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I . I ntr oduction

1. It is a great honour and a pleasure for me to be invi ted to make the keynote address

at this Thi rteenth Paci fic Basin Central Bank Conference hosted by the Banco de

México. The main theme for this conference, "Monetary Policy and the Structure of

the Capi tal  Account" is a very important issue for policy-makers, particularly in

emerging market economies. In this context, I am particularly happy to be with you,

because of my personal  interest in this issue as a former central  banker, and also

because one of my current major responsibil ities at the OECD is the management of

the Organisation's co-operative relations with non-member economies. The OECD is

progressively expanding its co-operative activi ties with emerging market economies

in the Asia-Paci fic region, many of which are now, together with OECD Member

countries, significant players in the world economy.

2. The liberal isation of international  capital movements can bring about significant

benefits at the level of individual  savers, investors and borrowers, at the level of

individual  countries, and also at the global level. It provides economic agents with a

greater choice of financial assets and liabil ities, foreign as well  as domestic, at market-

related terms. The expanded opportuni ties for borrowing and lending, short and long,

in competi tive and efficient international  markets al low economic agents to have a

better inter-temporal  distribution of their consumption/savings mix. Better condi tions

for settlement of trade payments, the granting and use of commercial  credits and



forward cover, and the management of assets and liabil ities structures can reduce the

cost of financing business activi ties, to diversi fy risks across countries and to increase

the flexibil ity of private business operations. For an open economy exposed to both

domestic and foreign shocks, the freedom of capital movements may provide scope

for a smoother financing of these shocks. At the global level, free international  capital

movements can reinforce the effects of free trade in bringing about an international

convergence of factor incomes and in realizing an optimal  al location of resources with

enhanced worldwide economic welfare.

3. In markets that are perfect and efficient, and in the absence of distorting factors, the

unfettered financial and economic decisions of individual  agents in the economy

should promote the public interest in general. However, if serious imperfections exist

in capital markets -- asymmetric information between lenders and borrowers is one of

such imperfections -- then the benefits of free international  capital movements may

not be fully realised. Worse than that, capital market imperfections can, in some

condi tions, produce strains stretching from the financial sector to the real economy.

Indeed, in the light of the recent financial crisis associated with volatile capital

movements which have been causing considerable economic, social and poli tical

damage in a number of emerging market economies, strong concerns have been

expressed about risks involved in unfettered international  capital movements

liberal isation. In this context, pros and cons of capital controls have come to the

forefront of intense discussion both among academics and at policy-making levels.

4. In this speech, I shall  discuss the condi tions for enjoying the full  benefits of free

international  capital flows and the importance of orderly liberal isation in emerging

market economies. In this context, I shall  review traditional arguments in favour of

controls on capital flows and those against them in general terms. I shall  also discuss

some selective restraints on certain types of capital movements into and out of

emerging market economies to achieve greater financial  stabi lity.

I I. Or derly liberalisation in emerging market economies

5. Several basic condi tions are essential to maximize the benefits of free international



capital flows and reduce the risks associated with capital liberal isation. They include

sound macroeconomic policies and sustainable exchange rate regimes as well  as well -

functioning domestic financial markets and flexible product and labour markets which

can help reduce the cost of adjustment of the real sector in the event of adverse

financial shocks. Let me elaborate a bit on these condi tions in the light of the recent

financial crisis in several emerging market economies.

6. The need for sound macroeconomic policy and condi tions is well  known.

Achieving and maintaining the envi ronment for stable growth is an important

requi rement for stable global finance which in turn contributes to high economic

growth. Having said this, the recent episodes of a number of emerging market

economies suggests that these economies with high saving ratios, sound fiscal

positions, 10w inflation and high growth, have often experienced large capital inflows

which create problems that increase their vulnerabil ity to an adverse shift in investor

sentiment.

7. The inflows add to inflationary pressure under the fixed exchange rate regimes.

When public finances are in a healthy state and the size of the government is smal l, it

will  be difficult to fully offset inflationary pressure by fiscal retrenchment. How about

the effect of offsetting monetary action? Steri lised intervention will  encourage foreign

creditors to continue lending, as it prevents interest rates from fal ling in response to

capital inflows. I shall  later discuss the role of exchange controls in achieving

domestic monetary autonomy and in al leviating exchange rate pressure associated

with capital inflows.

8. Countries such as Hong Kong and Argentina have successfully maintained a

currency board system for the past several years. But, for a number of other countries

with downward rigidities of prices and wages, the burden of domestic economic

adjustment requi red for the operation of a currency board would be too great to bear.

If so, some flexibil ity would be needed in the area of exchange rate management as a

safety valve. That said, the exi t from fixed rate regimes to floating could produce

turbulence in markets, unless the timing is well  chosen. It would probably be better to

shift from a fixed exchange rate to a more flexible regime when macroeconomic



condi tions are stable, in particular when the current account positions are favorable.

9. Much has been said about the importance of strengthening prudential  regulation

and supervision. The strategy of a number of banks in OECD countries of relying on

local banks ' in emerging market economies for the screening of borrowers and

channeling of credits according to their recommendations, did not work well , as local

banks generally lacked the necessary credit assessment skills and operated in a lax

supervisory envi ronment. Whi le this episode underscores the importance of emerging

countries' adherence to a set of 25 "core principles" set out last yet by the Basle

Committee on Banking Supervision, it is equally important to consider ways to

~strengthen the capaci ty of banks in OECD countries to conduct their international

operations with greater prudence.

10. Over the years, an important device for strengthening the soundness of banks in

advanced OECD countries has been risk-weighted capital adequacy standards. The

Basle Accord on capital standards in 1988 was a significant achievement in this

respect. But, recently, calls for reform have begun to grow. I shall  not go into detailed

discussion on this issue here, but let me briefly say that risk-weighting which assigns

zero risk to al l OECD Member countries' sovereign debt and a reduced weighting (20

per cent) for claims on banks needs to be re-considered in the light of recent

developments. I would also argue that means must be found to prevent capital ratios

from becoming unduly distorted by fluctuations in equity prices and associated

unpredictable changes in the valuation of unrealized capital gains counted as part of

capital. More generally, the Basle Accord should not prevent private banks' efforts to

develop and use their own models for measuring and managing risks prudently in

their banking operations. It is also worth emphasizing that countries need to apply the

Basle standards in a manner that is meaningful  based on their particular ci rcumstances.

The Asian crises have underscored that banks in countries undergoing rapid

liberal isation and de-regulation in their financial systems are likely to need to

maintain capital ratios significantly above the Basle minimum if they are to be

financially sound.

11. Wi th respect to the role of rating agencies, they apparently led a competi tive race



to the bottom in reducing ratings after the outbreak of crisis, but were not of much

help in flagging potential trouble earlier on. This is not to cri ticize the important role

that credit rating agencies can play in disseminating information and bolstering

market discipline nor the importance of improving credit rating agencies' abi lity to

effectively moni tor risks in emerging markets. However, a lesson from the Asian crisis

is that banks need to improve their own in-house credi t assessment skills so that they

do not become overly dependent on the views of the rating agencies.

12.  Having said this, I must add that rating agencies do not usually have access to

any more data than private participants generally do. This leads to the important issue

of greater transparency. The IMF' s Special Data Dissemination Standard and the BIS

data on bank lending are some of the important international  efforts to provide

relevant information to market participants. In addi tion, the recent report of the

Working Group on transparency and accountabili ty called for improved information

disclosure by the private sector, including data on the international  exposure of

investment banks, hedge funds and other international  investors. It also stressed the

need to broaden the public disclosure of data on foreign exchange reserves, external

debt and financial sector soundness.

13. The recent crisis has demonstrated the risk inherent in partial  and incoherent

liberal isation. When short-term capital movements were substantially more liberal ised

than long-term flows and enterprises' capaci ty to borrow abroad were severely

restrained, inflows concentrated on banking channels and the vulnerabil ity of the

banking system was magnified. Had liberal isation of financial markets focused more

on equi ty and bond markets, the banking system would have suffered less damage. A

more balanced approach to financial market opening also requi res putting appropriate

infrastructure and framework condi tions in place, including solid corporate

governance structures and improved relationships between the government, financial

insti tutions and business firms.

14. In their declaration of 30 October 1998, G-7 finance ministers and central

governors called upon the OECD, in consultation with the World Bank and some

regulatory bodies, quickly to complete its work on a code of principles of sound



corporate governance and structures by the May 1999 Ministerial  meeting. At the

OECD, a task force has been established in order to draft corporate governance

guidelines, based on best practice in Member countries. The aim is to identify ways to

raise the levels of transparency and accountabili ty of companies, and enhance the

current regulatory framework in terms of shareholder protection and managerial

oversight. There is also important work underway to further clarify the linkages

between corporate governance structures and economic performance, and what

precise policy adjustments are needed in different countries.

I II . Roles of capital  controls in promoting financial  stabi lity and development

15. The on-going crisis in a number of emerging market economies associated with

volatile capital flows has triggered debate on the rationale, scope and modalities of

capital controls. One traditional  argument in support of capital controls is made with

reference to the "second-best" principle of welfare economics. It has been argued that,

if serious distortions exist in some markets (which is particularly the case in less

advanced countries), then some "optimal" degree of distortions in the operation of

financial markets might lead to an overall improvement of welfare. Even proponents

of this view have to agree, however, that, from a public policy viewpoint, the "first-

best" solution to market imperfections would be to address the origin of distortions in

al l markets -- the financial markets in particular. I have al ready discussed this issue in

some detail .

16. A further line of argument accepts that capital movement controls are basically

undesirable but that they may nevertheless play a useful role in preserving domestic

monetary autonomy and exchange rate stabi lity at the same time. Over the past two

decades, policy requi rements in this area in advanced OECD countries had to be

adjusted in the light of the evolving exchange rate regimes and global financial

markets which increasingly impinge on the determination and transmission of

monetary impulses. Wi th a shift to the floating exchange rate regime and the rapid

development and greater sophistication of financial markets, and the attendant

growingly international  orientation of the business community in response to the

forces of globalisation, capital controls have been relaxed and then dismantled in



advanced OECD countries. Some OECD countries have, at times, rel ied on selective

control measures to al leviate exchange rate pressure associated with capital flows.

However, the introduction of new financial instruments has provided channels for

capital flows which are frequently outside the scope of existing control, and -- in the

face of greater substitutabil ity of financial assets -- it has become more and more

difficult to devise and enforce restrictive measures based on largely theoretical

distinctions according to maturities, nature of instruments and their links with trade,

commercial  or financial  operations. The very broad range of decisions taken by

international ly-operating domestic enterprises, mul tinational firms, financial

insti tutions and other private market participants highl ights the limitations of the

effectiveness of exchange controls short of restrictions so severe that they would

significantly interfere with normal international  trade, investment and financing

operations. These observations have become relevant to many emerging market

economies with their economic agents actively engaged in global commerce and

finance.

17. In addi tion to their overall ineffectiveness, it has been argued that capital controls

may at the same time cause severe distortions, as it is difficult to enforce them in a fai r

and even-handed manner. In particular, restrictive measures inhibit activi ty by

individual  investors and smal l firms, while larger operators can more easi ly

ci rcumvent controls because their business activi ties are highly diversi fied or because

they have indi rect recourse to a number of foreign and international  markets and

intermediaries.

18. Another important argument against controls is that the imposi tion of restrictions

on capital movements and the efforts requi red by the private sector to comply with

them -- particularly controls which run counter to market incentives -- may lead to a

considerable waste of resources. Government officials are requi red to devise elaborate

enforcement and surveil lance mechanisms and to moni tor in ever greater detail  the

activi ties of economic agents that are subject to control. Enterprises and other market

operators must spend considerable energy in complying with official  regulations.

Moreover, as the banking system is frequently used as a vehicle for enforcement, the

direct costs to the authorities may in fact represent only a fraction of the resources of



the economy devoted to the enforcement of capital controls.

19. Among a number of issues which have come to the forefront of public debate in

connection with the ongoing financial crisis in emerging market economies are those

which concern selective restraints on certain types of capital movements into and out

of emerging market economies. In this context, I shall  discuss the case for early

liberal isation of foreign direct investment flows and the use of control measures on

certain other types of capital flows. The debate on these issues is stil l continuing and,

without pretending to give definite answers, it may be useful to consider them against

the background of well -known condi tions for achieving successful financial and

economic integration I have discussed earlier.

20. Although sensitivity about foreign penetration in certain economic sectors

("strategic industries" in particular) continues to persist in many economies, it is

increasingly recognised that liberal isation of foreign direct investment (~DI) plays a

prominent role in their economic development. In particular, al lowing the

establishment of foreign companies and their participation in local firms can be

expected to enhance competi tion in general as well  as to increase the know-how and

efficiency of domestic enterprises. Simi lar1y, by removing hindrances for companies

to expand abroad, the longer-term possibili ties of exploiting foreign markets and

al locating international  activi ties more efficiently are also likely to be significantly

improved. Freedom of direct investment may thus substantially contribute to the

positive impact of liberal isation for the growth of world trade and the globalisation of

the world economy as well  as for the improvement of the overall al location of

resources.

21. The speci fici ties of FDI have often been used as an argument for a

differentiated ･ treatment relative to other types of capital flows. Clearly, several

considerations mi litate in favour of such an approach. Thus, for example, the

modalities of FDI control can include special procedures for screening, registration,

condi tional authorisation, performance requi rements etc. that do not lend themselves

to application to other types of capital movements. Also, from the legal point of view,

another difference stems from the fact that FDI operations are covered by an extensive



network of bilateral investment treaties (which in many cases are based on a broad

definition of investment, encompassing many forms of capital flows) aimed at

ensuring investor protection and providing mechanisms for dispute settlements.

Final ly, it is true that, from an historic perspective, such a differentiation has been

appl ied in practice, with FDI being often the component of the capital account singled

out for early, though not necessarily full , Iiberalisation. This being said, it is also

important to note that the lines of demarcation between FDI and other international

capital flows have tended to become more blurred. Although intuitively the concept of

direct investment seems straightforward, its operational definition is complex and

continues to present a number of grey areas notwithstanding the efforts to improve the

methodology by insti tutions such as the IMF and the OECD. At the same time, the

web of "financial relations" among the parties to a direct investment makes it often

difficult to disentangle the speci fic nature of certain types of transactions -- a problem

which has become more acute as a result of the wave of financial innovation of the

past two decades. As a consequence, distinctions that may be relevant from a

statistical viewpoint may not necessarily reflect the realities of economic relations and

it can be misguided to rely on them as a basis for international  capital control policy.

22. The financial crisis has revived interest in the use of selective controls on short-

term capital movements as a means of insulating countries from the impact of

"destabilising" international flows. This issue is certainly not new and, for example,

was the subject of intensive debate when European countries moved to a system of

full  capital account convertibi lity. Even proponents of restrictions in this field

recognise that there are formidable conceptual and practical problems that make it

difficult to devise "economically-sensible" procedures for exerting effective controls

on such flows. In this regard, a distinction is often made between the use of outright

prohibi tions and quanti tative restrictions, which prevent the execution of speci fied

transactions, and tax-like measures, including deposit requi rements, that mainly

impact on the cost of such transactions.

23. Recourse to quantitative restrictions runs against the principle of convertibi lity and

implies that the authorities have confidence in their abi lity to segregate certain

transactions or, indeed, whole segments of the financial market. I have al ready



reviewed the practical difficulties encountered in enforcing controls in the earlier part

of this speech. In today's financial envi ronment, greater substitutabil ity of financial

assets, new technology and financial innovations make it extremely arduous to

effectively enforce control systems that permit "desirable" flows while concurrently

limiting the scope for other categories of capital flows. Apart from serious concerns

about the effectiveness of controls, the growing difficulty of distinguishing among

trade-related, commercial , financial, hedging or purely speculative flows highl ights

the risks that recourse to quantitative restrictions may result in severe distortionary

effects that would over time impact negatively on the economic welfare of the country

concerned.

24. These considerations lie behind the emphasis put in some ci rcles on the relative

benefits of using "taxes" (e.g. through non-remunerated deposit requi rements) to

discourage short-term transactions and/or provide an incentive to foreign investors to

hold certain assets beyond a given minimum period of time. Through this system, the

freedom of transaction is preserved but its costs are affected by time-related

parameters t9 be set by the authorities. In view of its, by now, relatively long

experience, the case of Chile has been analysed in considerable detail . From the state

of this debate to date, two observations can be made. First, a recent study of the

Chilean experience has come to the conclusion that the evidence is mixed and, more

particularly, that the evidence on the effectiveness of the Chilean controls in reducing

the short-term external  debt is somewhat ambiguous. Second, it is important to note

that while the Chilean measures ini tially concerned only foreign loans, the coverage of

the deposit requi rement had to be extended considerably in 1991-97 so that by the end

of last year it appl ied to al l inflows that do not increase the stock of capital. This lends

support to the argument that the effectiveness of controls can only be ensured if they

become pervasive. Irrespective of the view one can have of the usefulness of these

controls as a policy instrument in "normal" ci rcumstances, the earlier experience of

some OECD countries with simi lar devices experimented with under the Bretton

Woods exchange rate system suggests that they are not effective when the riding gets

really tough.



IV. Concluding remarks

25. In this speech, I have discussed ways to achieve more stable global finance, with

emphasis on particular issues for emerging market economies. In this context, I have

reviewed some pros and cons of capital controls as means to stabi lise international

capital flows into and out of emerging market economies as well  as to ensure

monetary autonomy with exchange rate stabi lity. I have argued that orderly

liberal isation in emerging market economies is essential for enjoying the full  benefits

of global financial integration.

*  The opinions expressed in the text are the author' s own and do not necessarily

represent the official  views of the Organisation.


