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payments, smooth temporary shocks to income and consumption, reduce costs of borrowing, 

and therefore, support more rapid economic growth.' The major risk is that the capital inflows 

will not be used efficiently, which will inevitably bring into question the sustainability of the 

capital inflows, and the country's capacity to service its corresponding external debt liabilities. 

Reversals of capital inflows can result in balance of payments difficulties, and currency and 

banking crises. 

Understamding the nature of capital controls: Capital account liberalization is  not 

an all or nothing flair; rather there are many financial instruments and underlying transactions 

involved in the opening up of the capital account, and therefore, many possibilities for the 

ordering of liberalizations in light of domestic financial structures and economic objectives. 

Capital flows can, for example, be intermediated by the international capital markets (when 

local nonfinancial rigents are permitted to borrow or place hnds abroad); by the :ocd capital 

markets (when nonresidents are permitted access to local financial markets and 

intermediaries); or a combination of both (when local financial intermediaries borrow or place 

fbnds abroad). Capital controls can also be in various forms, including outright prohibitions, 

licensing and approval procedures, and transaction taxes resulting in difkrent consequences 

for capital flows. Table 1 illustrates the potential coverage of the regulatory framework for 

capital movements, and the types of transactions that may fall under a program of capital 

account liberahition. 

'Capital inflows in the form of foreign direct mvestrnent can also support growth through 
transfers of technology and management skiHs, wide portfolio capital flows m hdg to 
divers@ and deepen financid markets. 



Table I .  Types of Capital Transactions Possibly Subject to Controls 
I INPUlWS OUTFLOWS 
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Individual components of the capital account can be liberalid selectively. Indeed, in 

view of the underdeveloped nature of most developing countries' financial systems, and the 

extent to which such financial markets are segmented and incomplete, selective libmdiizations 

are likely to be more appropriate as part of more general programs of financial sector reforms 

(see, however, the: discussion in Section IV) .~  Even certain advanced emnomics have retained 

selective controls on capital movements that reflect the nature of their domestic financiaf 

instruments and financial market dzvelopment, as well as sectoral and strategic 

Relationship between financial sector reform and capital account Bibersrlizationr: 

The issues raised in capital account liberalization are to a large extent the same as those which 

confiont a country liberalizing its domestic financial system-how to strengthen financial 

institutions so that they can operate in a market-based system, and how to achieve monetary 

objectives and maintain macroeconomic stability in such an environment. The liberalization of 

capital flows can thus be viewed as one aspect of broader programs of financial sector 

liberalization. 

Capitd account liberalization also introduces an additional external dimension and 

urgency to financial sector reforms. Capital intlows will either be channeled through domestic 

intermediaries or compete with them. In both cases, the intermediaries will need to be 

'In contrast, "big bang" approar;hes to capital account liberalizations would seem more 
appropriate wher:: domestic financial markets are developed, and a number of industrial 
countries have followed such "big bang" approaches. 

Tor example, the majority of OECD member countries maintain some reservations under the 
OECD Capital Code, usually related to foreign direct investment but in a number of cases also 
related to financial transactions. 



strengthened either to help ensure the efficient use of the capital idows; or because the 

crylitat flows wit1 increase the competitive pressure on domestic financid institutions, and the 

need to restructure them. Capital account liberalization can also open the way for domestic 

banks and corporations to take on greater foreign exchange ~isks than domestic financial 

liberalizations. Capital account liberalization will also bring more sharply into focus 

inconsistencies in monetary and exchange rate policies and the weaknesses of direct monetary 

instruments. 

n. PRUDENTIAL ]REGULATION AND CAPITAL ACCOUNT ]LIBERALIZATION 

The role of the authorities in financial sector development is first and foremost in the 

establishment of an appropriate h e w o r k  of financial regulation. This wculd include: 

Appropriate legal systems: A comprehensive liberalization of capital transactions and 

transfers does not signie an abandonment of all rules and regulations m ~ e c t e d  to foreign 

exchange transactions. Countries that have opened their capital account have to strengthen 

their regulations in certain areas. This would include: (1) prudential regulations related to 

nonresident and foreign atchmge transactions and tramfers (see below); (2) measures 

designed to prevent tax evasion and money iaundering; and (3) reporting by market 

participants ensuring the timely and accurate compilation of monetary, extemd debt and 

balance of payments data. High quality, transparent and comparable reporting and disclosure 

on the financid position of buskases and financial intermediaries provide the basis for 

informed market decision making. Since in countries with capital account restrictions, 

reporting obligations have often formed part of the foreign exchange regulations, as  countries 



liberalize their capitid account, and dismantle their exchange mntrds, it may be necessary to 

intr~duce new laws and regulations, or update existing ones in order to maintain adequate 

statistical repwting and surveillance over international financial transactions. 

lReguPation and supervision: An effective pnrdential regulation and supervision 

Eramework and capital account liberalization are findamentally complementary since both 

promote the efficient allocation of savings and iw~estment and encourage poftfolio 

diversification. Capital account liberalization yields these benefits primarily through promoting 

competition and increasing the scope for risk diversification. Prudential policy provides these 

benefits by seeking to strengthen and preserve the effective firwtiolaing of the financial and 

payments system. 

Prudential measura are generally understood as encompassiing ofiaid actions (laws, 

regulations, and officially sanctioned policies or procedures) that (1) promote the soundness 

of individual financial institutions through enforcing adequate management of risks, promoting 

effective internal governance, and fostering market discipline; and (2) protect investors against 

fiaud and deceptive practices, and ensuring performance by financial agents of fiduciary 

responsibilities. This is generally achieved by controlling ma4pulative and deceptive practices, 

and by setting standards for trmsparency and the provision of fiduciary services. 

Prudential measures normally regulate both the domestic and foreign activities of 

financial institutions. With respect to the protection of investments that are not intermediated 

through financd institutions, the applicability of prudential regulations will nomaliy be 

lkmited to the admission and trading ofinvestment instruments and the provision of related 

fiduciary (e.g., custodial) services in the domestic market. Officials do not generally adopt 



measures for pr~dentid purposes that protcct investors purchasing instruments in ra foreign 

market. 

international transactions may involve dWerent types of risk &om those affkthg 

comparable domestic transactions. These different types of risks include, inter alia, transfer 

risk (the risk that a foreign debtor might not be able to obtain the foreign exchange necessary 

to seivice external debt in a timely fashion), sovereign risk (the risk that a government fails to 

meet the service on its external debt) and country risk (the risk that a submtid number of 

debtors in a particular country may be faced with difficulty servicing external debt for a variety 

of reasons, e.g., nacroeconomic or political instability). Supmisors may also set different 

standards for licensing of foreign financial institutions to operate in their domestic markets or 

for authorizing the listing and trading of foreign securities in domestic markets fkom those that 

apply to domestic agents. Such differences could be justified because of different supervisory 

and accounting standards, or grater diiculties in enforcing investor protection through 

bankruptcy or other laws, in the context of different national jurisdictions. 

The scope and content of prudential measures and procedures are undergoing a 

significant global evolution reflecting, inter alia, the updating of techniques for identifjring, 

measuring, and managing financial risk, as well as the increased need for international 

harmonization of supervisory appro ache^.^ This has led to a growing body of generally 

accepted principles, standards, guidelines and best practices, developed by various 

international groupings of supervisors which provide some guidance toward a proper 

treatment of capital flows. Because supervisory emphasis is also shifting Erom reliance on 

- 
7See, for example, the Group of Thirty (1997). 



quantitative limits for controlling risk toward greater oversight of the internal capacity of 

supervised institutions to manage risk and toward grater public disclosure of information, 

these generally accepted practices have evolved toward prudential measures with little, ifany, 

restrictive impact on capital movements. Such generally accepted practices also highlight the 

importance of managing foreign exchange risk exposures, and foreign exchange liquidity 

which are of greater concern with the liberalization of the capital account. 

In countries with weak or embryonic financial systems, both the pace of capital 

account liberalization and the design of prudentid measures become more complex. In 

particular, such countries ofken lack the institutional capacity to engage in a range of financial 

transactions on a commercially sound basis. Local financial institutions may have limited 

capacity to assess and manage risk associated with large capital inflows. In addition, 

regulatory authorities may have limited capacity to provide effective supervision of the 

financial system. For prudential reasons, therefore, such countries may need time to develop 

financial institutions, and markets and instruments before being able to durably liberalize their 

capital account. Moreover, with deficiencies in the legal and institutional framework for 

financial activity, or weaknesses in supervisory capacity, such countries may have to adopt 

measures for legitimate prudential objectives, which are crudely designed and may have a 

restrictive impact on capital flows. 

Particular attention may have to be paid to strengthening banking sectors as part of 

any program of capital account liberalization for the simple reason that the banks are the 

major financial intermdiaries and channel for capita) flows in many developing countries. This 

was, for example, the case in Korea and Thailand, prior to their currency a d  bankiig crises. 



Even where the banks themselves do not channel the capital flows, their interest rate and 

d t  potioies can bve major influences on the structure of domestic interest rates and 

financial markets, and thus the composition of capitdl flows. For example, wide bank 

depsit/lending spreads may promote foreign corporate borrowing; or the underpricing by 

banks of credit and maturity transformation risks may distort the yield curve, and thus the 

composition of cepital flows.qhere is ample evidence that allowing weak banks to expsnd 

their batance sheerts whether from domestic or foreign sources will lead to bPurkin~ c ~ ~ . ~  

Measures to address weal< banks would focus on capital adequacy, loan loss provisioning, 

credit assessment, liquidity management, pricing of risks, improvements in bank management, 

and increasing foreign participation. 

Where bmking sector weaknesses are not well perceived by financial markets, or 

where banks are considered to be explicitJy or implicitly guasanteed, so that the markets 

exercise only weak discipline on the borrower, there would be a case for more direct rnewures 

to Limit bank balance sheet growth, including controls on the banks' capacity to borrow 

internatiandiy. In such circumstances, it would also be risky to liberalize banks' aecess to 

foreign finance until such time as the banicing weaknesses have been addressed, appropriate 

'As a result, banking systems may not only be faced with problems of insolvency and 
illiquidity, but the underpricing of credit and maturity risks can inhibit the development of the 
longer-term markets due: to an underpricing of longer-term risks in the economy. Such 
markets generally account for a much smaller part of both total domestic financing and foreign 
capital Bows in emerging markt economies than industrial countries. 

'See, for ampfe, Sundararajan and BaliiIo (1991). 



wpNisary standards implmeneed, and concerns &out moral b 6  &dressed.1o SWar 

concerns may also arise when providing access by corparate borrowers to oversew finance, if 

the financial sector guarantees are perwived as extending to the carporate sector. 

m. M O ~ A R Y  ANQ EXCHANGE RATE POLICY A-G~MEMTS 

A simple but powdbl way of seeing the impact of fieedom of capital movements on 

monetary and ex ..lange rate policy is through the covered interest rate parity condition, which 

is the consequence of arbitrage between short*term domestic and foreign interest rates, and 

the discount on the currency in the forward exchange market. The covered interest rate parity 

condition can be written as follows: 

where e f - e  ' I, is the domestic interesf i,the foreign interest rate of the same Fd=-x loo 

maturity and F, the forward discount for that maturity, e" is the rate of exchange (units of 

domestic currency in terms of a foreign currency) in the spot exchange market, and dthe 

forward exchange rate on the date of maturity of the interest rate contracts. Thus, where the 

'ORegutation and supervision must be adequate and efhstive, yet it should also be designed in 
ways that will let private markets knction. Over regulation stifles the &cient fbnctioning of 
markets and can lead to m o d  hazard problems since private financial institutions do not take 
adequate responsibility for their adomi. 



foreign interest rate and forward exchange rate are predetermined, a country could determine 

the domestic interest rate or the spot exchange rate, but not both." 

With grm ter freedom of capital movements, short-term interest rates will increasingly 

be determined by the covered interest rate parity condition. An attempt to set both interest 

rates and exchange rates which are inconsistent with this condition could give rise to 

incentives for significant short-term capital flows. Thus, the capacity to assip msnetasy and 

exchange policies to achieve different macrowonomic targets will be increasingly constrained 

with the opening of the capital account. If monetary policy targets inflation, the exchange rate 

would not be fiee, for example, to be used as an expenditure switching instrument to achieve 

objectives for the current account. Fiscd policy could be used to influence the 

savingdinvestment balance to achieve such objectives but not monetary and exchange rate 

policy. Conversely, if the exchange rate is targeted to achieve objectives for the current 

account, or if the exchange rate is fixed, monetary policy would be left with little autonamy to 

achieve domestic stabilization objectives or to manage the consequences of short-term capital 

As regards the implications for the sequencing of reforms, the initial policy response to 

strong capital inflows with a pegged exchange rate has usually been to conduct sterilized 

intervention. However, such intervention involves quasi fiscal costs, and is generally of limited 

&itiveness since it serves to keep domestic interest rates high, attracting fbrther capital 

inflows. Pegged exchange rates have also led in some cases to an underestimation of the risks 

''Similar constraints on interest rates and exchange rates would apply in the absence of a 
formal forward exchange market. 



involved in foreign currency borrowing. Thus, as capital account libmdiz~ion has progressed, 

a rrumher 6f coun~ries have responded to the increase in capital flows by adopting greater 

exchange rate flexibility, as a way of reducing shorter-tcm capital inflows that reflect interest 

rate differentials. In some cases, exchange rate arrangements have evolved in a progressive 

manner with the degree of flexibility depending on the size of the capital inflow problem (such 

as exchange rate bands, c~awling bands, managed floats, and fiee floating arrangements). 

Some countries have followed strong nominal exchange rate anchors, which has 

required subordinating monetary policy to the maintenance of these anchors, and an 

auxptance that interest rates be allowed to adjust in response to the capital movements. Such 

anchors have helped to reduce rew-sals in capital flows due to unwrtPlinty about the exchange 

rate. Since the exchange rate instmment is not available to reduce short-term capital inflows, 

greater attention has been given to the adequacy of prudential standards, including to manage 

the risks associated with potential currency and maturity mismatches in such cireumstanr~s. 

Some countries have targeted the exchange rate (and hence monetary) policy to 

maintain competitiveness, and relied on fiscal consolidation to achieve domestic stabilization 

and to offset the effects of large capital inflows. However, because of the limited short-run 

flexibility of fiscal policy, the authorities have had to rely on other measures to deal wi~h more 

volatile capital flows, particularly capital controls. Generally, such controls are effective 

primarily as temporary measures. 

Monetary targets and instmmenb: Increased capital mobility will also have a 

number of operational implications for the design of monetary policy frameworks and the use 

of different monetary instruments. In the case of fixed or managed floating exchange rate 



regimes, the external counltvpart of money supply may become more voiatile, and the d e m d  

for domestically dcfurtxl monetary aggregates may become more sensitive to international 

interest rate differentials, and may shift as a result of the external liberalizlrion. AS a result, it 

may be more difficult to identify a monetary aggregate with a sufficiently stable beb~,vior that 

is capable of anticipating the evolution of other nodnal vouiiibles in the economy. Capital 

account liberalization, therefore, reinforces the trend toward the adoption of more eclectic 

monetary frameworks that is frequently a feature of domestic firrancia1 s t o r  reforms, and to 

giving more weigbt to exchange rates in monetary assessments. l7 

High capital mobility akers the effectiveness of differmi: monetary instruments in 

achieving the objectives of monetary policy. On the one hand, instruments that impose 9 high 

cost or administrative constraint on the banks-as is the case with creditm interest rates 

ceilings or high nonremuneratd reserve requirements-may be circumvented more w i l y  by 

disintermediation through the capital account, and therefore, become less effective. On the 

other hand, monetary instruments which operate on the overall cost of money or credit in 

financial markets m y  be transmitted more rapidly to credit and exchange markets and allow 

the centsai bank to intluence the decisions of financial institutions and markets which operate 

in its domestic currency, both locaily and internationally. The characteristics of the maj~r 

monetary instruments, and the effects of capital mobility are reviewed in Appendix I. 

12Such fiameworks includc. interest rate targeting in the short-term combined with mud or 
medium-term frameworks based on inflntian targeting; relianca on a wider range of indicators 
rather than a singls monetary aggregate; greater attention to movements in the exchange rate 
in assessing monetary conditions including in the context of monetary conditions indicators; 
and revisions in the targeted definition of money. 



While many countries have reduced, and some have phased out the use of reserve 

requirements in the context of high capital mobility, some still rely on them to influence the 

conditions that eqdibrate supply and demand in the market for bank reserves (bank deposits 

with the centrel bank)." Nonremunerated reserve requirements, however, impose a tax on the 

banks subject to the reserve requirements and thus encaurage disintermediation to financial 

iwritutions and markets which are not subject to the reserve requirements. A number of 

countries have responded to this potential problem either by remunerating the resem 

requirements at a rate fairly close to market rates, or reducing or eliminating the reseme 

requirzment ratio. l4 However, some countries have retained selected capital controls, for 

example, on the issue of certificates of deposits locally by nonresident banks to safeguard the 

effectiveness of their reserve requirements. The expectation is that by limiting foreign banks' 

access to a particular instrument, the extent of disintermediation would also be limited.'' 

I3When the central bank adopts a reserves operating frarnework, it may nevertheless seek to 
exploit the direct multiplier link between bank reserves and money supply. For a given level of 
reserve money, reserve requirements can impose an upper limit on the money supply where 
there is a non-interest sensitive demand for excess reserves. Reserve requirements may also be 
used to help ensure that the demand for central bank money is sufficiently stable in the context 
where the central bank seeks to achieve its monetary objectives by controlling short-term 
interest rates. 

'?he trend toward a reduction of the ratio of required reserves can be observed in dl the 
industrial countries. Where the level of the ratio is comparatively high, as in Italy, 
remuneration p t l y  offsets the tax element. In the United Kingdom, reserve requirements are 
no longer used as a monetary instrument. No reserve requirements are in placed in Belgium 
and Sweden. In Canada, arrangements in place amount to a zero percent ratio. 

"For example, Germany restricts the sale or issue locally by nonresident banks of deutsche 
mark denominated certificates of deposit with a maturity of less than two years. The measure 
is to preserve the effectiveness of reserve requirements by achieving uniform treatment of 
resident banks subject to reserve requirements and nonresident banks which aue not. 



Open market operations play a core role for the purpose of steering interest rates, 

managing the liquidity situation in the market, and signaling tho stance of monetary policy 

with an open capital account. In a context of h e  capital movements, the central bank is able 

to affect the conditions of both the domestic and external markets in its local currency through 

open market operations. Standing facilities, rediscount quotas and public sector deposits are 

fiequently used to support open market operations, particularly to guide interest rate 

movements, and transmit rapidly and clearly the central bank's message to market 

participants. Movements toward capital account convertibility, therefore, have been supported 

with the adoption of indirect monetary controls. 

Discriminatory reserve requirements: A fiequently used measure for reducing 

capital inflows, or changing the composition of these inflows, is to impose differentid rescrve 

requirements on short-term borrowing from nonresidents. Such measures are sometimes 

referred to as "Chile-type" measures because of their adoption by the Chilean authorities in 

1991, although they have a long history of use in other countries, such as in Germany during 

the 1970s. 

Non-interest-bearing (nib) reserve requirements raise the cost of borrowing through 

the instruments subject to the requirements. If r is the nonremunerated reserve requirement, 

and i/ the nominal foreign interest rate, then the effective cost of foreign borrowing to a 

resident after the imposition of the reserve requirement, i>, becomes:16 

'?he impact of the imposition of the reserve requirement can also be examined fkom the point 
of view of the foreign investor, where the impact of the reserve requirement will reduce the 
return to the investor ~fter account is taken of the cost of holding the reserve requirement. If 
id is the nominal domestic interest rate, then the return to the foreign investor after the 

. (continued.. .) 



The implernmtation of the reserve requirements will thus inweme the co& of foreign 

b~mowing to residents (or canversely reduce the return on  l o d  investments to foreign 

investors)., and therefore, reduce borrowing &.om abroad. 

Overtime, it would be expected that the interest rate parity condition would be 

reestablished. Following the imposition of the differentid reserve requirement, the domestic 

interest rate would be determined by the following revised condition: 

Since pi,, , the imposition of the differential reserve requirement would require either that 

the short-term domestic interest rate rise (?;>id or there is a fall in the forward discount 

on the currency (F,'+-d) . The latter could come about through a depreciation of the spot 

exchange rate. " 

''(. . .continued) 
imposition of the reserve requirements falls to id (1 - r). The subsequent discussion would 
follow whether the analysis is from the point of view of domestic borrower or the foreign 
investor. 

e f  
l7 F,=(- - 1 )x 100: Therefore, fw F,'<F, , with a given forward rate, the spot exchange 

e J  
rate e " would have to rise, i.e., depreciate. I f the  spot rate is fixed, then the whole 

adjustment would have to fall on the domestic interest rate. 



After the adjustments in the domestic interest rate (or the exchange rate), interest rates 

woutd again be constrained by the covered interest rate parity condition (equation (3)). The 

nib reserve rquiment  on foreigri borrowing would introduce a wedge between the domestic 

and offshore inwrest rates, and ceteris paribus, allow the country to have a higher domestic 

shorbtem intcrest rate with a given exchatrg,; Pate than otherwise. By allowing for higher 

domestic short-term interest rates the nib reserve requi;ement might also encourage a shift to 

longer-term borrowing by residents, and, in turn, could i~fluence the composition of flows. 

The latter effect would depend, however, on the resulting evolution of interest rates along the 

yield curve.I8 

If the differential reserve requirement is not applied comprehensively to all short-term 

sources of Foreign capital inflows, it may encourage larger short-term inflows through those 

instruments that are not subject to the requirement. This could result if the general level of 

short-term domestic interest rates increases with the tightening of monetary policy that 

accompanies the introduction of the differential reserve requirement, therefore, providing 

greater incentives for shortdterm flows through foreign instrume:lts not subject t s  the 

discriminatory requirement. 

Various empirical studies have sought to examine the impact of such instruments on 

capital flows and have generally concluded that they have a temporary effect, but one that carr 

be eroded quite quickly depending on ,,he scope of the controls, and the stage of development 

'@The implementation of the reserve requirement on shorter flows would have the initial &kt 
of tilting the yield curve to foreign investors by reducing returns on short-term imtnmmna 
relative to longer-term investments. However, to the artent that covered interest rate parity is  
reestablished, the effective returns to foreign investors would return to their previous level, 
and the tilting of the yield curve of returns to %reign investors would only be tmgomsy. 



of financial m k e t s  and insttnrmefiats. Financial derivatives which mit~itcture one type of 

financial tmsacrion into another have now become an important maim of circumventing wch 

reguiations, in addition to the more traditional channels for circumvention through instruments 

not wvered by the regulations. Over time, Chile found it necessary to extend progressiveiy the 

imtmments (;overed by its rsserve requirement to all short-term capital inflows in an attempt 

to avoid circumvention; arid the eff'iveness ofthe measures in Germany in the 1970s 

appeared to depend on whether they extended to corporate borr~wing.'~ 

IV. SEQUENCING IIBERALIZA~ONS 

Designing the pace and sequencing of capital account liberalizations is intended to 

maximize the benetits of the liberalizations while minimizing the risks of such liberalizations. 

The conventional academic view of sequencing emphasizes the preconditions for the 

Likralization of the capital account--achieving macroeconomic stability and developing 

domestic financial institutions, markets and instruments before liberalizing the capital account. 

On this view, apital account liberalition should occur late in the o v d  program of 

I 90n  the effectiveness of the measure in Germany in the 1970% see: Johnston (1983). A recent 
study on the dectiveness of controls in Chile by Soto (I997), finds that the reserve 
requirement had an effect on the dqmestic interest rate and nominal exchange rate which lasts 
for between a year and a year and a h a .  The reserve requirement significantly alters capital 
flow composition, leading to a relative decline in short-term capital flows. Ti& latter egect is 
prolonged over time, although no quantitative assessment is provided. Soto concludes (hat ". . . 
the impact of the measure is in the expected direction, i s ,  it reduces capital idows, keeps 
d o m d c  interest rates higher, depreciates the red exchange rate, and change3 the 
com+sition of  capital inflows. However, the economic impoPtance of these effec?s arc 
rninirnd." Soto's estimate are gmerally at the :anger end of the range ofesoimstes of 
effextiveness, see Gardoso md h r e n s ,  forthcoming. 



economic reC~rrrt.~ An a!tmnative vim? based I q e l y  on puiiticai economy cmrwidemtions, 

e m p h s s h  the constraints to r & m  md tho jimitea capacity of countries to rdom 

themsetves without pressures &om outside. Early capital account liberalizapion can have an 

impofitant catalytic role in broader mnomic refbmts, asld WI help overcorns entrmhd 

vested inter- that ~theRlvise) postpone necessary refarms. A middle view is that capital 

account f ibedi -, *# ~ u l d  be part of a concurrent, integrated and cornpre)tensive approach 

to overail r. mx~c\sonarnic and structural refirm. Thus, the coordination of specific reforms in 

the domestic and external sectors becomes the critical concern. The latter approach would be 

consistent with a slower or fitster p a c ~  for reforms; in the case of fbter capital m u n t  

libdizations, the concurrent financial sector reforms would also have to be implemente6 

rapidly. 

The bralance of benefits, costs, and risks of following one strategy rather than another 

will vary across countries depending on their starting conditions and economic objectives. 

Moreover, in view of the fiat that financial retbrms generally have effects on wealth and 

income distribution, the sequencing of reforms generally has a political economy dimension 

that fbrtha compf cates the sequencing of the rdonn. 

One approach that could be used to evaluate different sequencing strategies would be 

to focus on their contribution to the broad objectives of financial sector refonn, namely, tho@ 

of improving efficiency in resource mobifstion and allacation, and promoting financial and 

nacfoeconomic stability. Thus to the extent that a specific nd"rm improves resource 

- 
=See, for example, McKinnon (1991). 



atJocs;tion &ciency md helps to achieve, or at least h s  not undermine, financial and 

ma.mmmnomic stability, it would be d&able to undertaka the reform. 

Capital accaunt KbraliEations that could help to improve efficienuy would include 

thase that diversify bramdat systems by introducing new technologies and imstsunents, 

introduce new skills and risk mmagment capabilities, strengthen the capital stnrctures of 

ffnmci.ftt institutions, and promote competition for financial products. Such libraliwltions 

could iachtde incream! d'u:ect foreign participation in the domestic financial systems. The 

tibwalimtions of a w s s  to international capital markets could also improve financid discipline, 

where such liberalizations provide a catalyst to introducing new acv -.tnting and disclosure 

requirements, and incentives to revise out of date regulatory structures and weak or 

ine:Ebctive supewisory m g m e n t s .  Financial systems would also be strengthened by 

refoms that introduce new instruments for hedging rtnd rnanang risks, md increase the 

potential for greater diversification of firnding sources md asset distribution. The dwelopment 

of such markets may require a recapition of price uncertainty to begin with, and therefhe, 

depend on initial refoms to the procedures for determining interest rates and exchange rates. 

Libaditations that would fitvor the cltannels where regulatory systems are more dwelopd, 

governsn- is stronger, and concerns about moral hazard lesser, would be preferred on 

grounds of dciency and stability over the alternative channels. 

Rqp1atory changes that might not have such positive effexts in terms of the objective 

of efficiency would indude those that primarily support the exhting monopoly and ineacimt 

financial smctutes by providing cecces9: by the domiant domestic Gltancid institutions to 

foreign so-urccs of funds to the exclusion of their aestomws. Sidlnrty, lib-om could 



weakm financid s y ~ ~  where they enmurage greater concentrations in holdings of assets 

and hnding sources or concentrations of risks rather than po&olio or risk diversification, 

Although w i n  simple mles about sequencing capital account t i ~ ~ t i o n ,  e.g., 

liberal'lu: longer-term flows before short-term, and direct investments Mom portfolo capital 

flows, xpfe appealing, the practical applicat;ion of such rules is fieguently a rnqjor issue once a 

country begins to open its capitat account in view of the fiongibility of capital. As with other 

controls, the rnkntmance of restrictions on certain types of capital transactions may serve 

primarily to buy time to allow for the mom findammtal restructuring of financial markets. 

One of the compelling arguments for eliminating capital control:: is that once a country 

has begun to open its economy, capital controls are not very effwtive at achieving their 

objectives, and primarily create costly distortions. Such distortions include those assodated 

with the channeling of the =pita1 flows through financial internediarks that ate less regulated 

and more risky to avoid the controls, and which can have broader detrimental effbcts on the 

stability, development, and governance of the financial system. 

V. C~NCLUSION s 

Additional urgency should be attached to financial sector reforms when a country 

begins to liberalize its capital account, because of the pressures this will place on the dome,lfaic 

finmciaf system, and the i n w e  exposures to foreign exchange risks. One etement of such 

reforms will be to strengthen the environment in which markets can hction though 

appropriate regulation and supervision, restmcatrhg w d  financial institutions, and 

dksemination of infomation. The other atemmt, is the need to develop and implement policy 



insctnsmmts consifitat with hcneased crrpital AOWB. 3[he latter includes: prudmtial i-ats 

that dy mots on the oversight ofthe cappacity ofinsriMions to manage risks, and lws on 

msiiy ~iPwmvBlttd qumtitative or disdmimtory controls; indirtst or market bssed 

i n m e t i &  for monetary oonwol; and attention to the con&&ts on interest rate and 

eatchange rate policy imposed by increased capitat flows. 

Capital Rccount libelgaitafion is not an "all or nothing" affplir, and individual 

amponcnts of the c~it;ai account can be, and usually am, libcratiized selectively. The 

sequencing of libdizarions of wrnponentks of the capital account should iPe: 

urxclertdcen in support of the broader objectives of the financial sector rtsromq Le., to improve 

efficiency in the mobilization and the aUocation of financial resawccs, and to promote durable 

flimcid and macr&&lt;onornic slsbity, and thus in ways that can halp mtxbiish the 

pmcendithns for lbtber Libmom. 
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