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PREFACE
 

We are pleased to publish Financial Opening: Wh', How, Wien as the 
tifty-lifI in our series of Occasional Papers, which feature reilections 
on broad policy issues by noted scholars and policy makers. 

This paper summarizes tile inludings of more than two years of 
research by Dr. Bernhard Fischer, director ol tile Depart ment for De­
velopment Economics at the HWWA Institute lor conomrnic Research 
in Hamburg, Germany. and Dr. Helhmut Re isen, senior economist at tile 
OECD D'eveCopment Center in Pris. In their studies of successful and 
iiot-so-successfu l financial liberalizations. they have 1oun1dflaws in the 
conventional wisdLm found in development literature. 

Wily would liberalizing capital Inovenlents be beneficial? What 
are the risks and how can they be avoided? What ilpedilents need 
to be removed before refIorml begins? How should the process of capi­
tal account liberal ization be implemented? When should different 
capital controls be dismaInt led'. Why is tile timing Often crucial to 
suc'cess. Fischer and Reisen aiin" to answer these questions that are being 
rai seI With an increasing sense of urgency in countries such as China 
and India. 

Fischer and Reisen offer specific solutions and methods to help 
countries avoid the potential pitfalls of financial reform. They prioritize
which changes are inost important and when they mlust be implemented 
to ensure a successful flinancial open ing. 

This paper difers from most policy recommendations by advocat­
irng a sequential process of liberalizing capital aICCOLnts and by iden­
tifying the best time for each move. Officials who are responsible for 

/
 



designing financial reform in developing cotntries and economies in 
transition will find this paper particularly useful in achieving a financial 
opening that raises efficiency and growth while maintaining stability. 

Nicolis Ardito-Barletta 
General Director 

International Center for Economic Growth 

Panama City, Panama 
July 1994 
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BERNHARD FISCHER AND HELMUT REISEN 

Financial Opening
 

Why, How, When
 

In Mexico City, Gabarone, Prague, Seoul, and many other capitals 
throtighout tile world, the liberalization of capital flows and financial 
services have come to the top of the policy agenda. In fact, financial 
opening belongs to the most important and, at the same tine, least 
understood aspects of economric rel brm. 

At least three reasons can he identified for renewed interest by 
policy makers in financial opening. First, there has been increasing de 
facto opening of the capital acCOutnI: controls have become less effective 
as a result of growing integration of trade, financial innovation, and 
financial opening by other countries; and ten years after the onset of the 
debt crisis, credit rationing by commercial banks is diminishing while 
flight capital is being repatriated. Second, some countries have become 
subject to pressure in bilateral trade talks to open their financial system 
and let their currency float. Third, the Organization for Economic 
Cooperation and Development (OECD) Codes of Liberalization may 
constitute another reason for financial opening by advanced developing 
countries contemplating membership in the OECD, for the Codes con­
mit OECD member countries to eliminate any restrictions between 
member countries on current invisible operations and capital move­
iments. 

While the ultimate objective of financial reform is to increase 
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efficiency and growth, the ref orm process mIust be carefully designed 
to achieve these results. This policy euidclinc will explain 

wih' it can be beneficial to liberalizie capital movements 

how the process of capital account liberalization 
should be implemented 

when differcnl capital controls should be dismantled 

The rationale for the liberalization of capital movements will be con­
sidered in the context of the mixed reform experiences in both OECD 
and non-OECI) countries. While there is general agreement oii the 
desired results. the potential dLl~rgcrs during the opeing process tne­
cessitate careful examination of the timing of reform. We identify the 
most pertinent 111acrocConilllic and financial sector constraints that must 
be removed to1ensure the success of financial opening. The imiped imeints 
to Caital iaCCOullt opening should not lead to delay ill ef'olll: rather, 
they should colragC the irhplemenlation of' policies promoting fi­

nancial pope1nCss. 
The policy guidelines for financial openness will stress the need and 

suggest solutions for the 

establishment of solid fiscal consolidation and prior 
stabilization 

problem of findiiig the right monetary-liscal policy 
mix to dampen the loss of monetary autoilormy, with 
emphasis on exchange rate illnaCeielit 

building of primary and secondary securities markets 
for monetary policy imipleienrtation and financial 
stability 

enforcing of domestic competition to foster allocative 
and operational efliciency within the financial sector 

strengthening of prtrdeiitial regulation and supervi­
sion, legal, and accounting systems to cope with sys­
temic risks of financial systems 
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restructuring o'l the domestic bankingo svsteni to re­
]oVe exCessive h hdlMons. so enalline unlettered corn­

petition oil level playinglfields 

Most policy rectmul ndations tend to assumille that governments LSt 
li'eralize all capital controls siiinhtaiieotisly.Instead. this paper rec­
OIlnIleLdS---hased partly on ()1k('1)counrI eXperience--a sequential 
process oIfcapital accollt librerli/atioi. All ihe out.Set. important dis­
tillctitns o caital cotrols. such as wether the\ ipactin on capital 

i! tihmtllo\s.illlhhm or ,h(l-lttici or lni-tcrtl (sustainable) lows, bank 
0- ntinliank relationiships. have tobe rCcoLNIi/Cd. WeV idCntily the best 
tilh 1.I' capital accOtiIt lib'ralI1[itIo l]e;suel' illview of ' each 

.
I .l'L!'.l',I IIIICI IHIctII t ) theiliC oII aid doiiestic fiian cial sector 
lp2ift)rniilce )'UC\ioLisl\ Oltlilnld. The ajil is Iom,otid disruptiot and to 
lnsIC that financial olpennill uitiilate objcctives: raiseaclic\cs its t 

eCtli cl'\ Mitl 1L!IlII %\itHlOtlt CL(Illl'ilmll i uileslability. 

W~hy ILiberalize, and W\hen 

f)in'.imntJi capial C1tltr1, is generaII presiied to generate ec­
ittiliC I I'litsl Irotieli cIOss-rde pl-rtli hdiversification inboth
 
assets and liabi liti,.s
anid Icr,.a,,.d oI)pr'tunilie.s for intertemporal trade, 
h\ iJpt)i"i, Imaiicccolloillic discipli .,(itnaial i z ei;.tI s id 
iroth 11hCi1 lt'1,112 aIoltin e ffcTic \,.less of Controls iseconomic ile­
\clopirllenitproceeds. IasCd Oil ,0,1 disml libeaIiiathi expIerie.,ices" 
hl0meew,e llst ecolnlolists L'cco~liliienld i late of the capitalo pen11inCl 
ICCOLIIlI illthe ICl.'oIll process. 

The rationale Ior financial opening. AIlowing port fIios ill assetsand liabilities to be diversiflied across borders enables a contry's bor-

IlVCr Costs and its 
risk-adIustCd Ieturns. Benelits 

iOtweirs toflind uindjiIIr savers irospects for higher 
rlm1increased competition umay be even 

m1o'e iImportant than static 'ais Froll financial ii1tegratitn. If opening 
breaks ol gipolistic markCt structures. competition amt11lon1g financial 
intermediaries will be intensified. Intermediation margins are squeeled. 
costs of finds to borrowers decrease, anid IretunS to I.ledel's i'ise. Ill 
addition, transaction coCsts for nonfinancial market participants decrease 
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because of1 the dissemination of financial innovation initially developed 
in other counlriC,. The quaIlty of finnciail assets inct'CasCs as a t IrC.L 
of the Lreatelr liqu( idity due to the de\'elopniict of deeper market, with 
well capitali/ed market particilplis. t loimogetous pricing. as well as 
betterl t,11Io1 1i1gin ternis of liliditV ald special rp oe instrllnlllls. 
takes place thlugh2separation. hed'int, and risk spreading. For c ­
ample, a Korean illVcStor. whose 1p01ttl')li( is confinCd to Korean asscls. 
runs more risk than one wk 1iver1itCrnational assets. Theho can into 

couter'opart is the I*)rui-n investor who llas some of his portlolio il 
Korean assets. Sitce intermational trade in financial assets is larscely a 
wholesale market. improvcd as ct quality and risk diversification mainly 
beunefit isltitutional inestors,. such as pension funds (Reisen and 
Williamson I )4). 

E.'conomists artlC that aMis firom intteremporlal trade occLIi bccause 

titmie anld liquidit\v pl'erncs differ across countries. What does that 
leal? It lleals, Ior example, that agingu, economies tend to post excess 

Sa\'lngs and. Ince'. a sUrlslin hl blie ofI payellnts onlalance cHrent 

accoLtilt. w,hich thve will run Lowvn later (\vhln oldl in the lOrml of net 

inllows. ()r. a cotilvll\r that receives, a temporary shock (such a.s had 
hallrvess) w,ill preflr to run a curent iccUnt deficit to Smooth con-

Sumption o\cr ime. instead of keeping, consunlpti at all lime1scqlual 
to current income. ()pCnin.g capital markcls rCiC\Cs such liquidity 

constraints. 
Capital controls have often been used to preserve iollnetary auton­

omy\. With fulV floMiuc Cxchauc rates. the nomill money' supply can 
be controlId at any desirCd IC\cl by the central bank. and balance of 
payments adulistinient is achieved. in the n.in throuLgelXCIange rlatC 
movements. Ilence, national molnctarists cl1inm that the governellclt Canl 
Cenjoy siiulta ctislv both nmltarvltl'V indCpCndciCe al external hal­
ance. providCd they aCCCpt a ipur lloat1 ltheir culrrencv. Insuch i world. 

exchanle controls arc obsolctC. When the exchamnc rate is fixed in 
110111tl terms and capital is freely mobile. monetary policy indCpC11­

deunce is lost. Those inlf.or of alo~lisli exchange COntroIls trg"ue that 

such p)olicy ll dCI)ndndce is actually undesirablC: inflaltiOnary policiCs 
bCcomc ultenalc with icC capita11l flows becausc capital flows abroad 

and official fbrCi n exchalnc reserves rul dry. AS a rCsult.. Cater 

discipline is imposed on both mo1etary ald liscal policy. FtundamnCtal 
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imbalances are never inevitable and capital flight provides a clear si.gnal 
that policies must be changed. Conversely, when controls over capital 
inflows arC used to Illaintain an undervalued exchange rate, large current 
account surpluses alLd the of foIetri. rCsCr'es arebUildtip exchange 
likely to pose pflicy IroblemNs. Openin. tihe capital accouLnt helps 
dampen inflationary pressures arisin.e from any ilnbilily to sterilize 
excess liquidity. The abolition oflcapital otllow cotMrls prt\'idCs new 

tito lplor Is to in\'st, tLus raisi rI'tuln to (owel')le Ihe inVestlenltilat 
homenc and (hinghcr investment abroad. 

Disnanlling capital controls is ofite11LndCrstood as atmleanlS 1to.sienlI 
the goverIminilt's Comlitnment fl Comprehensive ecollollic reolmll
 
Those who kpt for an early rCliloval of capital controls in] the refolrm
 
prowess want to reduce the costs of structural adjustment by relying on
 
foreign capilal durin- the trallsitioll. They ;!!so point to political con­
stirints and vested inlersls that resist relorm and Ilink of early capital 
inflows as an Ilmportant ally l,0r the groups interested illliberalization 
(Lal 1987). 

There is a close link bCt\vecn capital controls and industrial pOlicy,
 
which is often implemented through go'vernunt credit allocation. How­
eVerI, ;Iscouries Imove fI an early to alladvanced stage off devel­
opiient. the industrial policy rationale for capital controls gradually 
fades away. As contriCs Mo,e up the p'o)dlCt cycle toward more 
complex and sophisticated gods. governments are less likely to pick
 
winners hetter than the market and more 
likely to saddle the domestic
 
banking sVsteil with lnlnerftOrmin.g loans.
 

0)n a iore pragmatic 
 note. disillusion over the effectiveness of 
existing capital contles mayt be another reason for disiantling thCm. 
(Growine tiade inte(ratio aid the increCased p'e;emIcC of multinational 
businesses produce closer financial links. opening up many wa's of 
circumventing existing-cIntrols. by unader- and tverini\'tIcing of export 
and import Contrl'aIcts, bv transfelr pric'ng policies of mltinational 
companies, and thrmgh leads and lags in the settlement of commercial 
transaction ( Mathiesom and Ro.jas-Suarc 1993). Financial innovations 
resulting in Sophisticated fimancial products and progress in telecom­
tllunications have also undCrmninCd the effectiveness lOfcapital controls. 
Capital con'rols have becolmc partictlarly porous for individuals and 
businesses engaged in foreign trade, while oilfinancialcontrols 
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usuaWly 'fe 
cr1 lllinate across sectors and May well not produce tile desired effect. 
Yet their ver existence nuht cener'ate Lnceltaitlly about the possibility 
of flurther tighltelig and thluIS stei capital illlows and indluce otliows 
beyond the lcv\el envisaged by the authorities. Tl;s, the quest ion is less 
whetler to liberalize capilal flows, bul when. 

institutions are LI ect iVC. ConsCquently, capital controls dis­

(;oodb'e finanicial re'pression, hello finanial crash? Thi, catchy 
title of' a selmilla] article b Carhos l)iaz-,\leai'r (I Q85) tcstilies well 
to the lack of' enthusiasm alliollu most r'm'colloillits a rapid Ierlegu­
lation of capital moveintn,.Also Fasteru llurtopcan reform countri._'s 
arC ad ised 1t Co trllCIIItl'ate o) achiC lCCo nllltt ilityit1 Cutrrtl C lbC' 
alld to treat capital tccotunt con\'ertililitv as a luxury to he pOstp)OIeLd 
until the comlelltion of reconstru(Iction (el'Urgstell I990).and WilliamnSt 
That !Htl C)ilsllllts," l penin.g of the capital aICCoultrecomenld oiII 

in th1c rfCno p.'es, is based ol liberaliati n exeriences such as 
witnessed in ('file and Newv Zealand <Table I 

Asset \'alUeS. such as sIreli,' initiallpt's. soMrd in response to the 
liberali/ation of capital transactlions in (hile in I978 and New Zealand 
ill 1984. AtliotiWh the economic Cforms Undertaken bv Chile and New 
Zealanl had most teacicng until the tranlsforimuatiol oc­been tIme far' 

,crtel in th li'e\ lOti " socialist COutrties,, the de'egultion off capital 
transactions led to serios pmIl',eiCIs. In Chile it resulted Ii capital flight. 
widespraC;d lIan def'aiilIts, bank crises, a kill in manufacturing ottput, 
and illassive tnll o, :nell. were reintrlo-Capital Controls evetllytiI\ 
duced. The libCr'ali/ationl flitsco was marked by lM'sistntlt interest rate 

differentials (leading, to massive capital inflows), overvaluatio oflthe 
curirmenIc\ (causing a ariro\ lg +oflpiol1t margins in industry and airj­

ctultue.), and thlsecolse of' man,11V ficical institutions. New Zealand. 
which comblfined a suldtnlC dei'egultito Of capital tranIISaIct ionlS with a 

pure Iloat of its currencv. shared Chile's experience of a hea vy' appre­
ciatio of, the CuItelncy in iCSI oIISC 1t0 monetaly ii.,tenilg. Despite 
strimneent fiscal discipline, the stabfilizatio costs were above average in 
both countries owin to the Overivaluatioll of the curr'ency, which had 
a lasting adverse effect M fomreign ti'ade (.hou.ard and Reisen 1992). 

Thie attiud Of ecoinolniStS towaids the dismanlling of' exchange 
controls was probably most influenced by ChilI's experience. where real 
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"I LF I 	 The Liberalization of Capital Movements in Chile and
 
New Zealand
 

Exchangc Interest Growth Share Bad 
Year rate, rate ratec pricesd loans' 

Chile 	 1978 100.0 22.0 8.2 100.0 ­
1979 101. 1 10.3 8.3 190.3 ­

1980 118.4 14.9 7.8 283.6 1.2 
1981 143.9 38.3 5.5 196.4 3.3 
1982 130.0 16.2 - 14.1 140.2 4.1 
1983 106.) 2.9 -0.7 95.2 8.5 

New Zealand 	 1984 100.0 8.5 5.0 I00.0 ­
1985 101.8 8.0 1.2 101.9 ­

1986 103.0 4.9 2.5 153.1 ­
1987 118.9 5.2 (1.5 154.2 ­
1988 126.9 9.1 -1.4 91.4 ­
189 2110.4 5.6 1.3 96.2 ­
199) 116.8 5.3 -1.3 78.3 -

Niml s: lDah = uota',aiklael. 
1. IlldfC\of thelt. cwthall l illth.'\Ial %,.Cighttet atw.A,list oft [lie telc,,appreciation. 

t 	 illn (Chile. oc:l hill ic t11.Real leI lllic, trc..,tlr in N wc Zealand. 
,

C, Ri LioN% Ilalilonalpltotiucl. 

d. In1dex.ladlu,1Idfor inllmtilm.
 

C.A\',p,.x llhlyColltotalla/ll..
 

INF: Intc I Iiiri IuFilci iS li.tic. 

Iitll)
 

SIll R( I s: 	 a oitl I W ashItigIn. D.C.. iarious y'cars: Morris clat. 

interest rates remained extremely high, even after the deregulation of 
capital movements. According to the interest rate parity theory, do­
niestic interest rates should have fallen toward world market levels. 
VariOlS ilcroecononllic and iacroecoooniic explanations have been 

pll forward to 	accoLunt for this lack of convergence: 

First, there was a dramatic increase in credit demand, 
triggered by the supposed wealth effect of overall 
liberalization and the improvement in private property
rights. 

Second, the secgmentation of the domestic credit 
markets prevented interest rate arbitrage between 
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specialized credit institutions and sectoral uses of fi­
nancial resources. The spread between deposit and 
lending rates did not narrow, owing to oligopolistic 
price setting. 

Third, inadeq uate banking supervision and excessive 
interlocking ownership between banks and firms led to 
an accumulation of nonperf'orming loans. The banks 
subsequently raised interest rates for good borrowers 
in order to compensate for losses. 

Fourth, bad loans led to further distress borrowing and 
generated additional credit demand. 

Fifth, forein lenders and domestic residents perceived 
the heihtened exchange risk resulting from the in­
creasing overvaluation of the currency and demanded 
higher yields. 

The liberalization of linancial transactions wis f'ollowed by a substantial 
real appreciation of the currency. triggered by the massive capital 
inflows due to persistent interest rate differentials. The attempt to sta­
bilize inflationary expectalions by announcing fulure rates of devalu­
at ion that were below carrent inflation rates (active crawling peg) ended 

in a real oerviuation of the currency. Anchoring inflationary expec­
tations to the exchan,,e rate backfired: capital inflows were far greater 
than the central bank could sterilize and weakened fiscal and wage 
discipline. They there fore undermined the central tenet on which the 
anchor approach was based (Corbo and de Melo 1987). 

Ohe1r country experiences indicate, however, that financial opening 
can be benelicial, although it always involves substantial risks. Propo­
nents of early capital account liberalization point to the experiences of 
Malaysia and Indonesia. Singapore s financial center has traditionally 
been to Indonesia and Malaysia what the in fornal credit market is to 
so many developing con tries. I-fence, capital controls could not have 
been effective in these two countries. The Indonesian and Malaysian 
authorities have been successful in fostering growth, diversifying ex­
ports, and keeping inflation at low levels. While open capital accounts 
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have certainly imposed restraints on liscal and monetary policies in both 
Indonesia and Malaysia, they imposed a healthy discipline, notably on 

o 'veinmet budeets. which maintained macroecoromic stability (Rei­
sell 1993). 

The sequencing ofl' in Ilndoesia defiL.s all ortiod,,., estab­reform 
lished il tile develolmlent litcrature. 'he capiCta accOLnt was opened 
first (1971), trade was gradually liberalized in the early I980s. interest 
rates weie freed in 1983, and institutional aspects of thC financial system 
were dereilated in 1988. Only since then does one oIbser've a pattern 
of events laiiiiliar rlo other refori episodes (illboth OECI) and 
nonl-O(I) countries). which can bhe Stvlied as follows. "True" fi-
Mncial relorni relieves the existinluc litfuidity constraints for consumter 

and construction bOrtw+ing. RisiIg prices pro)duce a p)ositiVe wealth 
efIfct, further raisinc dCmand for credit. lventuallv, tle ceItral haink 
worries ahout risinII g 1110one\ supply and tries to stahilie the price level. 
Interest rates rise and Companies borrow ofsllore to avoid high interest 
rIte-,itholinc. The Counlltry/S ctlrrTelIt ICCOLIIIIt delici rises, bil aIrisiil, 

country risk premium is not suflicicnt to curb ofTshore (distress) bor­
ronWII. If the central bank sustains itS stabili/atiOn progra.i real ac­
tivity shlows dow., tnveilinc the first busines.s failures. Banks now lind 
oLt that 0111 01.1se16 flul an1d 1th th aile\''erexposedof their s +e dotm V 
in Somic areas. typically ilhalf-cmplt real estate. (Olylnow does tile 
2..el'lllilellt stall to worry about hank supervision alld prudnteial reg­
ufation. 

It is worth noting some institutional explanatiolls For1-Malaysia's and
 
IidtMesia's success inkeeping inflation low and exchan ce rates cotii­
petitive ill spite of open capital markets. in tile past. boith governents 
cottrlled itlarce shtre of lOreion exchaiice catlincs frofn oil and -as 
exports. These could he used to counLeract movements in the private 
capital aCCoLut o tilecoMntry. Oti tile odler haid. until recently the 
Indonesian private sector in partiCeta lacked creditworthiness illti ff­
shore iatrkets. (o0Will g exports have allowed Indonesian comtpanies to 
caiti international credit standin, while the ,o\enlnlt share ill flreicn 
exchange has been shrinking. These developments increased tileneed 
to tlialiiptlate the liquidity of tiledomestic banking system. 

Itl sLIch a situation, it helps if the central bank of tileless developed 
couni try (LDC) cOmmartls a Ilarge share of domestic linancial assets, 
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either through state banks or through publI ic enterprises i"the latter run 
ilhinncial surpluses. Recently, tile IlndonesiaM atuthorities withdrew lar' e 

amIllOLlntS 'rom the bank deposits of, state-owned companies and used the 
funds to buy Bfank Ihnd.nesia cCtificatles. These ua.n1tity-oriented di­
recti yes (aIs otpposed to price incentives) to reduce dornest ic credit hatve 
been efTective (thoughl tiot efliciCnt) in dI'ein.g the IldonCsian rupiah. 
In Malsia. titistitions such as the ElohleetProvidCnt Fund (which 
holds 20 percent of domestic finatncial assets) have Also phlVed a crucial 
role in the uianaIX1enItenl of' doHestiC liquidity. This did not prevent at 
sharp recessiton it the carl' I980s 1roml1turning into a generaliZed 
financial crisis. Ihese events gealvaniied the cOVC'llllClt. SO tha.,t Mi­
laysiai noMw sCrveus as a model for bank sutpervisiol anod prudential 
reguhltion. 

The CVidencC of' finMcial fraci litV in the rel'otrig countries does 
not necessarily imply that financial crises are the inevitahle price of* 
financial liberali/ation. Tie causCs o1 financial crises ha've been man­
i'old., ircludinr, severe external macroeconomic shocks, extremely hih,, 
real interest rates, Imprudent or traudulent behavior of hank manage­
meit. inadCquLte rCgultiol and supr\'isiul of financilinstitutions. 
deposit insn', cC, ne\ entrants with no hank experience. and concen­
tration thrtough conglomeratc takeovers. 

The f'ear of fiirMrcial ilstitLtionl f'ailurec hats sloVed the prVcCss 
of financial opening in economics such ts Korea and Taiwan (Reisen 
and Yicis 1993). Their tholltrities take a cautious apprOarch toward 
capitall accout opening. in line with the experience of marry OECI) 
courntries. Indeed. the OIFCI) countries move toward financial market 
integration has been neither straihl'torwatrd riot1 unifoWm. DIrriig the 
Bretton Woods period (up )toI 973) with fixed hut adljustnahle exchange 
rates. only at fewV countries such as the United Stltes. Canada. Ger­
many1 and Switerharid otperatCd '.,ithOlort significant capital controls. 
Durrit- the I 960 s aIId I97()s even Iibheral ()LCD countries continual ly 
resorted 1o capitall contiols. A well-known example is the interest 
eqtualizanion tax. which the United States introdurcCd in I 964 to deter 
catpital otflows. Wideslr'Cad rIetasure.; to defend exchalnge rates and 
aurtonim1ous monetary Pil tin Woods days includedlicV duringIh' etton 

dual exchan .e rates. closed-ci rcuit paVniients channel s. arid restriCtions 
on the ovenrall foweigl position of finarrcial institutions. Long after 
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the breakdown of the Bretton Woods system, a umber of countries 
still introduced teniporary measures to dampen capital inflows, fbr 
example, Japan, Germany. and Switzerland in 1977 when speculative 
pressures developed against the U.S. dollar and Spalin in 1990 to 
dampen tile rise of the peso. It was only durng tile 19,80s that the 
miJority of OECI) countries achieved comprehensive financial open­
inc. Even today, several ()-OCI) couintries mal ntai ii tight restrictions on 
foreign assets held by pension funds and insurance coinpanies-effec­
dvclv acting like controls on capital outflows (Reisen and Williamson 
1994).
 

Financial opening of most OFCI) countries has been gradual 
(()ECI) 1993). A speedy transition from rather restrictive to open 
financial regimes occurred only in tile United Kingdom i1979). Aus­
tralia (1983). and New Zealand (1984). These countries first tried to 
maintain monetary atonomy through a pure Iloat of the exchance rate. 
They finatllv un1tde'sto(od, how\ev\er. that at reCime of" purely floating rates 
does not reduce economic interdependence with open capital markets: 
it ol,' alters the form of interdependtencC. The stylized cxpcriencc of 
financial opening. accompanied by a pure float of the exchange rate, is 
overshootinii exchange rates Iollowing stabilization, which burdens 
export perl'ormance often with persistent effects. Japan. by contrast, 
represents the gradual approach to financial openillg. Maintainimc ex­
tensive restrictions when it joined the ()CI) in 1964. Japan gradually 
removed its capital controls durinig a period thai lasted until 1980. First 
to ,o restrictions f'orei direct investment, trans­were on ,n securities 
actions, and personal capitA iloverneits: then real estate operations. 
Japanese direct investments abroad, and commerci'l lending, were lib­
cralized: linally, all remaining restrictions were reimioved in )ecenber 
1980. The process of cradual financial opening was achieved in most 
European OI+CI) countries in the second hall'olthe 1980s. rellecting the 
efforts by the iuropean Conimln ity (EC() to establish complete freedom 
of capital movements across EC ielrbelt states. 

The country experiences Sulm nari zed here--in larticuhIanthose in 
OFCI) and Asian countries--show tha.t capital accounl opening does 
not inevitably lead to real exchange rate appreciation or to financial 
crash. Much depends Oii tile timing of capital account opening relative 
to prerltequisilc institut ioiial and policy measures. 
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Timing or reform. What are the indicators availahle to the policy 
maker with Which to judge the appropriate 11101115et J0r opening up the 
capital acccrlit? A llajlor rationale for liberalizing capital flows in the 
OECD areas was the move to generalized exchange rate floatin in I 73. 
At that time, the (now discredite(l) mnajority view was that flexible 
exchInIge rates Would buy econoic independence. ,ndeed, a number 
of' OECD countries dismantled most of' tile temlprary restrictions 
(mostly on ilflo\ws) they haild imposed during the final years of, tile 
IBretton Woods systel. Ihose countries that maintained controls were 
increasingl y disillusioned oVer their effectiveness. 

In parlticular, the dismal peM'rnance of' the Southern Cone coun­
tries has pr'VIded tilepolicy rnaLrs in de\'elpi ig countries with more 
lessons on tileappropriate timing of' reform (,dwds IItf9 ).There is 
little disagreement ill the so-called sequencin literature (on how hest 
to sequence dilfelrent reform steps) thll sbliliioatnl bothliscal and 
moneta.try, as well as domlesticlinanlcial liheral i/atio. should precede 
external lileraliation. Ilih inflatiol reduces !.heinf'tlrmatioll conltelnt of 
prices. so worsening thle allocation of' resources. I:xcess delald. re­
sulititng ill unsustainable currenIt accoLunt delicits or excharIge r'ate fluc­
uaLtions. reduces the crCdibilit\ of liheralizatintl Ireasures. The prohlein 

of' weak 2.over'nrlIent illlCeS ((lten implying a weak tax ef'f'to' in 
develping countries) has to be addressed fit'st to o)\'iate tileneed f'or" 
domestic finallcial repression. 

Many ecoionists have been coricerned .boutL real exchange rate 
overshootllng tlhat may occur during the liber'aliZatili of' the capital 
acCOUlt nllLd risk of' fallin, oUltput illthe naf'aCclturine seclorthe 
(deildirstr'ialiatiorl) (McKiimoi I991). Since capiral markets in de­
'eloping countries are far' from per'fect. teriiporary apprecialionl causes 

excessive inv'est mert (which is costly to reverse) ii Ile nontraded sector. 
Another olb.jection toiearly capital a.ICCoLUnt liheralialiori is unr'elated 

to exchariee rates. As loi, as distortions in doiiestic Colnlodity mar'­
kets prevail, capital inflotws into the dIis,,rIteL ecounomy may be imris­
eriziig (Brecher aid l)iaz-Alejandro 1977). Thus tIlereduction 01' 
distortiois shoUld precede capital account liberali/atilor to prevelt for'­
eigrl capital frori fl,,'i1i12 into irdustries w'itllhigh private but low social 
profitability. All these coinsider'ations lead to the mainistreamn advice that 
stabilization, dorimestic price der'egu"l ation, financial sector ref'orm, anrd 
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foreign trade liberal ization should all be well tinder way before the 
capital account is opened up. 

One deficiency 0f tile sequencing literature is that it is apt to 
discourage liberalization and to ignore policies needed to prepare the 
ground for succCsSful opening. The nature of the capital controls is 
rarely specified and no distinction is ImLC betwe'cn in flows and outflows 
of capital: it assumcs that countiriCs have to liberalize controls on both 
ottllows and inflows simtlltanoCsiy. A second resCr\'ation aboLt the 
SCtlucucin]i literature is that it stems from the expcriencc of countries 
that liberalized at a time when ftnls were in abtndallt supply on the 
international capital markets. The ,,C(Uncin literature also i-norcS the 
political econoly of reform. Any move from a restricted to a liberali.ed 
financial regime inIplies a rcdistributioL oIincome, rents, decision­nlld 

making powers. Therefore, it is likely to mect opposition from the 
aflcCtcd gro ups. such as fav\orcd borroVers ulCr domestic credit ra­

itled to Subsidi/cd forCigi 
enjoyin a comfortable life as a national monopolist. 

While the SCluencing literature has idCntilied prconditions before 
capital inflows should be freed, Williamson (I 93)ha, discussed a 
separate set of preconditions for liberali/ation of capital otlw/Io.n. Policy 
makers illdCv,.el oping coiltrisC often worry tiat liberaliving capital 
outflo\Vs Will reducC domestic investmCnl. \Williamson noted that the 
liberalization program should not be gutiLCl by any' atten ipt to fine-turne 
the capital account. More findamental are appropriate criteria birlib­
eraliing capital flows: (I ) investor conlidence in the perlanence of a 
policy cgimce respecting their propcrty rights, in older to enable coun­
tries to borrow in difficult times and to smooth out cyclical shocks: (2)
adequate lcxibility of policy instruments to cope with a high degree If 

tioning. cona tpalis uet exchange. and banks 

capital mobility, meaning either a willingncs to accept a flexible ex­
change rate or a detree of flexibility in fiscal policy: and (3) arranoe­
ments to limit erosion of the tax base implied by capital ot flows, by
allowing developing, countriCs access to tax information-sharing agree­

ruents tieCotiatel by the ()Cl). 
This paper advocates a positive strategy for capital account liber­

alization. The first step is to identily impediments to liberali/ation that 
must first he removed, disti nguishing salient characteristics difTerenti­
ating such impediments in advanced developing countries and OECI) 

http:liberali.ed
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countries. This leads to the identification of institutional and policy 
measures that must precede reform in each group of countries. The 
final section outlines the appropriate sequencin" of' capital accoLnt 
liheraliz-ation, giving special emphasis to the interaction between the 
prerequILisite institutional and policy measures. on tile one hand, and the 
seqileitial open ing process on tile other. 

Macroeconomic Policies for Financial Opening 

Once governments opt for financial openiig. their initial task should be 
to identify impediments to liberalization that lust first be removed. We 
will try to assist in that task by emphasizing macroeconomic inmpedi­
ments that are typical for advanced developing countries (and which are 
often overcome hy OECD countries). The identification of such imin­
pedi ments helps determine the pol icy measures that should precede 
reform. Fimily, there will be some consideration of the appropriate 
SCitlellcillg of capital account liberalization in light of the progress 
achieved in inacrOccO imO ic policy pc rforima lce. 

There are three characteristics typical (if deVe Opiln countries that 
ma pose a parteiclarlv important iml)edimnient to the dismantling of 
capital controls on imacrocconon ic ,lOtlnds. First. regOlfar tax effort is 
often weak ild replaced hv tile repression of tile domestic finimcial 
system. Second. since poor doniesic markets result in a high dependence 
on world demand, developing ceuntries rely Oil capital controls to pre­
vent undesired alpreciation in the real exchange rate. Third, domestic 
securities markets too shallow for indirect monetary control and fragile 
international credit sai mliigs work agaiist the smooth absor'ption of 
shocks. This chapter discusses each of the three impediments in turn. 

Fiscal control. The basic rcquirenment for avoiding macroeco­
noniic comiplications with free capital flows is liscal control. First. 
governinent fhimnces and tax efforts need to be sufficiently strong to 
obviate lie need for domestic limacial repression. Implicit and overt 
taxatioi of financial inltemediation. the substitute for regular tax re­
ceipts, breeds capital outflows. Second. unless tile government has fiscal 
conitrol, it has to violate the Munidell i assig0nment and use nioietary 
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policy for internal balance. ro use monetary policy for internal balance 
requires capital controls to insulate the country Irom international 
capital movements. Once the capital account is Olen. cCn imperfectly. 
monetary policy acquires a comparative advantace inl dealine with 
external balance, while li,cal policy is assi'ned to maitainine internal 
balance (Miunoell I968. 

[However, tax raiios of dcvcloping cont 'ies ted to bCithe Iuch lower 
thanl those of'induStriil countries-less than half oil avrace. Failure to 
hr adnlilte tax hase is the Imain cause of* wcak tax cflort in Most 
developine countries. Administrative and technical def'cts in tax as­
sssellt.nl and collcCIion piJCV., taMXrevenuetICS i'rolmlrising . al1 po\ewrful 

inlerest groups often block tax lecislation rIfoiIs aiied at abolishin.e 
tax holidays and exemptions. This alSO Cxl)aiiis the widespread objicC­
tioln to multi bilalte'ral that would iVret til tax-freeor tix trealties the 

ownership of forcitn assets.
 

Money creation and domestic finanicial repression restlt directly
 
'rolll weak .overniirent linances. Base nionev is an interest-free liability
 

oif tilepulblic sector tit can finance real spending to the extent that the 
private sector holds domestic CLrnTc. and thet domestic hanking system 
holds reserves with the central bank against its deposit liahilities. Re­
mOva0l of capial COtrolS receis the SCi.niorae,,C base. lllerest-felce 
mniniti i efCreluirents onldemiand and Savings deposits arers 

importantI-rl;l tor irovidiilteh ovCernmennt with direct access to bank 
crCdit. As lolL. as the relics Oin this sOLIl'LCt'.overmlelnt financ.'e , f*rCC 
entry of banks is resisted. If financial repression does not live tihe 
.ove.rlllint ellolh resourcesit a stable price level. inllation develops 
and illlllCts with the reserVeI ieqluirellents to impose all"ainllationtax"
 
thlatl_ ces the 2over'llelltll Iloi'e rVeenC. ItlIch illlation tCIlds to shortCn 
mailturitiCs oll-fIinancial assets, reduce the inforIation content of relative 

prices, and stilmulale capital flight. Capital controls illay serve (for at 
while) to ameliorate these ills. Aln additional ilxilic fillance aim of 
capital controls is accoolliliodatling the stock of 7overnment debt. (on­
troils SCVC tis,, ltii)Llse byillaintainiing cat)ive huvers. for exampr1le, 

pIension fLInds, which CnniiOt easilV Cscalle doiestic controls. that are 
fortcetd to biy .oVernillent debt at helow-market interest rates. 

In the short termll. covernellint hudget control is achieved h cuts itn 
public otllays fo0r cIsuptllion and investinent. eliminating subsidies 
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and privatizing or closing public enterprises running deficits. Lono-term1 
govern int budgct contrll, however, usually needs Sul[ply-side tax 
reform, prel'erably by broadening the ax base. simplilfyin tax struc­

tures. and setting lax rates at competitively low levels. Tax rel'orm also 
has to compensate lIOr financialthe loss of explicit and implicit taxes on 

ilerliedialtion, which is necessary it'disina tling outflow controls is not 
to prodUce catpitall flihlt. 

The preparat ion, drafting, and iinplelmentat ion of' tax rel'orm takes 
time, it' it is to be an econmic and Iiscal success. Tax reforms in 
developing counLries have often f'ailed because the period allowed for 

preparation and implementation was too short. Indonesia's tax reform. 
which took effect in 1983, has been a rare exception to widespread 
failures of' tax reform. in which a broadened tax base (away f*rom oil) 
lowered tax rIaeS. File si mplified tax system succeeded in raising the tax 
ratio by several percentage points olgross domestic prodtlCl (GDP').The 
Indonesian tax reform plan al1Owed a two-year period for the necessary'
aIdministrativ'e an1d technical changes (moderniatien of the accounting 

system. training of tx officials, and changes in administrative slructure) 
before implementation. Since powerful interest groups often hlock leg­
islative relorms aimed at abolislling tax holida's and exemptions, cred­
ib",le commitment to reolrm Onl tile the is absoltelypart of aMlhorities 

essential. .ail sentences for tax frautd haIve to become pIrt of' the culltre, 

as happened recently in Mexico. 
Tax reform and gov'lerlI W[It budgel contro0l do not immediately 

renove the heritage of past budetl deficits, thilat is. large stocks Of*plhlic 
debt. Dismanling capital controls undermines the government's ability 
to keep interest rates ol its domestic debt low. if'capital flight is to be 

avoided. Domestic banks are often major captive lenders to their gov­
erminenls and COnltinued implicit LaxatioM in this discrinminatorV form 

weakens their position in tile f'ace of new competition from Iforeig"n 
banks. 

Taxing domestic boiid returns would helIp only if' the tax did not 
raise bond yields comnensurately. With open capital markets, domestic 

savers would C0(1 home anrodmlipi',e alter-tax yields at abroad, and would 

simnply demnd higher gIross yields on any domestic government debt 

they held. Much depelds in practice on the extent to which financial 
opening precludes the option of forcing captive buyers to hold (omestic 
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goverllnt debt. To the extent that captiVc btyers are .)st, more fiscal 
discipline will be needed to preserve (or restore) a government's 
creditworthiness on open financial markets. Just how much discipline 
will be required ii dif'ficult to sa', because of changing market per­
ceptions arld unstable lendinrg conventions. A more modest Jpproach 
would determine the govern ment budget balance needed to stabilize 
debt ralios and itce other miacroeconomnic largets al the samle time. 
More fiscal discipline is IneCdCd to a\oid inflationl andIrisiiI1g LCbt ratios 
whncl the delliand for base money is low, when1 (I)P growth is low 
relativc to real interest ratCs (when public debt is high relative to (IDP). 
and when real depreciation raises the real vaIluC of Ilet foreili debt 
IRciseri I)t) . Onlv when real (I)P ,rowth exceeds real irtrest rates 
and accutmullatCd debt isVlow relative to sc:rliotrafe can the government 
rtun a IIninterettldeficit without raiSine the debt rattio.
 

Soulld L'cover"nilneI finances are also a [)recondition 
 for a more 
activist fiscal policy for managing domestic demard. As experience in 
Sill2iporeV anid Indonesia shows, mnripulating the flow of domestic 
liulidity, into the bankin svstem usin, government excess savi's 
partly 'elCes tihe interest raeI'roll demand nialllgellelnt purposes thatso 
i call Ilce used for exchalik' rate aernilent. This avoids the over­u rail 
colmrmitment ol policy irirllrtliris-nllirilailiill, cxc'haige rates at 
cmOiCltitivC ICvCls aind usirie interest rates to rurana'e doiiestic de­
rnalnd--which cannot elreconciled 
 in the absence of' capital controls. 

Exchange rt antid ioney targets. Many econorilists have been) 
concerned abOtLirea exchnge rate oveCrshoinil that may occur diring 
the liberaliationl of tilehcapital accoLiit, and the risk of fallin1e ouLtpuLt 
in the IIturllflt'riIe ctOr (deirdustrializatioin). Since capital markets 
in (hleo0p rinigc(oulitri es far Im- teni porary apprec iationare 1nim perf'ect, 
cLuses excessri\'e illVestilCiit (which ik costly to reverse) in ilhe irintraded 
sector. In particful ar, the liberalization experiences of* New Zealand land 
thle Southern ('one of lia in Arerica confired econiom ists' concern. 
That outcolmI howCver. siould t IltbeClleralizCdas all ine\'itable reSull 
o lfinaici al openir g per se. Much depends on the exchailge rate reoiue. 

ro analyvze the risk of nIdesi red appl-eCiatiol of the exchanee rate 
associated with openii g, it is necessary to diseitangle the exchange rate 
elects of rnovii g to capital accoint corivertibility froin the exehario 
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rate efTects of stabili/ation. In practice, however, stahil ization often (foes 
not precede financial opening. The complication lfor exchange rate 
mana11l1+t0Cgllel t tr'ises because in flation teMLs to be bLit into expecta­
lions. by lallns of implicit ((', even explicit) inldxation inI goods and 
labor markets. ThiS makes goods prices and labor cost:; sticky. while 
financial iarkei,, ieind Ioe Iorward-lookilg. This asymnietrv betwein 
the labor market and financial markets raises stabiliiation costs by 
producing real ~change rate oershooiting . If the ,ov+erniltent that wants 
to bring down inflation firml belie.ve,, III domlCstic moneiuarisnl it Will. 
Isdid tII . CHrmiCnl in Ne\ ZClaIId from I .)4to1988. dislmntle 
COlltrtols Ind opt f'or tcleaII loai. With aclean float of1time excallnge rate 
and notcapitl coiitrols,. thme effeLctiveness, of' mlonetary. po~licv is cnhanced 

by hth hmCstic tiiind (tijehi credit) and forcien demand (stron, 
currency)I. IlowCvcr. ile cltectixeness ol mnonetary policy has anim­
iedjic and ten pel"-itea Co" inI terms of exlternal competitiveness. 
RCl excIameC rte_ overalthatinM ilplies uvCrinvestinent in nontraded 
.goods lld lideCivestimlClit iII traded goods Sectors, ts w\ell tsmissed 

oppotuliitisIfo diversifying aw'a loIanprodlctiVC prudact ranges, 
thus havite.,t . It on-term gro\ +thlp,,MomIlmce.astrolLg imcative 1inMt 

Moreover. as l.Lug,, prices 11C rigid, the disnintlin.e of capital 
cotl'ls tCds to be lIC onary nuder in' float. MnetrM tichtCnilng 
sends interest rtes up: there is a siniIltantis appreciation of, the 

exchaunge ra tlo fset the iinteresi ratC difCrnCltial creatCd 11V moletary 
tiehtenlng. wh+lich \\ ill chokc off capital inlwhs. To the extent that 
financial opening weakens the inlluence ofI fiscal variables Onl short-term 
ilitetcst ratles. I,it did in New Zeatland. liscal timtCttiiig m;ay not producC 
a fall in interesl rates and exCehaneC rates sufficient to restore the initial 
level of outpnt inl the MMdell-IFlCmine world. 

The dismal outcome of, linancial olpeninIg inl the SoutlhernrI one of 
Latin AllAerica has also been shatped to ilarge degree by the exchange 
rate regime. \ central IfCatUlC accompa1mnying the libcraliiation el)isode 
ill the late I97 0s Wa', tsubLstantial real appreciatio of the exchange rate 
ollowing massive capital inflows in respoise to sustained interest 

differerntials. Real exchanleC rates in the SOnthern ('onC becale over­
valued oIce attCmpts were made to stabilize inflahtionlary expectutions 
by nll"notlncine future devaluation rates below current inflation rates 
(active crawling peg). Anchoring inflationary expectations to time ex­
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change rale did not work: excessive capital inflows exceeded tile ster­
ilization capacity of the central andhank loosened fiscal and wage
discipline, hence erodin,, the very loundations on which the nominal 
dIchoi approach is huilt. 

Under a peg ed exchanage rate (or with an active crawling peg), 
financial opening lends to he inflationar., in contrast to the deflationary 
impact ol the pue float. With positive noominal interest rate dilerrntials 
.gaint the world financial markets (reflecting m~icroecononmic lCauses or 

the stahilization ef'Tort),owi+onin a crcdible peg can induce excessive 
plrtl'olio inflows, which easily exceed the sterilization capacity of' the
central bank. The reSultine excess demand canl, in principle, he elim­
imated h liscal or' income resC.,trailt. In malln' developing (and some 
industrial) cotriesr,, howeve\r, the opposite is likely to happen because 
excessive inflows tend to ulldermine sup ort for restrictive policies. 
Without restraint, inflation will rise. 

In developing countries exchalnge rale pegs translate easily into 
vervalued real exChaInee1 rates. Capital inflows tend to be powerless to 

arhitrace a\ay. lImre interest rate differentials relative to industrial 
countries. TO h Stre, interest rates inl deCveloping countries eImbody, 
contry risk (higher than in ()I') countries) and real overvaluation 
fuels, the exchange risk premium. But there are institutional f'acttors, too. 
that explain the mnuch-oSer-ved lack ol interest rate conv'erence toward 
\world levels se the next section). 

Nianaged floating and(sterilized intervention. The liberalization 
experiences in New Zealand anld the Southern ('one t Latin America
 
illustrate Peter Kenen',s case 
for)[. a Inaaed float of the exchange rate 
aind its main illnstrumenlt lor talreting"moneyflU'ind exchaln-e rates. ster­
iliZid interv'ention. l)uring hoth liberali/ation epi)sles, the monetary 
authorities ifailed to suply the appropriate mix of assets. "'The ath.o1lr­
ities did nothing in the floatilng-rate case: they issued moltney in exchange 
for iwei gin assets in the pegged-rute case. rhey should have issued 
hbnds instCead, h en n in sterilized intervention." (Kenen IlQL3). 

One flamiliar ohiection t using sterilized intervention les not hold 
hr developing countries: that it is inef ctive when fborei-n and domestic 
assets are perlf'ct substitutes. Our feeling, is that the exhange risk 
premium in most c.oLIntrics is iml)Ortant entough (or canl be made ih­
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portant enough, for example, by softening bands), so that it can be 

exploited by managed floating to reconcile monetary and exchange rate 
targets. 

But the practical problems with sterilized intervention are large: 

During opening, the world's pent-up demand for a 
country's assets may easily exceed tile sterilization 
capacity of its central bank. Central bank liabilities 
swell relative to tlie monetary base. Increased pressure 
on the refinancing schedule of central bank liabilities 
can endanger future control of ihc monetary base. Such 

pressure on tlie mlonetary base can bIe Illenuated to 
some degree by carrying intervention in tie foreignl 

exchange mirket from tie spot to the forward market. 

Sterilized intervention can also have negative fiscal 
COilSeqtuences. First, it prevents the goverent froill 

cutting the debt-servicing burden by obstructing the 
decline in domestic interest rates that normally comes 
with a capital inllow. SCcond, the central bank typi­
cally has to swap low-yield Iforeign exchange for 
high-yield domestic bonds: the IcCUmllulallted interest 
differential caii becoIIIe allimportant burden. 

With sliallow domuestic securities markets, sterilized 
intervention illdeveloping countries exerts a contrac­
tionary supply effect, which iSfelt much quicker than 
in the typical OECD countr'y: the sectoral distribution 
of the domestic credit squeeze is sharper: working 
capital costs for unpreferred borrowers in the curb 

market rise laster: the liquidity posit ion o1 financial 

instittions is (filickly affected (especially if the in­

strLeiIts used-such as goveinmllent bonds-carry 
below-market rates): and the resultinc crowding out 

rapidly depresses the shallow corporate bond market. 

The Asian sterilizat-on practice holds lessons for open economies with 
underdeveloped securities markets (Reisen 1993). In fact, the monetary 
authorities in Singapore, Malaysia, and Indonesia have dealt with 
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inassive capital flows without loosing price stahility and external com­
petiliveness. Moreover, they have not been helped by capital controls 
in their aim of targetilg iiIOcy .su ppl and Cxchan,-c rates at the same, 

time. But they do not shy, away from 
 soInetiIes mnIdaLtcd) transactions 
o imanipultc the flhOW of liquidity into the bankin system inresponse 
to external capital flow". l'hev iell swap govermlllllt excess saivills 
(orieinatinI. ',say. in social security, funLds 01 public CntCrpriscs) held with 
hanks into (mnd out o) gox rnlient hods. This practice can be con-
Sidered a ucrl'alized form of sterili,ed intervention. It should he noted 
that the approach relics on the existence ol public sector savilgs and 
hence on "liscal complicity." Moreover. Frankel ( 1993) SLIcslts that 
,\,iaretained the ability to sterili/c with open capital markets because 

domcstic financial liherali/ation has been delaved. 

Switching to tlh use of market-based monetary tools. While 
()(I) countries can spread the costs of external shocks and financial 
crises th.oti 1ime (aS shown 1y the recent crisis of U.S. savings and 
lMon instiulions), most developing contLries d1o n1ot have this option. 
Thex risk losing iniernational creditworlhiiess, inhibiting consumption 
slloothilg based onl IbieCien borrokwin,, (even Korea was on the brink 
of losin, accC,,s to voltinary lendin,, in I1985). Moreover, domestic 
securities markets are ioo small to ahsorh shocks throwli variations in 
domCstic liquidity: liquidity shocks often end up in the central bank as 
hiddlen losses. °'herefore. full financial opening requires the establish­
wont and deepeling of mIloncv aLd securities markets. Otherwise, while 
IIsing idircci mnary tools for daily operations. when everything goes 
weil. the moCtaly aulhorities of the representative advanced develop­
ing cotuntry will typically resort to direct credit rationing and to man­
dated asset transactions to combat capital flight aLd recession. 

The failure to establish and ldeepen domestic mone and securities 
im1arkets is oten simply a conseLuence of ongoing domestic financial 
reprcssiOn. I)Crcuhltion oI interest rates, fOr example, threatens the 
soundness and safety of banks that have been saddled with nonper­
forming loans by government credit allocation. Interest regulation also 
inhibits the developlent ofdoirmCstic money markets, bond markets, and 
secondary securities markets--all impoltant ingredients fr open mar­
ket operations. FIurtherlmorc. tle discount wi ndow only play acan 
limited role in indirect monetary control when munch central hank 
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lending consists of the automatic rediscount ing of subsidized loans 
made by the banking system. The undercapital i/ation of domestic hanks 

often inhibits chan,,eS i ilei2required iniii1mum reserve ratio as a 

monetary policy investmenl for influencing domestic liquidity. 
The ori,.in of domestic money markets is LIsiallv tradih,, in short­

telm giiovernnlent bonds. O)ther inioie market inistrtuniets-interbank 
deposits, hankers . acceptances, certihcatCs 0o'deposits. and corporate 
bond issues-appear later. TIe reluctance of linance ministries to pay 

market rates on their debt is usuallV the hig-gest obstacle to the devel­

opment of a domestic money market. ()bViously. heavy reliance of 

OOVClI'llefine lt reveuLs on oncesSiOnaZl borroVine and aid Itends to clealte 

a sholagC ol tvnm paper '; ILax ellforce­etCllllcl th toilestic nmarket. 

ienlt of COrporte income is linance impledimieniaxCs ian1other pulhic 

to establishing in-mrkets for pri\'ate bonds and equities. Evading corpo­

rale taxes by sliowine very low prolits is ilcomlpatible with creating the 

in vestor coillidelnCe needed for stccesshil equitly and bond Issties. The 

creation of ilndCpeildeilt credit-rlating agencies inight )erct nine these 
obstacles to sound miarket udgeits on private debt issues. Subsidized 

bank lending is another impolrtall obstacle to be relloved in order to 

develop domestic ionev nmrkets. The tilme needed to establish and 

deepeln moneyMma0nrkets crucially depends oil how quickly domestic 

financial repressiol is overcOlle. 

The )omestic Banking Sector 

Inconsistelit t r"'ti i of exclanle rates and ionetary policies alone 

Cannot explain why domestic interest ratesl did not converie toward 

niltcrlnational ones. NI icroeconomic explanations. based on analyses of 

the struclurC and organization of tihe domestic linancial market in the 

ieflornlin coLintries asa 'actor al'fecinL intet-est iate behavior, have 

been generally Ieglected, in particular in the discussioll of sustained 

interest differentials. It may be useful, therefore, to distill the liberal­

iZaIlon experiences Olad vaniced developing countries by the followino 

stylized 'acts (Fischer 1993): 

The deregulation of interest rates has mobilized sub­

stantial savings in financial assels. Increases in the 
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supply of long-term credits, especially in countries 
with high and volatile inflation rates, however, re­
mained rather modest. The experiences of Korea and 
Taiwan sugg est that for the provision of risk capital, 
in addition to maintiii n stable interest rates and low
Ih'litiOl rates, new inlstrunlents ;and markets have to be 
developed. 

In most o1 the re orming countries the private net real 
savings didl not inrcrease sionificantly in spite of high 
real rates of interest (with the notable exception of 
Korea and Taiwan). Financial opening also did not 
contrihute substantially to increasing real investment 
into the capital stock, for capital flows from abroad 
went into mrne liquid forms of investment. Hence, at 
least in the :,.0rt run. financial relorms did not sti m­
illate growth. an CxperieneCtC that could also be ob­
served in rforn QECI) COUntrics. 

Contrary to theoretical expectat lions, donlestic interest 
rates did not conver.ee toward the international rate, 
especially in the Litin American countries. 

Almost till ref'orimin countries experienced, although 
to dil'erino derces, Iankino crises. They were most 
pronounced in the Southern Cone countries. 

An overall assessment of financial liberalization policies in the reform­
ing countries reveals that resuiIts ha-'e been generally more favorable in 
countries with gradual relorns than in those with shock approaches. 
Open financial systems per se cannot he blamed for the failure of' 
financial reforms, as the cases of Indonesia and Malaysia clearly dei­
onstrate. Domestic financial systems in these coLuntries, however, were 
still heavily ieguLlited in the 1980s. andDereglation liberalization 
policies for the domestic financial sector and caLutious openi ng in Korea 
and Taiwan have up to now prevented widespread financial crises and 
maJor disturhances in economic perforiance. 

One of the most puzzling features of the financial reform in the 
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Southern Cone countries was the behavior of interest rates. As stylized 
facts emerging from the interest rate behavior during the reforl periods 
one can highlight 

* 	 high nominal interest rates in local currency, not easily 
explainable by international interest parity consider­
ations 

extraordinarily high real interest rates on loans in do­
mestic currency 

a high and relatively stable margin between loan and 
deposit rates denominated in local currency 

It is also noteworthy that full integration of interest rates did not take 
place even when capital movement was always free, as in Indonesia and 
Malaysia. Because ofthe naintained controls on capital movements, the 
Korean and Taiwanese interest rates could not be expected to be very 
sensitive to international interest rates. 

Microeconomic explanations that have been advanced to explain 
sustained interest differentials after financial opening stress structural 
impediments in the domestic financial sector: segmented credit markets, 
oligopolistic structure of the finance industry, interlocking ownership of 
banks and firms, and the overhang of bad loans. These explanations 
suggest some prerequisites for successful financial opening: 

* 	 the enforcement of domestic competition to loster al­
locative and operational efficiency within the financial 
sector 

the strengthening of prudential regulation and super­
vision and the existence of legal and accounting sys­
tems to cope with systemic risks of financial systems 

the restructuring of the domestic banking system to 
remove excessive bad loans, thus permitting unfet­
tered competition on level playing fields 

Domestic financial sector constraints. Domestic financial mar­
kets in developing countries can be stylized as f'ollows: credit markets 
are segmented, competition among banks is weak, joint ownership 
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between the corporate sector and financial institutions predoiilltes, 
asset quality in banks' blancC sheets is lOw, an1d institutional arranc­
menits for prldCntial superv'ision and rCglation are inadeqluate. While 

these urCssOme o0f eCIt lmIy illtimes be shared by OFCI) financial 
markets, thei rjoint existence in dcvClo1pillg conntlrics is likely to increase 
finlacial instability, particlahly illthe prC.scCC 01 lllacr(oecontomic 
disCtqlilibria. F|illcial oIpcnine1g. tiniesS care'tl\'ulCsinnCd. \vould be 
ul1ikely') to .'nerale interest rale coilver.elice t\oward world levels, 
strelgthen c()mlctilion within the hankine sector. ofr improve alloca­
tionhal anod Operational cfficiency. Financial stabilitv can be threatened 
illSlch sitaition by the increased possibility of finzancial institution 
IfailurC. ina.smuch a[s the entry of' new lOrcign banks undermines the 
viability ofdoimestic bnks sldCl with bld 10.loaS anld foelign exchane 
cxposuie of* domestic banks rises. 

Segmented credit markets. A first micioconoiic explanation of' 
deviation from interet parity and tile persistence of1interest rate dif­
f'erentials concerns credit market se,-lentation beflre and after the 
opClliig olfthe1capital Icco.lnt. Credit markets have been segmnented in 
the iCfonriin contlrie(s both bClwee..n national and international finan­
cial markets, as well as within the domestic credit markets. 

Even in counlrics that havc dCregulatCd dOmcslic interest rates, 
crClit market segmentation has persisted, discriminating. for example, 
against small and rural financial institutions. Since intcrnlational cap1ital 
markets are Ihrely wholesale markets, access to rreign capital is 
restricted, in )ractice. to firmts linked to principal banks and to fhe export 
scctor. With these financial market imperfections, financial opening 
may resullt illa distorted rClief' 1'liquidity constraints and in mlisalo­
cated rCsources. Moreover, the lack of inl'ormation and diiiculties in 
llonitoring small and rural sectors, Iswell as specialized institutions 
servicing specific sectors. impede the interest rate convergence pre­
dicted iii econonmic textbooks. 

A clear example of' the persistence of' segmented credit markets, 
even after financial opening has taken place. is povided by tJruguay in 
the 1977-1981 period (see Ramos 1988). Access to credit at varying 
terms deeCrnCded on the borrower's creditworthiness and on the miattire 
of, investment being financed. Perceptions of creditworth iness, partic­
tLahrly among the private commercial banks, was heavily based upon 
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colsideration of, the Si/v of, tile hOITOweS opl'ertioll and tIle sllare o1 
the borrower's intcome orgithting ii riskier primary agricultural ac­
tivities as opposcd to nanuftuin ard cetainil serice sectors. Rel­
atively little cmplhsi,,'s ws placeld Oil asssCSSil1 th,e mi'itS ol the proiCct 
being filnanled Of- tile SOlndncss oi" the borrower's .,uaraltees. As a 
cOInseluLncC. subsltntial vaiiatu ) w,, SeeosCervd in th1C lel' le in­

terest rites char.ced 10 tile siame cla s of" bolrrowCIs i] diff'lerient lines ol" 
act\iit\,. Fow examplc. Ilt+'Lcilg te'siN f'or sililll arers ,c.were totweltV 
thirty lercentage polnt', higher than raies chatged 10 pritme1 inlustrial 

boTowerls.T hiuest \CrC char.eedItes to ConsmLIrsI. 
Access to credit dLIomiatcl inI forci.n cdfuriec\ has been a sig­

nificant factolr in deterlninine thI c in 1Jr1LI-Ue1a1.,osto1' boITWrowinl lor­
rowers without slbstantial l'orle.n ctrTic eairnink-'s. slcl is 
agricultural prodlucerls. cotieilCd to show, a stroilg preferilrcnce Or bllor­
rowing inl pesos at fixed. albeli high. rates of Ilitrest alhlilr than hor­
rtowing, more cheaply in I'reign currency and assumllill the risks of 
variable interest raits and peso devilhuatitlll. (oncent i s -itlt clietllts 
solvelcy, in the event of, a illajor dlvaluatli aIlso cui'Cd lendeCr.S' 
willineness to extend loi' n credit to smaller, less diVer-sificdtl ortow­
ers. so that. in nilall\ calses, these borrowers had little option hut to 
borrow ilpeos orinot at all. 

Institutional speciali/atioln was another type (if financial market 

se.eineCntliln ill I 'ruguai'V thit did lot disallpea.r alter illancial openin. 
Although financial liherali/atiOlln is rCmIloVel Most le'al anid in.Stitu­
tiotnal barriers to nultisectoral bankine and reduced somewhat (te 
tralitional speciali.ation in markets. speciali/alioln remined largely the 
rule. The lanltl de IaRepublica. Ior example. has beell tile dolmliant 
sOirlce of' 1're ntd fIiilillilCil1. its well as the key lellderi to the 

leric1ultul'a ;l neat-packing relectitrg lll" of*and sector". the history 
direct stateinvolvement il inan ill Ithose activilies. The State Mott­
gageBank hcetn the sole sourCe of Iotag'le,,lias ileliuIfl- anid lon-term1 
i nan inc. iForeiln-owned banks. l' their parlt, have concentrated 

mainly oin sVrine the iCeds of their multinational clients and those of, 
a few,, ptiilte IT\VC si in I ainLdhistr i aind itlde. 

Oligopolistic structure of' the finance industry. Another iicro­
ecoIolic ex planation of' 'ery high rCil lding I'tes alter fillillCil 
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liberalization and the persistence of interest rate dif rentials after fi­
nancial opening is related to oligopolistic pricing in a highly concen­
trated bankint, sector. 

Restrictions on domestic and foreign hank entry. restrictions on 
forcign ownership of domestic financial institntions, and government 
ownership of domestic banks typically IprolLCe .a olig1opolistic struc­
tLre ill the bankin. industry in develol)i ng countrics. If capital account 
Opelnir.w Cxcludefs the Cntrv of forci*en banllks, hiigh operati rg costs and 
IargC spreadS betwcell I lli,, aild borrokwing rates are likely to persist 
until the impact of' I'oreiin comlpetition bckins to be felt. This will be 
felt particulatrly inIlih-inllalion countries where banks have very high 
sprCas and cost ratios, ainh, duie to the increased paper work cuIlsed 
by inllation ndl du Io the expanded branch network used to catptuce 
h w-cost deposits. M1oreover. pri vic.Cd banks can borrow Ion -term 
futis a oad chcaply Mid releril shorl-terln flinis It high interest rates 
lo domestic horrowers, excluded f1r1 the wholesale worhld capital lma1­
ket. FUrlthcrMore. tie p'eseIIce of c;artels or concnlration in banking 
impedes [lie reduction ill donestic lending costs ill spite of financial 
open rri'. 

The enipiriCal llestr1rCllr1lt ol 'ank conctnrltiotn and the thl'eat to 
entrv into the bhankiric sector is i diflicult task (sce Briker 19 89). Some 
rrCtltCtly usCd i1CIsuIr'S of participattiont am]ncontcentration are the 
expansion of bank im. networks ard their density in terms of inhabitants,
 
the number" of' forci-ci banks operaine within the host coultntries, or the
 
shllac of [le fo01rur or ivc lar esl hbanks ill te tolal or tonieslic assets of
 
all banks. A\vailable erpir'ical evidence for the last indicator suggests 
thiat the bank concentration in the ichu-1rniin.2 developing counltr'ies is 
si.n ificarltv ligihier thll in inirdutfsrial countries. There is also evidence 
thal irn llruin1r of" reChring dfveCopiig colntries linancial liberal­
natin haOlohviirSV riot led to siunificant changtes ill the hallvior of, 
financial imiStiturlirtis. It ScMs that in so11c cotuntries bank associations 
hae\'e ISSIlCd the futnction of sCttinI the interest rate, which the mon­
larv armthorilics relinquished. 

Excessive interlocking ownership. Inlerlocking owrership tid 
nolnpeM1rfo-ming loans in tIe polrtfoli)oolfthe bankit sector were also said 
to haC coliributhC to tile interest Sptead arid financial collapse. espe­
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cial ly in the iC!eoring Soun! olie countries. ''lprevalence of joinltl he 

ownership of fillancial. indtlrial, an1d coimlmercial li'ms illdeveloping 

Countries risks .eiopardizing tihe desired SuIIStOf' financial oenhIlg. 

Tylically. such holdling Companies or groups are not capable of ad­

justing quickly to a market-determIiiiCd Cost of'credit, which financial 

opLnlili! enlails. Without prudential regulation and supervision, banks 

mIIay' extnid credit to iinsolVCnt but ilaLd firnS ill order to prolect their 

own capital. Increased inteiest rates., which oftell alccoilll'ily), fimaciill 

OpeCing, do not reduce dleaCnilld for credt.tl btll stiltleidtS exec.IteL 
"disi,ss botioiIL.'" iltliculaily whci interlocking ownership is 

prevalent. loreo\ cr. interlocking o\nerslip stren tlihens domestic lob­
bics au,ainst I'rce cntr\ of Iicmi banks enablin doubtiful lending 

practices lo Continiue. 
Chile is fre.luetlCnI\ meICnltionICd i an otstandlinLg CxIimple of' how 

excessi\c interlockini. OWncrship hindered tileSuccess'f linancial 

opening ill 1970S (see. I'seecfxample. (;alvcs and Tybout 1985).the late " 

1\f that tiic. the ('hileal Capital market waIs charactCiZCd 1y tile 

existence of ecollolllic cololtes" *Upo", thal iS. a group of' 

filris orcani/ed aound olle or more domestic banks. Under these Coil­

tliions finaincial iintCrlmcdiMiCs puirsicd he o.jectivCs tlhe CCOlonmic 

g1oup to which the\ bClonged rathCr thanl tih olbjecCivCs of their ie­

poitors aILd cicditors. laire ClICpri.1sC haVing con­. a conSequnceiCC. 

he e[onmio prOS ac'esCs ceCaper 
for'ei{cn Credit. With the ilncrcasiu,_, condcntratiol 0f Cc'dits to ielatCd 

firms. which was accompiIcd by sec'oral Concentration. the risks of the 
haiaks* portlfoliIo alSo iincreisCed. 1Ilih real interest rates Colltribulted to 

the problem as banks were more and iiilore forced to provide Credit to 

iinsolvCnnt Cnitrprises f the illortler to scurCe thCir owni 

ictlolins with giouips had vileged to 

o, tile smC grolIp 
cal)iial base. TIhis levhellllnl finall i-vreultCd in al increasing numlber 

ul ionlpeO rnili lalls., 


Bad loan overiang. A final critical impediment to Iinancial openi­

i. ill Ito Iorcign bank entry. is lhe overhang of nonperl'ormingparticular 
loans in the LIoe lic bankin system. The interaction bvtween loose 

banking Sip~er'ision Mand unslable llacroccolionci cn\ironnltlll led to 
excessive risk tak ing i the SoIuhCrn Cone collunltries. which \Vas reini­

forcdCL IWinterlocking owneshil I aLd ireC Ceposit insuL'aInce. The con­
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sCuCnce was al iccLImu ition of had loeiis alid the collapse of linancial 
systems. The bence of siorliifica.nt r'forills in lrudCntia.d suelrvision in 
a1lmost all the reformine count1uries cotlriluted to the Illumbei' of' bank 
faiiures. The existing rules either weie not enlforced ilpractice or some 
o1' tile aIccoutllinc rules tlemsleS \\,ere: not cO)dified to Cnsuic consis­
tenCy and transparency. This sitlt0n encmOraL_,ed ll'toibled banks to 
book accrued interest on nelforllm loalls and to distributC the hook 
prolits. After the Onset of financial crises. the central bank had to choose 
hetween forcing banks to provision f'orbad debt to maintain conlidence 
in bankin institutions, or beine tolerant On this issue io 'buy time" f'or 
troubled hanks to ovcome tile financial difficulties. 

'he size of the bad loan prohlel is easily undere'st6inated. l)ata On 
bld dLbt s CenCrall,, do not inIlude harge hut doutfutll dehtors (lartic­
ularly those with interlockinui Ownership) for1. whoml the hanks are 
capitaliiin,, the arrears into Ie\ loans. QtliSlila"le accounting and 
stnper'isory practices also help to ObsCtI the hiden losses. IncILsion
 
Of such ttnniki'111in.,IlaIns would otell increase total 
 bad debts 
silcIiicntl. While domeslic interest liheral i/ation often makes tile 
exitenlce of do0bi AsO10hlans ilareltil, it Caall contl'ibllte 1t unider­
estiaina llih extent ftlte lrofhlem. As deposits orow (thanks to hiher 
interest rates). tile debt-asset ratio sCItS stahle or even to dccli ne ovei' 
time. Yet. tile bankin. system iay be based on bad debt. with the central 
hank providiuc the necessary r'serves. Once [ile llonetai ,authorities 
Ilpose a restrictive Illulilar' stance, bankruptcies iinthe nonbank sector 
and sulseIuent financialinstitution fIilui'e will foice the .ov'ernlllelt to0 
consolidale thie whole bankinc systelm. 

A'rears in tle service ohinonperf( wnin loans illthe banking system 
in the Southern Corie cOuti'tries was. and still is. itsicn ificant probleni 
(see Fischer a'id Reisen 1993). I.loan qtulity deteriorated dUlil1. the 
198()s is(I) liaZC'oeCOntOniic dif'liculties made it 1ii01e difficult l'oi' 
borrowers to prosl-er and thus repay their loans, (2)loans Made With 
inadeqatelt credit auiNvsis t(NirticLIh-lv before 1982) began to deterio­
rate, and (3) son improvement in institutional capabilities made es­
tinmates of' ntloperlrmin loans increase (see Morris et al. 1990). It is 
very likely that such estnitles i'e fiar too low becLise disclosure o' lrg1e 
volumles of' ntiiperf'rii in :issets could be disastrous to indi,,,idual 
banks and to entire banking systems. 
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IlIIcontlalSt with the Southern Cone countries. tile qialit)' oflbank 
poirllios was much better illthe Asian reflormine COutrlies although 
situations di Tuered. Nonperforming loans never assucd large propor­
tions illMalaysia and nomina inerest rates weie llvei excessively 
hi.ch. The burden of arrears. howevcr, has crown since 1985. as real 
interest iateS hicreased id tileeconom\' slowed. The InlonCsian Ii­
nancial systemI alSo lIaced tile serious problems O1ca crowihnc Voltlime o1' 
bad and doubtf"ul assets in hank port'olios. The main1 reas,,: for this 
was the hich interest rate ilrelatioll tile Iprodtuctivity o1 caf)ital. Ill 
Korea. tlie loans (1984- 1986) wasproblem of nonperlorming cradu­
ally resolved without malor imlaCt on the solvency oF hanks (see Nam 
1989). Nonperforming loans also peaked in Taiwan in the 1984-1986 

period, although their share iii total assels was only between 4.6 and 
6.5 percent lfor dolestic hanks, with a declininc Itrend toward thle end 
of tie I980ls. 

The costs invol\cd in ihle rescue operation of" failing hanks impose 
a heavv hurden on cenlral hanks and the co\Crnnlt budgelt. The aclual 

cost of tihe rescuL depends. aail Irom the su1e of" bad loan portflIios to 
he handled, on the type of re'scue schemle and on the timin.1 of inter­
venltion. I xperietlce in the Southern Cone of ILatin America in tile early 
1980ls sI esIs that costs of reu'C operations Iar negli­the Ole are rom 

gible. Il Clhile. liare.'xamlC. these costs incurred dtriuc th I 982-1985 
period have heen estimated al44 percent of Chile's 1985 GPI) (see 
llarrain 1989). 

Tile cMer*'Zerha of had loans in the domestic bankin.c system is also 
a partiCular stumbl inc block fOIr linancial Ce'regulation in the Easlern 
EIuropean ccItInLrie. and especially for tile free entry of foreign hanks. 
it is almost iniposseibe. however. to quanlil'y tile vrlumC o1 had 11ns 
at preseni ii view of thle lack of'reliable balance sheets and the difficulty 
of distii n lishi n2 het CCn scrI vent and iIsOlVelii eriterprises. As ill most 

developing countries, financial institLlions in the Eastern IirOl)eail 

cOuntIIeI-S arC SerirOslv 1 areV ncuindel rcaital ied. aind tliet often cleir 
cuidilleS clln 0of nilld In C1iecho­tihe minini level capilal reseeCs. 
slorvakia. for example. the capital ratios o1' the two comnniercial banks 

the behirlnilnc cr1' savili"s 
banks were even lower (see OECI) 1991). 
were olv I.5 perc'inli It 199 1.ind ilthose of tlle 
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Financial Sector Reform Measures 

Credit miarket seezlentation. lack of competition inthe domestic banking
sectOl'. aLnd insulfliciCnt prudential regulat ioll and supervisionl have cer­
tainly compClicatCd financial openines and If'rlstrald its intended OtiteOle. 
ihere are thrc policy arCas that are essential to help achieve succCess­
fli liCrali/ation: enhancing competition anong hanks, strengthenine 
p)rudential reCulation and hank SUpelrvision. and solving the iad loanIlrohleil. 

lEnhancing competition anmong banks. Crdit market sep.menta­
tioll Canl be overCollle by abolishing restrictiolns imposed on hanks and 
SI)Cciali/Cd financial Jinstitutons. hn',titutiolns should be allowed to ex­

lend tlie ir business over i wider" range of financial activities: for ex­
ample. indliStrial sectotr banks should be alhlwed to lind to0 otIrC scCtors. 
Bank management autononiv hfrom governilent po1 icy "iJlance can he 
flostcred b' making, risk-a.vCrse manacnnle nt and habits more plofit 
oriented. GoVCr1nnCtls Shotld StO) ICstlctll,.! the crleatioll of new fi­
nancial instUments that prvide a wider range Of financial substitutCs 
better tailored to the needs of CI cuts. 

Meaures to stimulate COmpetition amng existilngu financial insti­
tutions include the aholition of interest cClin.s, the aohlition of suh-

Sidiied 
 0,loan, to0 and credit floo00rs fr priority sectol's, and the
 
plr'ivati/ation of .VerllIIIlnt-oWnIed fil.ancial Instltutions. Al eflfctive
 
way to incr-easc Competitloll is to encoilla e the establishment of'direct 
securities marikets. The succCss of lpvat iiation depends on the ability

Of privatiad banks to exercise indepe(ndCnt Cl'edit jud"menl)ts. 1-fence,
 
banks mIilUSt be able to )rOtct their 
own capital position against loall
 
losCs s'01'C,(I Uplln thliii byVIpS and ono01i0n1 ovCrlnent cledit allo-

Cation. This is nlt(t possible hCfre tihe existin balance sheets are clcaled 
tip, by writing 11ofl baild loans a injecting lew Ca)ital (see next section 
fo6r details). 

New domestic as, well ia t.brCign balk entry sho0uld he allOwed and 
enloli, . ubje,hct to adequatC i)ruldelntil reqlirLmitnis. New enlrants 
.ThouId noti be allowed to exacerbate tip-oblem of interlocking own­
e'shilp beween finanlcial, industrial, ald comelrcial SeCtors. In devel­
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Opilng countries, powerfl btuinCss inteCests arC often in a position to 

linance new entrants into tile domestic hank ing system. Wien do ,mestJic 

competition is a remote option, loreign competition on a level playing 
field becomes all the more important. A prerequiSite IoMundistortCd 

COuleCtitioml between domeIstic and Lfo nl banks is entligi domestic 
linancial repression. For example. excessive minimum reserve reuile­

ni'ents u I\'e elg' to Itorelgn hanks, vwhich can more easilva compllletiti\ 
raise llnds that are not sub 'ect to theCse reser\ve reui'qrennents abroad. 
Another ov lou disadtaglnl.ae for domestic banks arises f'rom their 
oblJiathim Ito b) goveI-II\rnmnCt hods and to make hi. h-risk policy loans 
at helow-iarket interest rates. Lqgual treatmenlt Also requir's that the 

existing stock oI' nonperl'rn.1 Iinlans be largU'lV consolidatCd bCfore' 
lkrei.in coUl Mpetition can he hneticial. Alter the hanks' balance shtets 

have heen cleaned u1p. the athorit ies night consLier the merger ol some 

banks with the foreign entrants. l'his \,ould help u mestic banks ohtain 
an international reputation and createC olportunities lbr0i'eVrsil'in. into 

t r( dI. tl'lCI ( i 

Strengthening prudential regtlatio and bank suilpervision. 

like macroeconomic stabilitv, pitdemtial regulation aid sulpervisionl is 

a1('011Iiti() .sil qua 111m for suIccessfull inancial openling. StronI­
ulatorv and supervisory pOlicies are Important to mnnnie,, moral Iaz­
ards (incldinmi corruption, fraud, and excessive risk taking) in the 

bankine system, to enIsurC the viability anId health of the banking in­
dustly. and to make interest rate lIberalization more effective. The 
ultinMate ohJectiw.C of prudential rcgulation and supervision of the hank­

ill! sector is to achieve stability (and public confidence in sLCh1 stability) 

olthe hinancial systmit, is well ts to inanawe systemic risk and to pIxotec 
clients. As risks in the linancial system increase as a result of .,'eater 

competition. market volatilit\'. and uncertaint ' after lerculaltion and 
liberaliation. the" authorities must streng-tlCn plrludential re.ulation. 

notably with respect t Caplilal 'lihrenclts and the rane of banking 
supervision. 

Ill most developitne countries, financial institutions are signi icantly 
undercalitliZCId and tle rcgulatory lframework often lacks meaningful 
ininimunt capital aldequacy uidelines. lprt\'ile t ctshion a.aiSt" TO 
unexpected losses for the protection of delositors 1 to maintainand 

http:lkrei.in
http:disadtaglnl.ae
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general colidelnce iii tile banking system, appropriate capital adequacy 
t'eqLirCielts shIoLIId be establisled. When hank atLcoti ntirg and tman­
aCement inlformtion sVstenls are S.OlLd, it Iay e aJrop-i.te to adopt 
the risk-IasCd capital iIdeLIaicy cuidClinICs Iomulted by the Basic
 
('ommittee of Bank Supervisors. Conlcern oWer the stability of the
 
hanking s.stcn may iIduce the corvrninent to impose higlh capital
 
ieqtiirlenmnv.°lhiiS may. howe,,er,deter entry and lfoster a rallier con­
cenlrated bankine.g structure. "Thisexample dCmonstrates thUt there is

clearly altrade-ttf between the v.arious objecutiv.es,. of financial rectlation.
 

especially bCtVeen cOtMMls that stimulate compeICtitionl, efliciency.11and
 
innovationl Oil the one hald and those that pronote stabilitV, sIfetV, and
 
fairlmess on) the tther
 

It is important that prundeletial rgCilations Cmbhraice the whlIC spec­
trum of risks inthe bankiige indtistI'. Frequently. they just cover credit
 
risk. ()ther risks such as defult. liquidity, and in~tC'est rate risks should
 
also he sLi,.,ervisLd aid regulated'l.f1'1cti\e suLpervision has to ensure
 
that (It the supervisors have suf'liciCnt lLtOllolly I'll 1political inter-
f'erencC: (2) the veCrill Iregulatory framework is SOld: (3)the SUpel'­
%isor, have adequate rCsourtlCCs to hire. trill. and ret:iil Competent 
p+Crsommel as \\ell aS acquire appropriate technology:It 4)the super­
v.isors have sulficient athority to enforc their decisions: and (5) the
 
systemll or sluervision h., Ibialalnce of off-site st1perv'+i.,iontland oil-site
 
inspctiot\,immol the institutional arraII emCnts neede.d to achieve
 
these aims are thc e-tablislmelnt o' "'rulsC oflthe aie"or comlmercial
I 
banks and other financial institutins. the crCation o itneaily waring 
s,SItll. ild an improved. stanidardi/Cd commtunLications s\'stem beV­
tween the central bank and the oilier financial inlstiltitions 1'or futler 
details see Poli/iltto I90). 

Improved prudLtial rculatinis canl also help avoid the problem of' 
nonlrper'forn1ii1g loans, the emercnlmci of inlerlockine lendin"g a1mu1on2 
related banks and firms,and the concetlltilnoll of loalls to specific sectors 
and !irlms. In counttries having sucI problems, they shoLn d be solved 
before there is complete liheraliatio of' interest I'ies. Successful li­
nancial rCftrm also depends mmlthe healthy profital-i1ity of' the private 
sector. If the ilacroecoomic emIvironment is unstable anid bank super­
visimon is inefective. interest rate lil-,raliatiOt shoulld prOnceed gradually 
to avoid I)osSiblC disruptiomI to log-statldin financial contracts that 

http:efliciency.11
http:objecutiv.es
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could be cIusd b) iasuLLen irem\ovIl lte I-CUlCof' itieletV ftionS. Given
 
the econmoies of, scale in finance and the temptation to Illlll econ nmlic
 
groups based oin banks. banking iC LIluiltions mLIst he dCvisCd to limi
 
ownership link,, 1t CnSri'n ii listl'ihtlliojili'Slil aid coi tll
aWide Of\ow 

of' banks. and to limit loans to ally silile ecomllillic gnloup or sector.,
 
espec'iilly' i1'it is hle
i'Cllted to bank itself'. 

Prudntln rei 1llioliln islso essential for the developiiient ola haithhv 
capital market. An aieuteC r'guilatolyll'Virl Io r itCiCeiilic enllllfll a'­
kets Should incliudC s sIemsI' corpo'r)l'aelC disclosurC, Cxterilal alditin.
 
ald tle eCstablishIment Of crCdil rIatine. I iilH i'eulItio nS Oil
'niolleC. 

iicC niilatio.,ioher andl 

should ilir'eil\ f 


inSidL'r tradine. a unfair trianSactions 
be efctve befre the Opening ca'ipitl markets. 

An impottll hut frequently neglected. ingredieiit for financial 
S\ Stein CfficicyIC\ is ilnaililte information system. I.ack of complete 
ali accLIralte illt*0tion. theCbence of"adequte ccont illtndards.lilif ' 


ind elctaLice it) mike alancslcchets aid protit-and-los iccoins 
avilablehI to Tcditor's pI'Ohai1 l constitutec tile mlost severe obstacles to 
inllncial dvc\clopmnlcl C\Cel in the lllelcadvaiinced dc cloping coutntrics. 

ThyC' iC'eliri' illtitltio lilliVI'cfiins thlt iiclidC i slloin supportigl. 
illfrastrucItlrC tI 1)1\idC inl ideat IIflow of inf'rmtlilion, icdit lp­

riltillg, Il'gil
pi'aiiil nilid an1d Illd accoitinClii6 sysmsii. \cc.lltinglland 

aiuditinll illC tiiLmamiieiial tools not only or m ilcrial decision makiii 
but ilso f'or ICnlCr 'lliilion fI*credit i'isk. lno0rnatlioii diilddisclosLr' 
rlLuiI'illraep-,are efcItCCli\ seCuL'ities markets.e prticulai'ly iinI)Ortaillr 
Piblicly i\ reliable. and honest informationvilablC soLure's of, accurteil. 
are Still SCir'c in Most develpingClllies,. 

l)CrLgualt iI. Icch1i 1l(t icl\ ilCes. finaincIial ilnovatio, alnd Ihe 

globali/alion (l financial markets iiiiplIv Stlili'Cl' CMllpCitill ald ex­
poselinanci institions to ne Ivas of' risk. includin fircien ex­
changc risk and p si ion Hsk in secuiies tr dii. In cmmi s with a 
long hislor'V of, financial i'Ci'eSiol, . the pitlicipatiIgz1 ictor's. incllding 
bainks. illiaic'l,. bollr'ov, e's. lenil'i , aind publlic offlicialsal noit tlrainedl 

to dcal with these risks. Financial openingihllemeforc. has to Ibeaccoill­
panied y a further stre'engtheniiiig of' bak suelr\ is in ail surveillance 
ol'the financial sy"teml1. At the saile tne. balls' cCapacities to assess new 
types ofhrisks associted with internatioiial financial markets have to Ibe 
strenguthenled. \Vhli c the supeviinCl, body' shold ble concerned \\ith] thle 
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integrity of the financial svsteri as a whole, the banks should receive 
special attenti iabecause they lre the major depository of savings and 
have a central role in the paymnents and settlements systems. 

Solving the bad ioan problemn. The overhlang of nonlperforming
 
1lns iIn
tle dolmlestic banking system represents a barrier to financial 
opening, illplrtictilar for free entry o1' fOreign banks. In view of tile 
limited numlber of successful restructuring eXpieriments and because 
cross-country evCidCncC on cost-CflCctJ\ c ways to handle tileproblem is
 
precarious, nlot lany .]enera litations on tle optimal approach to the bad
 
loaan problem can be made. Some basic principles, however, can be
 
advanced.
 

The first step I'r a go)vernment coinittCd to solving the bad loan
 
troblem is to determine tile precise extent of' the damage. The cost of
 
rescue schemes is multiplied by tile lack of data on nonlperfobrining loans, 
reflcctinu tileinadequacy o1 financial statements and accounting metlh­
ols and the failure of the banks and regulatorv authorities to recogncize
 
the si/C o1'f an early stage. Auditors, who
the problel and to aldrcss it It 
multst be independent of tie partiCs iii VOlved in th1e problem (that is. tile 
Cnrreent bank nimamaement, tile iion1perflo rin ing borrs.crS, and tile a1i­
thiori ties co(nccrned with credit allocation), should assess the mgiinitude 
of tihe lprohlem tid prel)are rescue schemes. 

In a second stag,,. a choice has to be made whether to liquidate or 
to rccapitilize the ailing finaicialistinStitUtio s.The decision depends oni 
a conitry's legislative franework, the size and structure (if the national 
hanki ug systeii. tlie amnolmit of loss not backed by an ailing bank's 
equity, aid tileweakness (or strength) of governmnent finances. Recap­
italizaztioin cim take vario)us ftbrms. One soltti.n, adopted by Chile in the 
1980s. is for the c-,overnlmcnt to buy up the nonperfbrmling loans by 
swapping themifor (overmiinlciit bonds. Another mechanisin is to inject 
new capital from existinmc or new shareholders or flol tile public 
a1uthorities. A third sol ution is to merge the ailing domestic hanks with 
healthy domestic or foreigi corporattions. 'Two recent examples of 
deal ino with tile bad loan problem are worth closer scrutinmy. 

Chile recapitalized its baiking system by removing hbad loanis from 
the banks* portfolios and then providing a government-backed rnech­
aniisi for injectin iew capital (see Larrain 1989). First. the government 
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determined the damage by means of a special po0rtfolio audit and then 
purchased the banks' bad loans with long-term government bonds 
carryingi a yield above the banks' cost of' funds. With the gradual 
climination of problem loans and the positive net income flow from tile 
governnot bonds, the hanks' capital grew over time. Chile's approach 
placed a considerable burden on the governlment budget. which had to 
absorb losses on the bad loans and transfer new resources to tile banks 
tlI1ou,,h, interest payments on the government bonds. 

An alternative approach was chosen by Malaysia's authorities (see 
Sheng 1989). Shareholders of ailing hanks were required to inject as 
much capital as possible through a rights issue. The new private capiwl 
was supplemented hy the central bank to meet tile mitii iimuin adequacy 
requirements. The shares subscribed by the central bank were held under 
a buyback scheme ilirder which shareholders who had ixtrticipa.'-d in tile 
rescue operation were allowed to buy back the unsubscrihed shares at 
pari plus holding costs. Malaysia's approach meant less government 
nvolvement than Chile's and more imrinediate r'estructuri ng of ailing. 

banks (or liquidation if'not enough private sub~scribers could be f'ound). 
Reform of tile financial sector in the Eastern European countries 

m1lUSt be closeIV coordinated with the !estructtLring of tIle corporate 
sector (see DittLIs 1993). The reforrn of tihe I nancial sector and the 
restruc tuIiring of' enterprises could essentially follow two models, which 
need not be mutually exclusive. In the first model, efl''orts would he 
concentrated initially on reorganizing and privatizing the enterprise 
sector, and only later would attention be turned to tile problem of bad 
loans. Tile advantage of' this gradual approach would be that tile burden 
on the government budget could be spread over alonger period. On the 
down :;ide, the privatization of' state enterprises is likely to proceed 
slowly and the banks will probably tend to continue to increase their bad 
loans. This would seriously impede the channelling of financial savings 
into new and more promising activities. 

In the second model, tile reform of the financial sector would be 
tackled first aid tile hanking system used as the driving lorce for the 
restructuring of the enterprise sector. To this end, tile banks would have 
to be recapitalized in order to make provision for bad loans and write 
of'f' irrecoverable loans. The preconditions for successful rehabilitation 
of the banks are adequate recapitalization and tile pledge that this is an 
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exceptional, one-off measure. The advantage of this model is that the 
banking system VWould become an agent with an institutional interest in 
the restructuring of the enterprise sector. 1lowever, the major problems 
with this approach are the enormous burden itwould place on the 
g(yovernnient budget and the associated problem of macroeconomic in­
stability. There is also a .langcr that the sheer volume of nonperforming 
loans and the unccrtain econmic prospects of the Eastern European 
countries will pre'ent govern ments from credibly excIudinig the pos­
sibility of future capital injections. 

Financial opening (rathcr than delay of reform, which would pre­
serve financial repression) may provide less costly avenues for solving 
the n[onperforming loan problem in the domestic banking system. Newly 
entering foreign banks are potential candidates for mergers with and 
recapitalization of ailing domestic banks. Tile participation of foreign 
banks in the consolidation of the domestic banking system can be made 
part of the entry conditions. Thec are es.-entially two options available. 
The first is a direct merger of the foreign bank with an ailing domestic 
bank as a precondition for entry. The second option for foreign banks 
unwillilng to participate dirc tly illa rescue operation, would be all 
auctioll procedure fora limi tenL Iumber of new bank licenses. Those with 
the highest bids would be awarded licenses and the auction proceeds 
could be earmarked for the rehabilitation of the domestic banking 
systeml. 

Phasing Out Capital Controls 

To avoid disarray, an open capital account requires consistency of mac­
roeconomic, firiancial. and exchange rate policies. Since such a consis­
tency is nowhere immediately established, we prefer a phased reduction 
of capital controls in line with and subsequent to improvements in other 
policy areas. Countries that have ignored these interactions have seen 
a delay ior many years of any net benefits arising from liberalization, 
because efficiency gains were wiped out by nacroeconomic and financial 
instability. 

The variety of capital flows on which controls are often imposed 
equips the policy maker with an instrument that is often neglected in 
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economic advice. Ife or she can sequence the process of capital account 
liberalization itself. To develop I watertight bltueprint that provides a 
guarantee against Iinancial crises would be pretentious. Open financial 
systems always face the risk of crisis, but crisis has often been a forceful 
catalyst for reform. As this paper hopes to have made lbulndanlly clear. 
however, pitfalls with financial opcning and openness can and should 
he avoided by establishinc dlrablc imacrocconom ic stability and tightly 
ciilorcced prudential rctlat ion and baik supger\ision. 

The instruments available to the policy maker are tile various con­
troIs that arc ilposCd on di fflereit cipital flows. Flows must be identified 
as outflows or inlflows., short-terin .or l g-term, bank or nonbank. Major 
capital flows 1t be distin.cIi shed arc borrowvinlg and lendin11. buyi igand 
sellint of securities, and f'oreicii direct investment. Flows should also 
be disti ugnishcd bv whet her they a1rC Ior rel investient. fiiianc ial 
hnvestient. or contIIsumptioll. Foreiii dircC ilvestmCnt and trade-related 
linncC. Ior example, arc absoltcly necessary for development at the 
earliest stage. Noreovcr. the are ui likely to cautnsc trouble for macro­
economic managcement and financial sector stability. They are early 
candidates for liberalization, while other capital flows colnfront the 
aunthorities with more complicatcd issues. 

II view (f the consilCrablc ti iie nccdcd to establ isi sound gov­
eriment finances, to lay the ground (an11d the rcpltltion) for durable 
inacroeciio)inic stabilitV. and to imlpleiIIent inStitutiols for pirudential 
r cil ation. and bank supervision, these steps shotud be undertaketn with­
out delay and shoul d precede the dismntl in g (If furtherCapital controls. 
Fiscal consolidati(oII is aIncCessary pirccquisite for domestic financial 
liberalization because relular tax rCeCenL iS obviatC the nCCd for 0ov­
ernment to rely on the implicit taxationi of the domestic financial in­
termediation. The solution of bhd loan problems al So requires stro(Cg 
oiveriinent finances. Since liberalizinig capital flows is alpt to erode a1 

country's tax base. the problem arises of enfforcing taxation oblioations 
on incoie earned abroad. It is recommene1lCd 11 only tI align tax burdens 
and structures ill a cOInpetitiVC way hut also to engage inultilateral tax 
informatioi-shari. Mc cmcients with industrialized cOuiitricS. 

Even a tight fiscall and ni(Imltary stance Will not iniimediately reduce 
inflation and inlationary expectations. Using the exchange rate reoi ie 
(a nominal peg, an active crawl. or a pure floatt) would help speed up 
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the disinflationary process with open capital markets, but the costs of 
inisallocation involVed by real overvaluat ion of the currency would 
seem too hili to make this route advisablc. Moreover, only when 
disinllation has succeeded in reducing nominal inltr-est rates and raising 
real interest rates can the problenis oldomestic interest late Ieregulation 
(which are apt to complicate the process of* removingin capital controls) 
he aVoidCd. This is part of a strategy of dollcslic financial liberalization 
that aims at avoiding sustained interest (ifferentials with world financial 
centers. 

Domestic ilIterest rate tlderguhltion removcs both the main incen­
live Cor capital flight and the most impo0rtant obstacle to the develop­
ient of domestic noncy markets. -aviVIeI succeeded in deepening 

financial markets otflring undistorted assets for financial investment. 
cotntrols onicapilal outfhOvWs can now he diSllmanlld. Derclahting in­
terest rites. reducig in imu Inreserve reqLiremnls, an1d solvil.2 the 
bad loan prob0lcml pave the wVaV for the free entry olf fbreion banks 
(which can simuhMcously help solVC the bad loan probleiii). When 
and if adClatC IrudnCtial reeulation is in place. the free entry of 
forcin hanks is a realistic strategy for promoting competition in the 
hankin,, Sector. 

At tlis stace of the liberalization process, the major elements should 
he in place 1or dismantling controls on short-term capital inflows. With 
increased hank COmpCtition duC to firce bank entry. with credit market 
integration f'rom competition, with banks exercising independent credit 
judIwentls afel r the soltion of the had loan problem. with prudential 
reulaltion pre\veI n tliistress horrowin-\'m.. and with lowered interest rates 
resultine Irn stahilization, the integration of short-term capital markets 
shoulId now proIducC interest rates con vergence toward world levels. 
De)pcnCd IoIIey markets now allow the atithorities to absorb shocks 
to domCstic liquidity illa smloothel ai.ld less contractivc way thai before. 
This is the time to dismantle controls on short-term borrowing IFor banks 
and nonbanks and to allow nonresidents to operate freely in the domestic 
securities markets. 
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