); rules for loan classification, asset valuation, central to limiting banking system risks, including
provisioning, and income recognition; norms reguir
ing strong internal risk management procedures; and
accounting and control systems. " 1010 Korea, for example, the crises in the banking and corporate

Prudential standards need to give particular atten sectors, and the related external payments crisis, were tgea lar
tion to banks, given their lge (though somewhat-di extent rooted in (_eX(:_essive lending pf foreign currency to eorpo
minished) role in the provision of credit, their central 82 BroRee 0 e and controlied. either
pO$|t|0n in the_ pa}’me”ts system, the SyStemlc I-mpl_l by the banks themselves or by the supervisory authorities.‘
cations of their high leverage, and the mismatch in “ua comprehensive review of work in this area was provided in
the liquidity of their assets and liabilitie§lso, capt Annex IV to the October 199Bternational Capital Marketse-
tal inflows are often intermediated by the banking Port, “Proposals for Improved Risk Managemeiransparency

system and their reversal may be associated with a_and Regulatory and Supervisory Refornihe Basel Committee
’ on Banking Supervision has played a central role in this area.

banking crisis if banks_are not adequately prepared. work is also under way in the context of the Financial Stability
Even when financial crises were triggered by events Forum, which has established working groups on capital flows,
in nonbank financial institutions, the eventual sever off-shore financial centers, and highly leveraged institutidhs.

ity and duration of the crisis was dgly determined Joint Forum on Financial Conglomerates—which comprises the

. . . Basel Committee, the Internationaldganization of Securities
by the ability of the banking system to withstand Commissions (I0OSCO), and the InternatioAakociation of In

ShOCkS.ThQ public good aspect of the banking-_sys surance Supervisors (IAIS)—has also issued a report on the su
tem’s services and the potential cost of resolving a pervision of financial conglomerates.
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Box 2. Risks in Banks’ Cross-Border Transactions

The opening up of the capital account and cross- Interest rate riskefers to the exposure of a bask-
border activities of banks introduce additional risks that nancial condition to adverse movements in interest
may increase the magnitude, or complicate the manage rates; it arises as a result of a mismatch (gap) between a
ment, of the risks that banks typically face in their do bank’s interest-sensitive assets and liabilities and af
mestic activitiesThe key risks with an open capitatac  fects both the earnings of a bank and the economic
count and how to cope with these risks are discussedvalue of its assets, liabilities, and-bilance-sheet in
below! struments. Excessive interest rate risk may erode a

1. Credit risk isthe failure of a counterparty to per  bank’s earnings and capital ba3ée primary forms of
form according to a contractual arrangement. It applies interest rate risk are

not only to loans but also to other on- anfibzflance- e repricing risk, whicharises from timing dfer-
sheet exposures such as guarantees, acceptances, and ences in the maturity and repricing of bank assets,
security investmentdditional dimensions of credit liabilities, and of-balance sheet positions;
risk in cross-border transactions include « yield curve risk, whicharises from changes in the
« transfer risk:.when the currency of obligation be slope and shape of the yield curve; and
comes unavailable to the borrower; * basis risk, whictarises from imperfect correlation
« settlement riskrisk in the settlement of foreign ex in the adjustment of the rates earned and paid on
change operations that arise because of time zone different instruments with otherwise similar repric
differences; and ing characteristics.

e country risk: risk associated with the economic, Risk also exists in derivatives transactions. Deriva
social, and political environment of the borro¥ger  tives are an increasingly common method of taking pr
country hedging risksThe actual cost of replacing a derivativ

2. Market risk is therisk of losses in banksin- or contract at current market prices is one measure of a

off-balance-sheet positions arising from movements in derivative positiors exposure to market risk. Sinc
market prices that change the market value of an asseimany of these transactions are registerddbalance-

or a commitmentThis type of risk is inherent in banks’  sheet, supervisors need to ensure that banks active in
holdings of tradable securities, financial derivatives, these transactions are adequately measuring, reeoghiz
open foreign exchange positions, and interest-sensitiveing, and managing the risks involved.
bank assets and liabilities. 3. Liquidity risk arises from the inability of a bank to

Foreign exchange ristefers to the risk of losses in accommodate decreases in its liabilities or to fund-an |n

on- or of-balance-sheet positions arising from adverse crease in its assets at a reasonable cost or liquidat

movements in exchange rates. It tends to be mostassets at a reasonable price in a timely fashion.dn

closely identified with cross-border capital flows. quate liquidity then, affects profitability and, in ex

Banks are exposed to this risk in acting as market mak treme cases, can lead to insolveridyere are no inter
ers in foreign exchange by quoting rates to their cus nationally agreed prudential standards on bank liquidity

tomers and by taking unhedged open positions in for but supervisors require banks to have adequate systems

eign currencies. to monitor and control their liquidity needs and esta

lish contingency plans for periods of liquidity stress.

Regulation of liquidity risk focuses on the degree of

mismatch between maturities of assets and liabilities

1This draws on Johnston and OtiRobe (1999). and dependability of access to funds in future periods

its

those arising from international capital flowishe ture the risks in a banking group, with a view te ac
central objective of the new draft capital adequacy curately representing an institutisrrisk profile. Su
framework (which would replace the 1988cord) pervisory evaluation and market discipline through
is to promote safety and soundness in the interna increased disclosure are additional pillars of the cap
tional financial system, and it gives even more atten ital adequacy regimélhe revised framework does
tion than in the past to the activities ofgar interna not propose to change the minimum capital-ade
tionally active banks (see Basel Committee, 1999a).quacy ratio of 8 percenrthis level is not likely to be
The proposed framework would maintain a modified sufficient for those institutions that are systemati
version of the existing accord as the standard ap cally exposed to greater risk, such as those ingmer
proach to minimum capital requirements, but also ing markets, where the authorities are already in
considers the option of providing greater scope for many cases requiring or encouraging banks to-main
the use of internal credit ratings and portfolio mod tain higher capitalThe advantage of higher capital
els in establishing minimum capitdlhe coverage of  adequacy ratios would be to make financial system
the framework would also be extended to fully-cap failures less likely; and when failures do ocgcar
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higher portion of the cost would be borne by the pri
vate sectorfThe incentives of banks, as leveraged in
stitutions, to “gamble for resurrection” would also
decreaseThe principal disadvantage of higher mini

criticized on the grounds that it may have biased
credit flows to emaing markets toward
shorterterm maturities.
Although the use of external risk assessments in
mum capital ratios is that they raise bardasts and assigning risk weights aims to better reflect the actual
thus encourage further disintermediation. féxif risk of assets than the current uniform and somewhat
ences in minimum capital ratios across countries canarbitrary risk weights, there is still considerable de
also distort competition among banks and influence bate about the quality of external assessments. Credit
decisions on where to incorporate, and thereby alsoratings have come under close scrutiny since the out
possibly afect cross-border capital flow¥he new break of theAsian crisis, when a number of assess
framework proposes to address this issue by giving aments proved to be far too favorable in retrospect.
larger role to supervisory review in setting capital  Consideration is also being given to the need for
requirements for individual financial institutions that prudential oversight of highly leveraged institutions
appropriately reflects risks borne by the institution. (including hedge fundsYhere are concerns that the
Specific proposals &#cting banksinternational ac operations of highly leveraged institutions have-con
tivities include the following? tributed to the volatility of capital flows to enggng
» External risk assessments prepared by ratingmarkets. Ongoing discussion has focused on
agencies would be used to establish risk weightswhether the activities of highly leveraged institu
for sovereign borrowers. Under the 198&\c- tions should be directly regulated, or whether their
cord and its amendments, sovereign risk creditors, particularly bank creditors, need to be held
weights were based mainly on whether or not a to tighter prudential standards in their dealings with
country is a member of the OEGBThe draft such institutionsThe Basel Committee has empha
proposes that only those countries rated mostsized the latter approach:
highly would be eligible for a zero risk weight e Before conducting business with highly lever
(a minimum Standard & Poarrating ofAA-), aged institutions, a bank should establish clear

with the risk weight rising in stages to 150 per
cent for claims on countries with a rating of B—
or below Furthermore, sovereign risk could be
weighted at less than 100 percent only if the
country has subscribed to the Fun&pecial
Data Dissemination Standard (SDDS).

Subject to some limitations, external risk as
sessments would also be used to establish risk
weights for exposures to banks, other govern
mental entities, securities firms, and corporates.
Under the existing procedures, all claims on
banks incorporated in OECD countries and
short-term claims (i.e., up to one year) on banks
incorporated in non-OECD countries have re
ceived a 20 percent risk weight, while longer

policies governing its involvement with these
institutions consistent with its overall credit risk
strategy Suficiently sophisticated risk manage
ment procedures need to be in place to identify
and measure the specific risks associated with
highly leveraged institutions, particularly the
risks associated with derivativels.preemptive
approach rather than one informed mainly by
net asset values is essential.

Overall credit limits need to be established, and
collateral and early termination provisions
should take into account the ability of highly
leveraged institutions to rapidly change trading
strategies, risk profile, and leverage.

Sound practices for loan accounting, credit risk

term claims on non-OECD banks were risk- disclosure, bank transparen@nd related matters
weighted at 100 percerithis standard has been will also help to mitigate the risks associated with in
ternational capital flowsThe Basel Committee +e
cently issued a paper listing 26 sound practices for
loan accounting and recognizing credit risk exposure
tional activities include those on risk weights for ethe-counter (Basel Commlttee’ 1999bT'he. suggested practices
derivatives and securitized assets. reflect the judgment that capital adequacy standards
13National supervisory authorities would need to be satisfied lack meaning, and risk management is seriousty im
that the risk assessment institutions meet minimum standards forpaired, if loans are not properly valued and loan
e e e st oo o saprse n 105565 are not adequately recaghized and provisioned
usiné such assessmentsp(that is, cherry-picking ratingsp\?vould notf_Or m_ ban.ksl.balance sheeps. Generally good prac
be permitted). tices in this field are found in a number of advanced
14ror the purpose of thiccord, OECD countries include full ~ economies, but these may not be easily transferable
members of the OECD and those countries that that have con to Countries W|th |ess deve'oped financia' and {:egu

cluded special lending arrangements with the IMF associated : :
with the Funds GeneraArrangements to Borrowbut exclude Iatory infrastructures. In such countries, more-me

any country that has rescheduled its sovereign debt during the Chani_cal approaches relying on simple qua;ntitative
previous five years. criteria may be more appropriate. Box 3 discusses

120ther specific proposals that could influence bamksrna
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Box 3. The U.S. Supervisory Approach to Loan Classification and Provisioning!

In determining the adequacy of loan valuation and Loan-Loss Provisioning
loss provisioning, U.S. supervisors evaluate each
bank’s risk management capacity and internal policies
and procedures (internal credit review procedures,
loss evaluation techniques, and the adequacy of loan-
loss provisions) relative to its individual portfolio
composition and risk profile. Evaluations are -per
formed according to general guidelines, which eschew
the application of mechanical ruléehe same prinei
ples and methodology are applied to both domestic
and cross-border credit exposures but additional re
quirements are applied to a basknternal policies
and procedures for managing material cross-border
transfer riské

Banks are required to establish a loan-loss reserve
(“allowance for loan and lease losses” AlcLL),
chaged against current incomgll loans, or portions
of loans, recognized (classified) as “loss” must be
chaged of immediately* For all loans not classified
as loss, th&LLL must be increased by (1) losses-esti
mated over the remainingfettive lives of loans and
leases classified as substandard or doubtful, (2) all
losses estimated for the forthcoming 12 months on
credits not classified, and (3) estimated losses from
transfer risk exposureé bank's management is +e
sponsible for grading the loan portfolio and making the
necessary provisions or clgarofs at least quarterly
Estimated losses on individual credits should meet the
criteria for accrual of a loss contingency set forth in

Supervisory guidelines establish five categories U.S. generally accepted accounting principles
(pass, special mention, and classified credits, censist (GAAP). In addition, supervisors evaluate the -ade
ing of substandard, doubtful, and loss), based ona de quacy of the overall level of th&LLL based on an
fined set of key factors, for grading the risk quality of analysis of the ban&’policies, practices, and prece
loans? Delinquent (overdue) credits are also distin  dures, its historical credit-loss experience and the rea
guished but do not automatically determine the risk sonableness of the managemzowerall methodology
category and performing (nondelinquent) loans with Reasonableness is assessed by comparing the actual
well-defined credit weaknesses may be adversely clas |evel of theALLL against the sum of 50 percent of
sified. Additional factors are taken into account in doubtful and 15 percent of the substandard fopius

Loan Grading

evaluating partially chged of or formally restrue estimated losses on other credit exposures (excluding
tured credits, as well as guarantees arfebafance-  those classified as loss) over the forthcoming 12
sheet items. months. Shortfalls from this alternative calculation

trigger a more intensive review of management’

Source: Board of Governors of the Federal Reserve System
(1994), and various supplements updated through May 1999. 4The value of credit (net of the realization of the net liqui
1As set forth in the “Interagency Policy Statement on the dated value of collateral or realization of guarantees) and the
Allowance for Loan and Lease Losses” issued December 21, ALLL account must both be reduced by the amount of the
1993. loss.All applicable unpaid interest accrued during the current
2Transfer risk is a subset of country credit risk and refers to year should be chged against current income and unpaid in
the borrowe's capacity to obtain the foreign exchange re terest accrued in prior years should be gkdrof to the

quired to service its cross-border debt. ALLL.
3Banks’own loan grading systems, whenféient, must be SThese weights are based on the industry average loss expe
reconcilable with the regulatory framework. rience over time for these classifications.

the experience of the United States, with a particularand provides a benchmark for liquidity management

emphasis on the treatment of cross-border loans. by banks. Management of foreign currency liquidity
International capital flows also generate addi is particularly important because, unlike in domestic

tional risks for financial institutions in terms of mar currency there are limits on the ability of central

ket risk and liquidity risk. For market risk, the 1996 banks to provide assistance to banks to tide over

Amendment to the Capit#lccord to incorporate  temporary liquidity problems.

market risks required internationally active banks to

hold capital against risks related to exchange rate

changes and movements in the price of assets heldmplementation of

for trading purposes. For liquidity risk, the Commit  prudential Standards

tee's 1992 paper “Framework for Measuring and

Managing Liquidity” provides a summary of prac To effectively manage the risks from interna

tices and techniques employed by major interna tional capital flows, authorities must establish-ade

tional banks in measuring and managing liquidity quate prudential standards in all markets. Recent fi
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analysis, but managemesitestimates are usually-ac  unauthorized personnélAn ICERC classification
cepted when it has (1) maintainedeetive systems takes precedence over the general classification guide
and controls for identifying, monitoring, and address lines only when it is more severéhe ICERC frame

ing asset-quality problems in a timely manr(@) rea work also includes a nonclassified category of exp
sonably analyzed all significant factordeafting the sures that supervisors incorporate into their general
collectibility of the portfolio, and (3) established an ac  assessment of a baskdsset quality and adequacy of it

ceptableALLL evaluation process. reserves and capitalhis category includes exposure

to countries taking economic adjustment measures,
Credit Exposures Involving Cross-Border generally as part of an IMF program, to restore debt
Transfer Risk service, or to countries where recent debt service per

formance indicates that an earlier classification is no
longer warrantedThe ICERC generally accords mor
favorable treatment to performing trade credits and

bank credits. Measurement of country exposure is also
adjusted for guarantees and collateral and the risk is (e
allocated to the country where the guarantor resides, the
collateral is held, or the issuer of stocks or bonds used
as collateral reside3he International Lending Super
vision Act of 1983 requires banks to set up a separate
loss reserve “AllocatedTransfer Risk Reserves
(ATRR)” for loss provisions on transfer risk exposure
classified as “value impaired.” Required provisions al
based on mandated percentages unless the loss i
rectly chaged of. TheATRR must be segregated from
the ALLL and cannot be considered as part of capital.
Allocations toATRR are not initially required when
" e'Substandard” is applied to countries that (1) are notcom NeW loans are made in the context of an IMF-supported
plying with external obligations; (2) are not in the process of Or other appropriate economic adjustment program that
adopting an IMF or other suitable economic adjustment pro generally enhances the debt service capability of the
gram or adhering to such a program; and (3) the country and country concerned. Howevesuch allocations could be
its bank creditors have not negotiated a viable rescheduling required subsequently on the basis of performance U|S.
and are unlikely to do so in the near futurealtié impaired” branches of foreign banks are not subject to the regula
is applied to a country with pro_tracted arrearages as indicated tions establishing th&TRR but are expected to have in
by more than one of the following factors: (1) it has not fully place policies for recognizing and writingf tdsses on

paid interest for six months; (2) it has not complied, nor are t f isk U.S . luate thei
there immediate prospects for complying, with an IMF-pro TENSIET 85 @YDERIITES, WS, SUZSvels CrelllElE Ui g

gram; (3) it has not met rescheduling terms for over one year; transfer risk and related procedures.

and (4) prospects for an orderly restoration of debt service in

the near future are indefinite. “Loss” applies when the loan is

considered uncollectibl&his classification would applyor “The approach for exposures to transfer risk parallels-an g

Banks are required to report quarterly on individual
country exposures that are significant relative to their
capital and the country’economic performance and to
have in place additional procedures for managing-asso
ciated transfer risk as well as for grading and provision
ing against these exposurés official Interagency
Country Exposure Review Committee (ICERC) evalu
ates and classifies transfer risk exposures to specific
countries based on criteria as set forth in the Interna
tional Lending SupervisioAct of 1983 Banks are in
formed about classifications of only those loans spe
cific to their portfolios and adequate safeguards are

required to prevent such information being divulged to di

r

p
example, if a country were to repudiate its obligations to proach used for credits to g domestic borrowers, the
banks, the IMFor other lenders. “Shared National Credit Program.”

nancial crises have shown that prudential standard¢ake account of the adequacy of prudential stan
fell well short of best practices in many countries, dards in other countrieds discussed previously
even when judged against norms that do not take acthe Basel Committeg’'draft framework for banks’
count of the more recent advances in this akéa. capital adequacy takes account of countiiagle-
though conforming to prudential standards is often mentation of the Core Principles in setting risk
in the self-interest of banks and other financial insti weights; but there may be scope for more systemati
tutions, prudential standards are also designed tocally using information on countriegrudential
combat moral hazard and related incentives fer ex standards. Prudential regulators and supervisors in
cessively risky behavioWhen prudential regula both advanced economies and egieg markets
tions and practices dér markedly across countries, might have been able to mitigate th&an financial
this will create opportunities for regulatory arbi crisis—the former by taking adequate steps te dis
trage, reduce the fefctiveness of the regulations, courage financial institutions and other investors
and increase systemic risks. In these circumstancesfrom exposing themselves to excessive risks in the
prudential standards in one country will need to emeging markets; the latter by putting in place
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sound and transparent prudential standards that Countries with weak supervisory agencies often,
would have limited and made clearer the risks fac but not always, also si&r from relatively weak
ing international investors. skills in the private financial sectaand thus from

All countries (especially emging markets that  serious shortcomings in the ability and incentives of
would benefit directly from reduced risk to their financial institutions to adequately manage risk. Di
own financial systems) have an interest in establish rected and connected lending, &reening of loans,
ing adequate prudential standards, but countriesand excessive credit concentration are known to
with large and advanced markets have a particularhave been the immediate cause of major banking
responsibility to ensure that their investors and fi problems in countries, and they may be compounded
nancial institutions are heedful of the risks involved by weaknesses in the legal system and other gover
in cross-border transaction§he size of institu nance problems that impeddegtive monitoring by
tional portfolios in the major advanced economies is counterparties and shareholders as well as loan col
such that modest changes in their asset distributionlection eforts. Such financial systems are seme
can have a significant macroeconomic impact on times said to séiér from a weak “credit culture.”
smaller open economieshe magnitude and rapid The absence of satisfactory disclosure rules and the
ity of such portfolio adjustment can be substantial, inability of the supervisory authorities to enforce
which leads to excessive inflows into smaller coun them may further weaken the operation of market
tries and to their later reversal. Rapid portfolio discipline in such systems. Resolution of these {prob
shifts have a number of causes, which fall into two lems is usually not quick, and it must be viewed as
major categories: a failure to draw adequate distinc part of the overall process of long-term economic
tions between diérent countries in a region, or dif  development.
ferent assets in a country; and a “run” on a country
or region similar to a bank rdaPrudential authofi

ties in the lage advanced countries will have an in  Effectiveness of Prudential Measures in
terest in limiting these problems to enhance-sys Limiting Risks Associated with Capital

temic stability Establishing a regulatory and .
supervisory framework that obliges investors to I 10Ws and the Role of Capital Controls

more accurately analyze andfdientiate countries
and assets reduces the first type of shortcoming,
generally helps to improve risk management, and
may thereby also contribute to limiting the risk of
runs.

The establishment and maintenance of prudential
standards rest on three pillars: public regulation and
supervision, internal practices and controls, and
market discipline. Moreovethe prudential supervi
sion and regulation framework must continually
adapt to the evolving state of market development
and internal governance in individual institutions.
Especially in developing countries, one or more of
these pillars may be weak. In mature markets, rapid
innovations in financial technology pose particular
challenges, in that management and supervision can
not suficiently keep pace with these developments
and fail to identify risks in the financial institutions
and in the financial system. lgg losses incurred by
even the most sophisticated institutions in thei de
rivatives and global trading activity point to the seri
ousness of the risks. 16Chile’s prudential policies are discussedAippendix |.Ar-

gentinas financial sector reforms are discussed in detail in vari
ous issues of the IMF StaCountry Reports oérgentina. It is
important to note that fefrts to improve prudential policies Ar-
gentina have been ongoing, and additional elements of best prac
tice have been implemented almost continuousl{996—-99, for

15n such a run, a rapid and derscale sell-éfof a countrys example, minimum capital requirements were tightened through
assets (and by implication its currency) has advefsetefon the the introduction of more stringent criteria for calculating risk-
real economyfurther depressing asset values. Investors, expect weighted assets and by making minimum capital requirements a

ing other investors to sell bfseek to be the first through the function of the degree of maturity mismatch between baaks’
exits. sets and liabilities.

Prudential policies could contribute importantly to
reducing the risks associated with international-capi
tal flows, by strengthening the ability of the financial
system to withstand volatile market conditiohsey
may also be useful in reducing the volatility of flows
involving financial institutions, which may actually
be a principal element of destabilizing capital flows.
As discussed in Chapter II, countries that have made
substantial progress in this field—for exampie;
gentina and Chile—have been quite successful in
containing the risks from international capital
flows.16 On the other hand, a number of the most so
phisticated financial institutions have exposed them
selves to excessive risks in their cross-border {rans
actions, which underscores the need to adapt
prudential policies to innovation in the marketplace.
Shortcomings in internal risk management proce
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dures and the failure of supervisors to detect andflows, they will not be able to discourage all unsus
correct these problems were partly at faiiliere tainable flows. Prudential measures cannot be so
may also have been an element of moral hazard instrict as to kill of risk-taking activity altogetheand
the actions of some financial institutions, brought on carefully managed risk-taking strategies could un
by expectations of a bailovadn important potential ravel under unexpected shocks. Sentiments can also
benefit of improved prudential standards and prac override the best prudential measures. Moreover
tices is that supervisors can more easily recognizeprudential measures tgt financial intermediaries
and prevent financial institutions from engaging in that manage other peomemoney and are not in
behavior that may in the end necessitate a bailout bytended to regulate the portfolio decisions of individ
the public sector uals and nonfinancial corporations that invest their
While prudential policies are intended to promote own fundsl’ For example, cross-border portfolic in
soundness, it must be recognized that prudentialvestment may lead to a speculative asset price bub
standards, if not carefully designed and applied, mayble, just as a bubble may arise in domestic financial
have unintended and undesirable consequences bynarkets.The collapse of a bubble can have serious
providing distorted incentives that result in exces macroeconomic consequences, partly because de
sive risk-taking in specific areas, as well as facilitat clining asset prices f&fct wealth and private cen
ing contagion. Notablyrisk-weighting schemes in  sumption. Prudential regulations may help to reduce
capital adequacy regulations that do not adequatelythe efects of an asset price deflation on financial in
reflect the riskiness of ddérent borrowers could en  stitutions, thereby mitigating its consequences for
courage banks to take on greater than warranted exreal activity but they may not be able to prevent
posure to high-risk borrowers. Similarihen in such an event from occurring.
vestments made by institutional investors are When prudential standards and practices are
required to carry a minimum credit rating,dar  weak, and possibly when institutions that are outside
amounts of capital may be pulled out from a country the scope of prudential policies (such as nonfinan
whose credit rating has been downgraded, thus gencial firms) are an issue, other measures, including
erating a self-fulfilling downturn in that countri$o capital controls, may prove useful in managing the
phisticated, statistically based risk managementspecific risks associated with international capital
techniques, if used to maximize trading profits by flows.18 As discussed in Chapter Il, capital controls
exploiting correlations between markets without differ in how efectively they perform a prudential
good judgment as to the limitation of such corela function (when they are used for this purpose); and
tions, may prove to be quite vulnerable in periods of in how severely they distort resource allocation-in fi
stress when historical relationships between marketsnancial and other markets. Capital controls also dif
break down. In such cases, a rush to close downfer in how dificult they are to administer and how
loss-making positions may further accentuate-mar effectively they can be enforceéis with all types of
ket volatility. economic regulation, including prudential regula
Prudential policies must also strike an appropriate tion, unintended side fefcts may arise, and indiwid
balance between reducing the threat of excessiveual controls must be judged not in isolation but only
risk-taking and constraining the freedom of institu in the context of a country’overall regulatory and
tions to take the normal risks inherent in financial in institutional framework.
termediation. In this connection, care must be taken The design of a well-functioning system of capital
so that regulations are not oriented toward control controls to serve a prudential function is thus a-com
ling capital flows at the expense of weakening the plex task. Outright prohibitions of capital transac
role of prudential policies in maintaining the safety tions may be easiest to administer and enforce, but
and soundness of financial institutiomdthough only when controls are fairly comprehensive. If-cur
cross-border transactions often entail added dimen rent payments and some capital transactions have
sions of risk (such as foreign exchange risk), this been liberalized, such controls may be cireum
does not necessarily mean that these transactions ovented, for example by disguising controlled trans
assets are inherently riskier than domestic assets.
Nor, for that matterdo the risks related to external
transactions and assets usually comprise a major part
of ,”Sks run by 'nsmu“.ons' Indeed, prudentlal regu. Torporate governance and monitoring by creditors are ex
lations based excessively on the foreign-domestic pected to provide oversight, but the basic presumption would be
distinction will not be déctive in addressing finan that economic agents must be allowed to invest tveirmoney
cial risks. aslggeo):nseei;iltj-ntries with weak domestic prudential institutions
AIthOUgh prUde.ntlz.il.meaS.ure.S a_nd |mpr0ved risk have limited their resort to capital conteols by encouraging
management at individual institutions can help to toreign bank ownership, with supervision by the baricshe
limit the risks associated with international capital supervisors.
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actions as uncontrolled ones; or by duplicating the Conclusions

payofs of a restricted contract with an unrestricted

one.The principal drawback of a blanket prohibition The use of prudential policies in coping with the
is that it will preclude sound as well as risky trarsac risks associated with capital flows needs to be ana
tions, and may therefore be highly distortionany lyzed furthey in terms of both understanding how
troducing elements of administrative discretion— they best function and studying actual implementa
such as a licensing system for capital flows—can al tion by countries. Despite the relatively favorable
leviate this problem somewhat but is administra experiences of a number of countries that have
tively more costly and may raise governance issues.strengthened their supervisory regimes, country ex
Price-based controls modeled on prudential regula periences still dér only limited evidence on how
tions, such as the unremunerated reserve requirewell prudential measures can limit the risks associ
ment on inflows used by Chile, are less distor ated with capital flows, and additional work is
tionary However such controls are generally more needed on this point. Nonetheless, the discussion
difficult to administer and enforce than outrightpro above highlights the need for a careful design of pol
hibitions, and possibly than quantitative restrictions. icy, the risks of tageting capital flows at the expense
Loopholes in their coverage will need to be identi of the safety and soundness of institutions, and the
fied and closed as they are progressively exploitedimportance of implementation capacity—a particu
by arbitrageursThe ultimate complexity and de  larly demanding challenge for emgarg markets.
mands on a country’administrative capacity of The use of capital controls in pursuing prudential
such controls may thus be similar to that of pruden objectives is more controversidlhe positive role
tial regulation and supervisioithey may nonethe that controls may potentially play in an environment
less prove useful in countries where other pillars of a of weak supervisory systems is tempered by the dif
functioning prudential system (market discipline, ficulty of administering a sophisticated system of
transparency and internal controls in financial insti controls and the distortionaryfe€ts that simpler di
tutions) are weak. rect controls may have.
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his review of the use and liberalization of capi First, no single capital control measure iteef

tal controls in 14 countries cannot be considered tive across all countries at all times fdgtiveness
exhaustive. It illustrates the @ifulty of precisely depends on a host of factors, including the serious
assessing the fetts of capital controls, which may ness of macroeconomic imbalances, which may give
have benefits as well as cosibe analysis of the ve  rise to strong incentives for circumvention of the
lationship between prudential policies and capital controls.
controls is a first step, and considerable further work Second, selective controls on ageted range of
would be needed to fully clarify their respective transactions, while possibly fettive in limiting
roles, interdependencies, and limitationkis paper those specific transactions, tend to be quickly cir
nonetheless sheds some light oguaments previ cumvented as market participants find ways to
ously advanced in the literature, on some of the op achieve their desired ends through unrestricted-chan
erational issues related to the design of capital con nels.To achieve their objective, controls need to be
trols, and on the relationship between capital widened as market participants find new ways of cir
controls and prudential policies. Despite the diver cumventing the restriction¥he ease with which e
sity of the country experiences examined in this strictions are circumvented is mitigated somewhat in
paper and the absence of a single best approach toeountries that have a strong monitoring and enforce
capital account liberalization, a number of apparent ment capacity and that are able to quickly adjust
regularities may prove useful in formulating policy  controls to close éfavenues for circumvention. In

The evidence presented in this paper supports themost cases, howeyeregulators have encountered
conclusion that capital controls cannot substitute for difficulties in anticipating and countering the market
sound macroeconomic policigSountries with seri response to control§his is particularly true for a
ous macroeconomic imbalances and no crediblecountry with well-developed financial markets.
prospect for improvement in the short run were reg Countries’experiences also show that even current
ularly unable to address tpa-scale capital flows, or  transactions and foreign direct investment have been
their adverse economicfe€ts, with capital controls.  vehicles for circumvention, which attests to théi dif
Not even comprehensive and strictly enforced ad culty of tageting even at the broadest levab. be
ministrative controls have always protected coun effective in the somewhat longer run, controls in
tries from balance of payments or financial crises. most cases needed to be quite comprehensive.

To what degree capital controls aréeefive in in Third, administrative capacity and the level of fi
sulating a country from external shocks or in previd nancial market development also have a bearing on
ing a breathing space in which to adopt sound-poli the choice of controls and theirfeftiveness. Prop
cies is a more ditult question to answer from the erly designed market-based controls are more likely
country case studies. Countries have tended to emto be the less distortionary choice for a financial
ploy a number of policy instruments in unison to market that is substantially developed or liberalized.
ward a policy goal, so that it is fidult to disentan Nevertheless, measures such as the Chilean URR de
gle the contribution of capital controls in achieving a mand a degree of administrative sophistication if
certain objective. More flexible exchange rate poli they are to be &fctive. Direct controls have been
cies, prudential policies, and liberalization of-out applied with some success in relatively closed
flows (in case of excessive inflows) are some of the economies at an earlier stage of financial market de
policies that have been employed in conjunction velopment. Howevercountries such as India and
with capital controls. Some countries that have em China that took this course also possessedfan ef
ployed capital controls appear to have been moretive administrative apparatué/hile direct controls
successful than others in achieving their policy ob may be somewhat less administratively demanding
jectives, and one can draw a number of generallythan market-based controls, one cannot conclude
useful observations from the countriegperiences. that direct controls are, other things equal, more ef
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fective than market-based controls. Direct controls The converse of the previous question is whether
may also be circumvented when they are ndisuf prudential regulation and supervision of financial
ciently comprehensive, or when implementation ca institutions can help in managing the risks from in
pacity is not sufciently strong.Also, discretionary  ternational capital flows, by influencing the vol
controls open up governance issues related to theinme, composition, and hence the volatility of such

fair and transparent implementation. flows. The evidence on this point seems more per
The need for controls to be comprehensive in suasive. Strong prudential policies were found to
order to be déctive implies that more fctive con play an important role in orderly and successful

trols are also more distortionary and hence morecapital account liberalization and in reducing the
costly The benefits of ééctive controls thus need to  vulnerability to external shocks, and such policies
be carefully weighed against their costs. Compre may, to some extent, be an alternative to capital
hensive direct controls can allow a country with a controls, in addition to being an inherently valuable
less developed financial market to insulate itself to means of enhancing financial system stabil@y
some extent from external shocks and pressures, butourse, prudential policies alone will not be able to
such policies may impede financial market develop eliminate the risks associated with international
ment, and may lead to a loss of théci&fncies that capital flows. Properly used, howeydhey will
derive from liberalized markets. In countries with contribute to lessening such risks, in conjunction
more sophisticated financial (and other) markets, with appropriate macroeconomic policied/ith
very strong controls may be needed to ensdsz-ef  prudential policies, as with capital controls and
tivenessAt some stage it may becomefdifilt to other government intervention, there is a need to
design a set of controls that can limit “undesirable” guard against misregulation and overregulation.
capital flows without unduly restricting “desirable” Moreover as countries diér in their ability to im
transactions, seriously disrupting financial markets, plement and enforce various types of policies, the
and reducing access to foreign capitdde unfavor appropriate mix of capital controls and prudential
able trade-dfhas prompted many countries to-dis policies to be used in moving toward capitat ac
mantle comprehensive controls, including those that count convertibility will also need to be tailored to a
were introduced during periods of stress. country’s specific circumstances.

The evidence is mixed on whether capital controls  Finally, with regard to sequencing, both capital
can be used to correct financial market imperfections account liberalization and other financial secter re
and serve a prudential purpose. Capital controls, par forms are ongoing and interrelated processes, which
ticularly on short-term inflows, may temporarily and appear to be closely linked to the overall level of
partially substitute for full-fledged supervisory insti  economic developmenthe impetus for necessary
tutions. In particularit is clear that building éfc- financial sector restructuring has often come from a
tive supervisory and regulatory institutions may take more general opening of the econgmayd improved
a long time. On the other hand, the experience of thefinancial sector stability is in turn conducive to-fur
countries reviewed here suggests that while pruden ther external liberalizatiorThese processes are also
tial concerns sometimes played a role in the decisioncomplex, and involve changes in many dimensions,
to use capital controls, macroeconomic considera including market development, governance, pruden
tions were typically more important and indeed deci tial regulation and supervision, monetary opera
sive in many casedvhen governments adopt and tions—the entire infrastructure of finandggainst
modify capital controls primarily in response to this background, it is ditult to prescribe in general
macroeconomic factors, this may detract from their the sequence in which capital controls orfedént
usefulness in attaining prudential goals. types of flows should be liberalized.
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