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Foreword 

This paper by Professor G. Helleiner was presented to the Commonwealth Financ e Ministers at thei r 
meeting in Bermuda in September 1996 . It contains a rich discussion of recent trends in private capita l 
flows and thei r impac t o n economi c developmen t wit h particula r focu s o n problem s relate d t o th e 
volatility of capital movements. In analysing these issues , Professor Helleine r brings to the discussio n 
the experience s o f a number o f East Asian an d Lati n America n countrie s tha t hav e bee n successfu l 
in coping with surges  of capital inflows . He reviews their use of a judicious mix of policies that hav e 
included exchange rate intervention, monetary sterilisation, fiscal discipline, and a careful use of direct 
and pric e base d control s o n short-ter m capita l flows.  The pape r als o examine s th e cas e fo r capita l 
account liberalisatio n an d th e necessar y condition s tha t shoul d prevai l before countrie s embar k o n 
full liberalisation . 

Professor Helleine r also examines the role of international financial  institution s (i n particular th e 
IMF and the World Bank) i n underpinning the globalisation of capital flows. He emphasises the impor -
tance of establishing a workable early warning system; and a credible financing  mechanism s that ca n 
be deployed quickly and flexibly to assist countries faced with large and sustained capital surges includ-
ing contagion effects . Professo r Helleiner , however , i s less enthusiastic abou t th e earl y amendmen t 
of the IMF' s Articles of Agreement t o promote capita l accoun t convertibilit y fo r al l Fund members . 
He argue s that , notwithstandin g th e advantage s o f an openin g o f the capita l account , ther e woul d 
be difficulties i n the transition period. He advocates that capital account convertibility must be appro-
priately sequenced and preceded by policy reforms. He further argue s that capital account liberalisatio n 
for a  great many developing countrie s has to be seen as a long term process; and tha t fo r some coun -
tries, which hav e alread y liberalised , temporar y control s ma y continu e t o be a n importan t too l fo r 
responding to capital surges which create macroeconomic problems. He concludes that i t would there-
fore, b e prematur e t o rus h t o a n amendmen t o f the IM F Articles tha t commit s al l membre s t o th e 
achievement o f an open capital account. He also suggests that i n a globalised world, i t is critical tha t 
major industria l countries take account o f the increased sensitivity to interest rate changes of private 
capital flows to (o r from) developin g countries . 

Since the paper was written, th e issue s raised by Professor Helleine r have become even more rel-
evant i n the ligh t of the ongoing crises in several East Asian countries . I t i s my hope tha t thi s paper 
will help t o generat e debat e an d assis t countrie s t o gain a  better understandin g o f the polic y issue s 
involved i n managing and copin g with private capita l flows, both nationall y an d globally . 

Rumman Faruq i 
Director 

Economic Affair s Divisio n 
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Executive Summary 

1 Privat e capita l flows to developing countries , after declinin g i n the 1980s , increase d 
dramatically t o unprecedented level s in the first half of the 1990s . However, thes e private flows 
remain highly concentrated . Ther e wa s a particularly shar p increas e i n internationa l portfoli o 
investment. The absolut e siz e of foreign direc t investmen t gre w very rapidly but th e relativ e 
importance o f bank lendin g to developing countrie s fel l drastically . 

2 Capita l inflow s ar e importan t t o developing countrie s because o f their rol e i n financing 
investment whic h contribute s t o long-term development , and/o r i n shorter-term smoothin g of 
consumption. However , surges of inflowing privat e capita l can creat e macroeconomi c 
problems, particularly throug h thei r effect s o n eithe r th e exchang e rat e or the domesti c mone y 
supply, together with th e risk of their abrup t cessatio n o r outflow. I n many developing countrie s 
where there ar e relatively weak domestic financial  markets , there ar e likely to be furthe r 
difficulties create d by surges of external privat e capital , either inwar d o r outward . 

3 Increasin g numbers o f countries have opte d fo r ful l capita l accoun t convertibilit y an d 
integration wit h globa l capital markets . The principa l gains from capita l accoun t liberalisatio n 
at the national leve l and fro m globa l financial  integration , mor e generally, ar e those derivin g 
from th e increase d efficienc y o f both nationa l an d globa l capital market s tha t the y can create . 
But greater integratio n an d capita l accoun t liberalisatio n als o involve risks . 

4 I n the 1990s , capital controls have frequently bee n motivate d b y the desir e t o stabilise th e 
domestic economy i n a  world of volatile privat e capita l surges . It i s critically importan t fo r 
development tha t countrie s maintai n a  stable and appropriat e rea l exchange rate , a stable an d 
sustainable curren t account , an d a  reasonably stabl e macro economy. For this purpose, i t may 
be desirable t o moderate overal l capita l flows that ar e not drive n by long-term economi c 
fundamentals, i n order t o encourage a  better balanc e between lon g and short-ter m capita l 
flows. 

5 Direc t regulation o f international capita l flows, both inwar d an d outward , has been commo n i n 
developing countries . Of the 15 5 developing countrie s surveyed by the IMF , 119 employ som e 
form o f control ove r internationa l capita l flows, although 7 5 have accepte d Articl e VII I 
obligations i n respect o f the curren t account . The form s o f these control s ar e numerous an d th e 
degree of their us e varies greatly both acros s countries an d ove r time . Some ma y be motivate d 
more by the need t o monitor tha n th e desir e t o restrict . 

6 Som e forms o f external privat e capita l inflo w ar e more attractive t o the recipien t countr y tha n 
others. From the standpoin t o f future macroeconomi c stability , the longer-ter m an d mor e stabl e 
inflows o f capital ar e better. Categorisation o f portfolio capita l flows, however, i s often difficult . 
Long maturity externa l obligation s ma y seem, i n principle, les s vulnerable t o volatility tha n 
short maturit y ones ; but i f there ar e active secondary markets , long maturities ma y be highl y 
liquid. Monetary authoritie s i n some countries have nonetheles s foun d i t possible t o encourag e 
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longer-term ban k deposit s and longer-ter m credit s via carefully structure d ban k reserv e 
requirements an d "minimu m stay " regulations, respectively . 

7 Foreig n direc t investor s ar e presumed t o base thei r decisions on longer-ter m economi c an d 
political fundamental s and , hence, t o be less volatile i n thei r short-term behaviour ; bu t i n 
certain cases , foreign direc t investmen t flows can als o be volatile a s transnational corporation s 
manage liqui d funds a s well as flows of real goods and services . 

8 I t i s well-known tha t control s over capita l outflow s ar e difficul t t o enforce. Bu t i t would b e 
inappropriate t o conclude tha t control s ar e always ineffective , provide d the y ar e used sparingl y 
and ar e not intende d t o mask fundamental imbalances . The issu e is usually whether th e socia l 
benefits o f such controls warrant thei r administrativ e an d othe r costs . 

9 Man y Eas t Asian an d Latin American countrie s appeare d remarkabl y successfu l i n respondin g 
to surges of private capita l inflow s i n the 1990 s through a  judicious combination o f exchang e 
market intervention , monetar y sterilisation , fiscal  discipline , and th e carefu l an d changin g us e 
of direct control s on both inwar d an d outwar d flows to dampen volatil e short-term movements . 

10 To the exten t tha t privat e internationa l capita l flows are subject t o volatile behaviour tha t doe s 
not accuratel y reflec t "fundamentals" , ther e i s a case for th e provision o f emergency officia l 
credits t o developing countrie s facing larg e and sudde n capita l outflows . Durin g the pas t yea r 
progress has been mad e toward s improving earl y warning systems via sharpened dat a system s 
and throug h th e establishmen t o f an emergenc y financing  mechanis m financed  b y a significan t 
expansion i n the Genera l Arrangement s t o Borrow. The ke y issue s for th e constructio n o f a n 
effective mechanis m fo r th e provision o f official finance  i n response t o the problems created b y 
disequilibrating privat e capita l flows are: (i ) th e criteri a fo r judging the eligibilit y o f countrie s 
for such assistance ; (ii ) th e need fo r speed i n response ; (iii ) th e siz e of the resource s to be 
supplied, where the y migh t come from, an d throug h whic h channels ; and (iv ) th e appropriat e 
maturity o n th e credits , the uppe r limit s upon individua l countr y acces s to them, an d th e nee d 
to provide the m o n a  longer-term basi s in some instances . 

11 Financial crise s in developing countrie s ma y also reflect mor e fundamental problem s of 
"solvency" that canno t b e addressed solely by the provision of increased liquidity . Externa l 
financial suppor t can be essential for th e succes s of efforts t o reform an d restructur e fiscal, 
financial an d macroeconomi c managemen t systems . Its objective mus t be to assis t government s 
and countrie s t o restructure themselve s with minimu m socia l cost and t o do so in such a  way as 
to minimise mora l hazard. A recen t G-1 0 repor t ha s argued fo r th e introductio n o f new 
provisions i n future internationa l deb t contract s (loan s and bonds ) tha t clarif y th e mean s of 
collective representatio n an d decision-making o n th e par t o f creditors, and thereb y facilitat e 
future orderl y workout o f sovereign deb t problems . However, th e repor t see s the adoptio n o f 
these changes a s a market-driven process . But thi s i s unrealistic an d ther e ar e significan t 
obstacles t o market-driven reforms . Also , i n the absenc e o f a lead by G-10 government s t o 
introduce change s i n thei r contracts , any developing countr y wishin g to pioneer th e proposal s 
would be taking a  risk with marke t perception s (se e the Note o n Insolvenc y an d Sovereig n 
Debt Workout s i n the Annex) . 

12 The IM F should be formally mandate d t o lend int o financial  crise s in developing countries , 
both t o provide emergenc y liquidit y an d t o support orderl y workouts of sovereign deb t 
problems. For this purpose, i t should b e provided wit h significantl y expande d resources , 
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particularly throug h quot a increase s and SDR issues . The longer-ter m natur e o f the reform an d 
restructuring processe s involve d i n orderly debt workouts , and th e potentia l need fo r mor e 
sizeable external resource s than th e IMF , by itself, i s able t o provide, suggest an importan t 
complementary rol e for th e World Bank . 

13 In recent years , the IM F has actively promoted capita l accoun t convertibilit y fo r al l of it s 
members. Notwithstanding th e eventua l advantage s o f an open capita l account , i t i s generally 
agreed tha t ther e ma y be difficulties i n the transitio n an d tha t som e sequences of policy refor m 
make more sense than others . I t i s clear tha t capita l accoun t liberalisatio n fo r a  great man y 
developing countries wil l be a  long-term process . Moreover, eve n i n countries which hav e 
liberalised, temporar y control s wil l continue t o be an importan t too l for responding t o privat e 
capital surges which creat e macroeconomic problems . I t would therefor e see m premature t o 
consider a n amendmen t t o the IM F Articles o f Agreement tha t require d al l members t o 
commit themselve s t o the achievemen t o f an open capita l account . 

14 Section 1  of Article VI prohibit s th e us e of the Fund' s general resource s "t o meet a  large o r 
sustained outflo w o f capital" and authorise s th e IM F to require member s "to exercise control s t o 
prevent suc h use" . The capita l outflows t o which futur e IM F loans are likely to have t o respon d 
may be "large", "sustained" or both. I t would be wise to attempt t o clarify th e IMF' s role an d 
responsibilities i n future financial  crises . The IM F should b e encouraged t o expand it s role, i n 
conjunction wit h othe r relevan t bodies , in the surveillanc e o f international capita l markets . 
Monetary authoritie s i n the develope d countrie s should als o actively assis t and co-operat e wit h 
those i n developing countries i n the collection o f data, monitoring o f developments, and , i n 
inappropriate circumstances , i n the implementatio n o f controls on internationa l privat e capita l 
flows. 

15 Rules and regulation s relating t o internationa l capita l flows are not th e same thing as rules 
relating to foreign financial  institution s o r the service s they provide . The IM F has rules relatin g 
only to the latter . Early efforts shoul d be made t o clarify rule s and jurisdictions relating t o 
international capita l accoun t transaction s an d internationa l financial  institution s i n the man y 
areas in which ther e ar e potential overlaps . 

16 I t i s also important tha t majo r industria l countries tak e accoun t o f the increase d sensitivit y t o 
interest rate s of private capita l flows to (o r from) developin g countrie s a s well as the potentia l 
for significantly increase d feedbac k effect s fro m th e developin g countries ' performance t o th e 
global economy . 

17 Ten idea s for improvin g th e adequac y o f existing internationa l arrangement s ar e set out i n th e 
Recommendations a t pages 21 and 2 2 which Minister s may wish to consider . 
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Introduction 

1 Debat e ove r the role of private capita l flows 
in internationa l payment s an d appropriat e 
government policie s relating t o them i s a 
relatively recen t phenomeno n i n th e 
developing countries . Discussions o f policy 
towards such flows in developing countrie s 
centred i n the 1950 s and 1960 s upon th e 
benefits an d cost s of foreign direc t 
investment an d th e problems of "capita l 
flight". Wit h th e dramati c expansion o f 
commercial ban k lendin g t o the developin g 
countries i n the 1970 s and th e subsequen t 
debt crisi s of the 1980s , attention shifte d t o 
analysis of sovereign debt , default , 
emergency lending , an d possible "workout " 
schemes, with particula r referenc e t o th e 
respective role s of government, bank s an d 
the internationa l financial  institutions . Th e 
difficulties encountere d wit h financial 
liberalisation an d th e "opening " of externa l 
capital account s i n the Souther n Con e o f 
Latin America i n the lat e 1970 s generated a 
burst of research an d discussion of necessary 
prerequisites o r concomitants o f a 
liberalised capita l accoun t an d relate d issue s 
of optimal sequencin g (e.g . Diaz-Alejandro , 
1985; Corbo an d DeMelo , 1986 ; 
McKinnon, 1991) . With th e sharp increas e 
in private internationa l portfoli o capita l 
flows to developing countrie s i n the 1990s , 
particularly t o countries i n Asia and Lati n 
America, interes t i n the problems an d 
possibilities the y create began t o accelerate , 
as did discussion o f the appropriat e externa l 
capital accoun t regim e for th e recipien t 
countries. 

2 B y the earl y 1990 s several general analytica l 
studies of these questions had alread y bee n 

undertaken (e.g . Williamson, 1991 ; Akyüz, 
1992; Reisen an d Fischer , 1993) . In the pas t 
few years , stimulated b y the Mexica n crisi s 
of late 199 4 and earl y 1995 , there has bee n 
an unprecedente d degre e of interest amon g 
policy maker s on th e problems created fo r 
developing countrie s by large and volatil e 
international flows of private capital , large r 
for the m tha n eve r before , an d appropriat e 
policy responses . Both the IM F and th e 
World Ban k have directe d a  great deal of 
further attention , durin g thi s period, t o th e 
problem o f volatile private capita l flows and 
the managemen t o f capital surges (notabl y 
in IM F 1995 b and 1995d ; EDI, 1995 ; and 
Corbo an d Hernandez , 1996) . Not onl y ha s 
the IM F directed increase d researc h 
attention t o capital account issue s in recen t 
years but, i n 1995 , its Executive Boar d als o 
authorised increase d attentio n t o them i n 
its surveillance activities . Of course none o f 
this recent experienc e o r the analysi s 
thereof has altered th e prime need fo r 
macroeconomic polic y t o create a  sound 
framework fo r private domesti c savings an d 
investment decisions , which remain a t th e 
core o f successful long-ter m development . 

3 Thi s paper surveys the curren t debat e o n 
the ne w forms , an d roles , of private capita l 
flows to developing countrie s i n the 1990 s 
and appropriat e nationa l an d internationa l 
policy responses t o the problems an d 
possibilities the y create . Section 2  describes 
the growt h o f these flows in the 1990s , thei r 
role i n development an d som e of thei r 
effects i n recipient countries . Section 3 
addresses the question o f alternative capita l 
account policie s for developing countries , 
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including the role of macroeconomic liquidity , better procedures for orderly debt 
policies, controls and transaction taxes. In workouts , and clarified internationa l 
Section 4, the possibility of improved regimes . Section 5 contains 
international arrangements is considered, recommendation s stemming from th e 
including the provision of increased previou s analysis. 
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The Growing Role of Private Capital Flows 
to Developing Countries in the 1990s 

The New Flows 

4 Privat e capita l flows to developin g 
countries, afte r slumpin g i n the 1980s , 
increased dramatically , an d t o 
unprecedented levels , in the first  half o f th e 
1990s. According t o the IMF , net privat e 
flows in the 1989+9 5 perio d were , o n 
average, about te n time s those o f th e 
1983+88 period, whereas net officia l flows 
had falle n b y more tha n hal f (se e Table 1) . 
According t o the World Bank , betwee n 
1990 and 1993 , private capita l flows to 
developing countrie s rose nearly fourfol d 
before stabilizin g a t abou t $160+17 0 billio n 
in 1994+9 5 a s United State s interes t rate s 
rose and th e Mexica n crisi s hit (Worl d 
Bank, 1996 , pp. 10-11) . These privat e flows 
remain, however, highly concentrated . Onl y 
about 2 0 developing countrie s ar e toda y 
considered creditworth y b y internationa l 
capital market s and banks . Foreign direc t 
investment i s almost equally concen-trated . 
In recent years , the Africa n continen t ha s 
received onl y 4 per cent o f total ne t privat e 
flows1. 

5 I n the 1990 s there was a sharp increas e i n 
international portfoli o investment , bot h i n 
debt instrument s an d i n equity , i n 
developing countries . Foreign direc t 
investment als o grew very rapidly though a t 
a slower pace. On th e othe r hand , th e 
relative importanc e o f bank lendin g t o 
developing countrie s fel l drastically . Muc h 
higher proportions o f external capita l wer e 

also now directed t o private secto r 
borrowers rather tha n t o governments i n 
developing countries . Tables 2  and 3 
summarise th e overal l composition o f 
capital flows to the majo r developin g area s 
and selecte d countrie s i n recent years . 
Private flows have accounte d fo r ver y 
substantial percentages o f individua l 
recipient countries ' GDP i n the 1990 s (e.g. , 
6 an d 8  per cent i n Colombia an d Chile , 
respectively; 1 1 and 1 3 per cent i n Thailan d 
and Malaysi a respectively) . Foreign direc t 
investment ha s been relativel y mor e 
important i n Asia than elsewher e bu t th e 
relative contribution o f portfolio flows has 
risen nearly everywhere . In some of the sub-
Saharan Africa n countries , "privat e 
transfers" as a percentage o f GDP hav e 
reached remarkabl e level s (e.g. , 9 per cen t 
in Tanzania, 5  per cent i n Uganda) , 
although knowledg e a s to what the y reall y 
are remains sparse . 

These ne w flows can be partly explained a s 
a once-for-all (permanent ) stoc k adjustmen t 
on th e par t o f the world' s investmen t 
community (notabl y insuranc e companies , 
mutual funds an d pensio n funds ) t o newly -
liberalised internationa l financial  markets , 
both i n developing countrie s an d i n th e 
industrialised world , and th e perception o f 
new profi t opportunitie s i n emergin g 
markets, particularly i n countries tha t hav e 
achieved soun d macroeconomi c 
fundamentals an d a  receptive environmen t 
for foreign capital . Once suc h stoc k 

1 Th e issu e of broadening capital flows to a wider group of developing countries i s discussed further i n FMM(96)3. 
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adjustment ha s been completed , however , 
the flows resulting from i t can be expecte d 
to fall t o more "normal" levels (aroun d 
which the y wil l continue t o fluctuate).  I t 
would be helpful, i n such circum-stances , t o 
address the possibilities for smoothin g th e 
macroeconomic adjustmen t i n recipien t 
countries t o these one-of f shift s i n globa l 
portfolio choices . 

7 Th e ne w private capita l inflow s t o 
developing countries can als o be seen , 
however, a s an ongoing and perfectl y 
normal response on th e par t o f mor e 
globally-oriented investor s t o changin g 
incentive structures - includin g relativ e 
rates of interest, exchang e rat e 
expectations, political volatility , etc . Privat e 
capital inflow s ma y also be procyclical , 
increasing i n "good" times and falling , eve n 
reversing i n direction, i n "bad" times. If 
recent internationa l capita l flows  (int o 
developing countries ) ar e not significantl y 
the product o f "one-off stoc k adjustment , 
but reflec t norma l response t o changin g 
incentives, thei r surge in one directio n i s 
likely to be reversible . 

8 I n any case, newly-liberalised internationa l 
and domestic financial  market s certainl y 
create new oppor-tunities for internationa l 
incentive-responsive privat e capita l flows 
and short-term volatilit y i n such flows. 
When larg e institutional investor s alte r thei r 
overall internationa l portfoli o compositio n 
only marginally (fo r them ) the y can hav e 
dramatic consequences fo r individua l 
national asse t markets and exchang e rates . 
Some of the surge towards developin g 
countries' financial  market s i n the earl y 
1990s is undoubtedly attributabl e t o the lo w 
interest rates in the United State s (an d 
other industrialise d countries ) a t tha t tim e 
(Calvo, Leiderman an d Reinhart , 1993) . 

9 Externa l circumstances have alway s bee n 
understood t o play an importan t rol e i n 

1 2 PRIVATE CAPITAL FLOWS AND DEVELOPMENT: THE ROLE OF NATIONAL AND INTERNATIONAL POLICIES 

setting th e contex t fo r nationa l macro -
economic management , particularl y i n 
small open economies . Shocks i n th e 
external term s of trade have lon g bee n 
recognised a s a particular proble m fo r 
developing countries . Changes i n globa l 
interest rates , and thei r effect s upo n privat e 
international capita l flows, have no w 
become a  further majo r sourc e of exogenou s 
shocks. "Contagion effects " fro m financial 
events elsewhere (e.g. , "tequila effects" ) ar e 
also now a n importan t additiona l sourc e of 
exogenous shock . Polic y changes -  particu -
larly in exchange regime s - i n geographic -
ally contiguous countrie s ar e anothe r 
potentially significan t sourc e o f exogenou s 
influence upo n domesti c macroeconomi c 
management, a s shown i n some recen t 
African experience s (e.g. , Kenya/Uganda , 
and th e CFA fran c zon e and it s neighbours). 
Realignments o f major currenc y exchang e 
rates can als o profoundly affec t developin g 
countries' real effective exchang e rate s an d 
hence thei r prospect s for externa l balance , 
e.g., the nomina l appreciatio n o f the ye n 
against th e dolla r i n the 1990 s brough t 
about depreciatio n o f many Eas t Asia n 
currencies vis-à-vi s the yen . 

Capital Inflows: Development Impacts 
and Responses 

10 Capital inflow s ar e importan t fo r developin g 
countries because of their role i n 
supplementing saving s and financing 
investment, thereb y assistin g i n long-ter m 
development, and/o r i n shorter-ter m 
smoothing o f consumption. I n addition , 
foreign direc t investmen t ca n als o be 
beneficial i n a  number o f other way s 
including throug h transfe r o f technolog y 
and expertise , greater acces s to foreig n 
markets for domestic goods , and enhance d 
competition withi n nationa l market s 
particularly i n services. There i s now 



increasing competition amon g developin g 
countries t o attrac t foreig n direc t 
investment (FDI) . 

11 l t has long been recognised , however , tha t 
where ther e ar e significant domesti c 
microeconomic "distortions" , capita l inflow s 
can be immiserising . Prio r to and durin g th e 
debt crisi s of the 1980 s there wa s a grea t 
deal of discussion a s to how th e proceeds of 
external ban k lendin g (mainl y t o 
governments) ha d been used , and whethe r 
they had contribute d t o development . 
There has always been appropriat e concer n 
as to whether th e governmen t ha d it s 
economic policy fundamentals "right" . 
There i s obviously a  continuing nee d t o 
understand ho w capita l inflow s ar e 
ultimately used , and whethe r recipients ' 
national policie s may contribute t o an y 
"misdirection". 

12 Concern wit h th e potentially destabilisin g 
macroeconomic consequence s o f privat e 
inflows, eve n when policie s i n the recipien t 
country ar e basically sound , i s much mor e 
recent. Surge s of inflowing privat e capita l 
create macro-economi c problems , above all , 
through thei r effect s o n eithe r th e exchang e 
rate o r the domesti c money supply , togethe r 
with th e ris k of their abrup t cessation o r 
capital outflow . 

13 I f the centra l bank attempt s t o maintai n 
stability i n the exchang e rate , privat e 
capital inflow s wil l expand th e monetar y 
base (a s the centra l bank increase s it s 
foreign exchang e reserves) . To preven t 
consequent overheatin g o f the domesti c 
economy, an d a  real appreciation o f th e 
currency, th e centra l bank ma y seek t o 
sterilise th e domesti c monetar y 
consequences, throug h ope n marke t 
operations -  i n government securitie s o r i n 
the interban k marke t (a s in Malaysia) or , 
more usually , through th e issu e of its own 
securities; or through increase d reserv e 

requirements; o r via the redeploymen t o f 
government deposit s from th e commercia l 
banks t o the centra l bank . 

14 Tightened domesti c monetar y polic y may , 
however, involv e significan t quasi-fisca l 
losses for th e centra l bank a s it pays higher 
interest rate s on it s domestic liabilitie s 
(including thos e earned b y foreigners) tha n 
it earns on it s foreign exchang e reserves . To 
the exten t tha t interes t rate s increas e i n 
consequence o f such sterilisation policies , 
they ma y induc e a  further fillip  t o externa l 
capital inflows . (Interes t rate s ar e 
presumably lowere d throug h privat e capita l 
inflows i n the first place, however, an d 
inflows will , in any case, cease once a  new 
portfolio equilibriu m i s reached.) 

15 Increasin g bank reserv e requirement s ma y 
also "redirect capita l flows to domesti c 
borrowers throug h channel s othe r tha n th e 
domestic banking system - suc h a s throug h 
domestic market s for equity and rea l estate . 
If this disintermediation i s effective, th e 
macroeconomic stabilizatio n proble m woul d 
remain" (Fernandez-Aria s an d Montiel , 
1996, p.73). Domestic agent s may als o 
resort increasingl y t o offshore borrowing . 
Clearly th e structur e o f the domesti c 
financial syste m and , i n particular, th e 
interest o f foreign investor s i n othe r 
domestic asset s and thei r acces s to them ar e 
important t o overall macroeconomi c 
outcomes. 

16 One obviou s additional (o r alternative ) 
possible response to surging capital inflow s 
is to tighten th e fiscal regime, and thi s is 
frequently recommended , particularl y t o 
countries previously running larg e fiscal 
deficits. Bu t recent experienc e indicate s 
that man y countries experiencing monetar y 
and exchang e rat e pressures from privat e 
capital inflow s had alread y achieved fiscal 
balance o r even surpluse s (e.g . Chile, Kore a 
and others) . In an y case, as a recent IM F 
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paper argues , "In most countries .. . i t i s 
difficult t o use fiscal policy as a short-ru n 
response, and i t may also exacerbate th e 
problem of unsustainable inflow s i f 
confidence i n economic policy grows 
strongly" (IMF, 1995d, p.5). Thus, 
macroeconomic polic y instrument s othe r 
than fiscal ones might be needed t o respon d 
to short-term capita l surges . 

17 I f the centra l bank instea d allow s the valu e 
of the domestic currency t o appreciate i n 
response t o capital inflows , thi s will hav e 
undesirable consequence s fo r the overal l 
incentive structure . The curren t accoun t o f 
the balance o f payments i s likely t o 
deteriorate i n response t o currenc y 
appreciation, an d th e economy wil l becom e 
increasingly vulnerable t o a sudden 
reduction o r reversal of the capita l inflows . 
The critica l question i s whether th e capita l 
inflows tha t ar e associated wit h such a n 
increasing curren t accoun t defici t ar e likel y 
to be sustainable and , i f so, at what level . 
Countries operating a  pure floating 
exchange rat e system (i n some Africa n 
countries, they seem to have had fe w 
options) ar e consequently face d wit h a 
major se t of problems: appreciating an d 
potentially unstabl e currencies , rising 
current accoun t deficit s an d rising externa l 
debt. 

18 In the many developing countries wher e 
there ar e relatively weak domestic financial 
markets, there are likely to be furthe r 
difficulties create d by surges of externa l 
private capital , either inwar d o r outward . 
They can easily spark increase d volatilit y i n 
domestic market s for financial  asset s an d 
real estate. Capital surges have bee n 
associated wit h stock marke t an d propert y 
market booms ; and outflows wit h 
corresponding busts . Where domesti c 
financial market s are thin and/o r weakl y 
supervised, eve n modes t inflow s o f externa l 
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private capita l can overwhelm bot h loca l 
financial institution s an d thei r regulator y 
authorities, and creat e additiona l 
macroeconomic managemen t problems . 
Even i n relatively stron g financial  systems , 
deposit insurance , whether explici t o r 
implicit, create s a  moral hazard tha t ma y 
encourage over-enthusiasti c foreig n 
depositing i n domestic banks , and over -
enthusiastic (and , particularly whe n ther e i s 
rapid expansion , inadequatel y supervised ) 
bank lendin g t o domestic agents . 

19 The increase d inflo w o f foreign portfoli o 
capital i n the 1990 s did not alway s 
destabilise nationa l financial  market s i n th e 
sense of increasing average weekly exchang e 
rate, interes t rate , or stock marke t volatility . 
But ther e were frequent episode s of extrem e 
stock marke t volatilit y whic h di d appea r t o 
be associated wit h foreign capita l flows -
e.g. a  stock marke t boom i n lat e 199 3 an d 
early January 199 4 in Malaysia, followed b y 
rapid decline agai n i n the first half o f 1994 ; 
and sudden stock marke t decline s i n earl y 
1995 i n Thailand an d Malaysi a i n respons e 
to the Mexica n crisi s in early 1995 , and th e 
Gulf War i n the secon d hal f o f 1990 . 
Similarly, there were a t th e same time shar p 
interest rat e changes i n response t o th e 
same external capita l surges , and th e 
pressures on policy tha t the y created . 

20 Man y developing countrie s maintai n 
various forms o f control ove r externa l 
capital accoun t transactions . The eas e an d 
speed with which privat e capita l can flow 
internation-ally depend s partly on th e 
nature o f the capita l asse t or liability , but , 
no les s importantly, o n th e cost s of the flows 
to private transactors , a s influenced b y such 
capital control s -  i n the form o f restrictions , 
regulations an d taxes , both direc t an d 
indirect. To an analysi s of such policies fo r 
the capita l accoun t w e now turn . 



Policies for the Capital Account in Developing Countries 

Benefits and Costs of International 
Financial Integration 

21 Capita l flows internationally wit h o r 
without governmenta l control s ove r th e 
capital account . Increasin g numbers o f 
countries have opted fo r ful l capita l accoun t 
convertibility an d integratio n wit h globa l 
capital markets . This i s a clear policy optio n 
for al l developing countrie s today . 

22 The principa l gains from capita l accoun t 
liberalisation a t the nationa l level , and fro m 
global financial  integratio n mor e generally , 
are those deriving from th e increase d 
efficien-cy o f both nationa l an d globa l 
capital market s tha t the y can create . By 
easing or removing constraint s on privat e 
decision-making, government s permi t 
private agent s to make savings an d 
investment decision s on a  freer basis . The 
result should be a  less "distorted" decision -
making process both withi n individua l 
liberalising nations an d a t the globa l level . 
Within th e relativel y capital-scarc e 
developing countrie s (n o les s tha n 
elsewhere) thi s can be expected, i n th e 
best-case scenario , to include greate r 
international portfoli o diver-sificatio n fo r 
their own investors ; greater diversificatio n 
of capital sources on th e par t o f their publi c 
and private borrowers ; greater competitio n 
and thereb y increase d efficienc y fo r thei r 
financial service s sectors; deeper financial 
markets and th e increase d efficienc y o f 
intermediation tha t i t brings; and greate r 
domestic savings and investment . Thes e 
potential advantage s ar e great enough t o 
motivate ope n capita l account s i n th e 

OECD an d t o inspir e mos t countries t o 
declare capita l accoun t liberalisatio n t o be 
an ultimate objective , whateve r thei r 
current practices . But none o f thes e 
potential gain s are assured, and capita l 
account liberalisatio n als o involves risks 
and potentia l costs . 

23 Firstly , capital accoun t liberalisatio n woul d 
mean tha t domesti c monetary authoritie s 
would have les s room t o pursue monetar y 
policies independentl y o f internationa l 
interest rates . 

24 Secondly , liberalisatio n o f capital outflow s 
would mea n tha t domesti c savings would n o 
longer be available solely for the purpose of 
domestic investment . A n olde r literatur e 
has long argued tha t th e potentia l 
vulnerability o f developing countries ' 
external payments position s or exchang e 
rates to volatile private expectation s shoul d 
make capita l accoun t outflow s th e very las t 
to be liberalised (e.g . Williamson, 1991) . 

25 Thirdly , ther e i s by now plenty o f evidenc e 
that developin g countrie s can encounte r 
severe macroeconomic managemen t 
problems, even financial  crises , as a 
consequence o f surges of private capita l flow 
which ar e presumably mor e likely to occu r 
when capita l flows are "freer". Accordin g t o 
much curren t wisdom , i t i s critically 
important fo r developmen t tha t countrie s 
maintain a  stable an d appropriat e rea l 
exchange rate , and thu s a  stable an d 
sustainable curren t account , a s well as a 
reasonably stabl e macro economy. Suc h 
stability i s seen by many a s more importan t 
for th e achievemen t o f an adequat e leve l 
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and efficienc y o f investment tha n th e 
details of incentive structure s which purpor t 
to have micro-economic efficienc y benefits . 
For this purpose, i t may be desirable t o 
moderate overal l capital flows that ar e no t 
driven by long-term economi c 
fundamentals, an d thu s attempt t o influenc e 
the composition , a s well as the overal l size, 
of capital flows so as to achieve mor e stabl e 
and mor e productive inflows . I n the fac e o f 
the limit s to the efficacy , i n terms of 
macroeconomic managemen t objectives , o f 
the availabl e fiscal, monetary an d exchang e 
rate policy instruments , th e monetar y 
authorities o f many developing countrie s 
have sought t o deploy direct an d indirec t 
controls over private internationa l capita l 
flows as additional macroeconomi c polic y 
instruments. Such capita l control s typicall y 
seek to alter th e pace or composition o f 
private capita l flows. Further measure s t o 
restrain expansion o f consumer 
expenditures whic h migh t otherwis e b e 
associated with capita l inflow s (and , i n 
many cases , with impor t liberalisation ) ma y 
also be considered appropriate , e.g. , limit s 
upon domesti c consumer an d mortgag e 
credit, or compulsory private saving s 
programmes (McKinno n an d Pill , 1995) . 
These may  be able to reduce th e prospect o f 
credit-driven boom s in private consumptio n 
of the recen t Mexica n type 2. 

26 Fourthly , increased opennes s i n the capita l 
account ma y involve domestic banks an d 
other financial  institution s i n increase d 
risks, both because of increased deposi t 
volatility and because of increased foreig n 
exchange risk . Capital accoun t 
liberalisation therefor e i s likely to requir e 

2 

3 

prior strengthening o f prudentia l 
supervision an d informatio n disclosure . 

27 Capita l accoun t convertibilit y i s obviously 
not a  matter o f all or nothing. Some type s 
of transactions ma y be free whil e others ar e 
not; and th e tightnes s o f restrictions ma y 
vary i n the sam e country ove r time . In thi s 
respect, a s in trade policy and th e analysi s of 
the curren t account , "openness " can have a 
variety of interpretations. There i s as yet n o 
agreed way of measuring th e degre e of 
openness i n the capita l accoun t (Montiel , 
1994)3. For the present , ther e seems littl e 
alternative bu t t o rely on descriptiv e 
accounts, such a s the IM F offers i n it s 
Annual Report s on Exchang e Restrictions , 
for data on th e exten t o f capital accoun t 
convertibility an d change s therein . 

28 Direc t regulatio n o f internationa l capita l 
flows, bot h inwar d an d outward , ha s 
evidently bee n commo n i n developin g 
countries. A  summar y o f existing capita l 
controls i n 15 5 developing countries , base d 
on IM F data, i s shown i n Table 4.  O f th e 
155 developing countrie s surveye d b y th e 
IMF, 11 9 employ som e form o f control ove r 
international capita l flows,  althoug h 7 5 
have accepte d Articl e VII I obligation s i n 
respect o f the curren t account . (Fo r furthe r 
discussion o f the IM F Articles, see Sectio n 
4(c).) Th e form s o f these control s ar e 
numerous an d th e degre e o f thei r us e varie s 
greatly both acros s countries an d ove r 
time. Some ma y be motivate d mor e by th e 
need t o monito r tha n th e desir e t o restrict . 
Table 4  shows tha t regulatio n o f outwar d 
flows has been considerabl y mor e frequen t 
than tha t o f inwar d flows.  Regulatio n o f 

Mexican private savings fell from 15. 5 per cent to 7.7 per cent of GDP in the 1989+9 3 period (Schadle r et al, 1993) . 

There i s no agreed method i n the current o r trade accounts either but there i s a much more extensive empirica l literatur e on the subject, includ -
ing an important (an d remarkably under-cited) one that finds little correlation among alternative such measures (Pritchett, 199 1 ). There seems to 
be some consensus on the use of the percentage premium on the black market as against the principal official exchang e rate as a measure (a t leas t 
in an ordinal sense) of the strength of overall foreign exchang e controls or official currenc y misalignment . 
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outward flows  als o has a  longer history an d 
remains fairl y pervasive . Restrictions o n 
residents' externa l investment s an d 
holdings o f foreign currencie s ar e frequent , 
at leas t i n th e for m o f upper limits , ofte n 
based purely o n prudentia l objectives , o n 
the proportio n o f tota l asset s tha t financia l 
institutions ma y place abroad . O f inwar d 
flows, FD I i s much mor e frequentl y 
regulated tha n purel y financia l flows.  Bu t 
there i s evidently increasin g interes t i n 
and resor t t o control s ove r th e latter . I n 
general, positive list s (i n whic h onl y thos e 
trans-actions liste d ar e "free" ) ar e mor e 
restrictive tha n negativ e list s (i n whic h 
only thos e activitie s liste d ar e restricted , 
regulated o r prohibited) . 

detailed compositio n o f such capita l flows. 
Informed analyst s conjecture tha t muc h o f 
what i s at present recorde d a s private "trans -
fer" i n some African countrie s i s actually 
more appropriatel y categorise d a s private 
capital flow, quite probably quickly reflecte d 
in rea l investmen t (Kasekende , Kitabire an d 
Martin, 1996) . If the authoritie s do no t 
know which flows are which, the y wil l obvi -
ously face grea t difficultie s i n developin g 
appropriate policies . Indeed, i n some devel -
oping country circumstances , authoritie s ar e 
said t o be inhibite d i n their attempt s t o 
collect mor e accurate informatio n o n 
private capita l flows by their fea r o f fright -
ening marke t parti-ci-pants , discouragin g 
real investor s and stimulating undesire d 
outflows (ibid.) . 

Influencing the Composition of Inflows Short-Term versus Long-Term Flows 

29 Ther e seem s to be general agreemen t tha t 
some forms o f external private capita l 
inflow ar e more attractiv e t o the recipien t 
country tha n others . From the standpoin t o f 
future macroeconomi c stability , longer-ter m 
and mor e stable inflow s o f capital are better . 
This would sugges t a  preference fo r longer -
term investment s -  i n long-term loans , 
equity and/o r i n the form o f FDI4, 
particularly tha t whic h take s the form o f 
physical flows of capital goods . Such flows 
are more likely to be based on long-ter m 
economic fundamentals an d should be les s 
susceptible t o short-term volatility . (Som e 
"reliable" development assistanc e may als o 
carry these desirable attributes. ) 

30 Categorisatio n o f portfolio capita l flows, 
however, i s often difficult . I n some sub-
Saharan Africa n countries , for instance , th e 
authorities hav e littl e ide a about th e 

31 Short-ter m capita l inflow s (an d outflows ) 
have been a n importan t elemen t i n th e 
recent experienc e o f many developin g 
countries (includin g Thailand, Malaysi a 
and severa l sub-Saharan Africa n countries , 
where such flows have dominated) . Thes e 
include: 

short-term externa l borrowing (lending ) 
by domestic commercia l banks or othe r 
local firms; 

increased (decreased ) non-residen t 
holdings o f domestic currency deposit s 
in loca l banks ; 

sales (purchases ) o f short-term mone y 
market instrument s t o (by ) non -
residents; 

reduced (increased ) residen t holdings o f 
foreign currenc y deposit s (wher e thes e 
are allowed); an d 

4 Ther e may be significant difference s withi n items which are categorised similarly . Under th e heading of long-term loans , for instance , East Asian 
borrowers averaged bond maturities of nearly 12 years in 1995 whereas Latin American borrowers averaged only 3 years; and Latin American spreads 
over comparable government benchmark bond s were nearly three times as high as East Asia's (World Bank , 1996 , p.11 ) 
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swap transactions -  sale s (purchases ) o f 
foreign currenc y simultaneousl y 
unwound b y forward marke t contracts . 

32 Som e of these flows may be directly relate d 
to real internationa l trad e i n goods an d 
services. A hig h proportion , however , ma y 
be unrelated t o any real transactions , 
whether internationa l o r domestic. I f so, 
they may  be highly volatile . In Zambia i n 
the lat e 1980s , for instance , there wer e 
sharp reversals in the directio n o f such flows 
involving year-on-year change s amountin g 
to 6-8 per cent o f GNP (Kasekend e et 
al.,1996). 

33 Unfortunately , i t i s often difficul t t o 
distinguish flows that ar e related t o rea l 
transactions from purel y financial  ones , or 
short-term fro m long-ter m flows. Korea ha s 
consciously trie d t o trea t capita l accoun t 
transactions relate d t o real investment s 
differently fro m (mor e liberall y than ) purel y 
financial transaction s bu t thi s i s inherentl y 
very difficult. Ove r man y years, i t has 
proven difficul t eve n t o distinguish curren t 
from capita l transactions . 

34 Lon g maturity externa l obligation s ma y 
seem, in principle, les s vulnerable t o 
volatility tha n shor t maturit y ones ; but i f 
there ar e active secondary markets , lon g 
maturities may be highly liquid . Longe r 
maturity instrument s ar e thus no t 
necessarily les s volatile i n thei r short-ter m 
behaviour tha n nominall y short-ter m one s 
(Claessens et al., 1995) . According t o th e 
IMF, "financia l asse t flows have becom e 
increasingly fungible .. . [making it ] more 
difficult fo r .. . countries .. . to maintain th e 
effectiveness o f their controls " (IMF, 1995d , 
p. 18) . Indeed OEC D an d E U code s o n 
capital flows have abandone d effort s t o 
distinguish short-ter m capita l flows  from 
others and thi s indicate s tha t other s ma y 
eventually be forced alon g the same rout e 
(IMF, 1995d , p . 9). Monetary authoritie s i n 
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Chile, among other countries , hav e 
nonetheless found i t possible t o encourag e 
longer-term ban k deposit s and longer-ter m 
credits via carefully structure d ban k reserv e 
requirements an d "minimu m stay " 
regulations respectively (LeFor t an d 
Budnevich, 1996) . 

FDI versus Portfolio Capital 

35 FD I i s generally believe d t o be motivate d 
differently, t o behave differently , an d t o 
create differen t macroeconomi c (an d 
developmental) effect s fro m portfoli o 
capital flows.  Foreig n direc t investor s ar e 
presumed t o base thei r decision s o n longer -
term economi c an d politica l fundamental s 
and thu s t o be les s volatile i n thei r short -
term behaviour . FD I als o often take s th e 
form o f real flows o f capital equipmen t an d 
brings technolog y and/o r manageria l an d 
marketing skill s along wit h capital . 

36 FD I flows  ca n als o be volatile . 
Transnational corporation s (TNCs ) 
manage liqui d fund s a s well a s flows of rea l 
goods an d services , an d the y usuall y do so 
very effectively . Foreig n direc t investor s 
can also , when appropriate , borro w fro m 
foreign o r domesti c financia l institution s 
in pursui t o f thei r internationa l financia l 
flow objectives . FD I can therefor e b e 
associated wit h higher , rathe r tha n lower , 
variability i n capita l flow,  reflecting TNCs ' 
capacities fo r managin g internationa l 
intra-firm financia l transaction s t o respon d 
quickly t o changing nationa l 
circumstances (Doole y et ai. , 1995). 

37 Th e regime s fo r FD I i n developin g 
countries ar e usuall y quit e differen t fro m 
those fo r portfoli o capital , an d the y ar e no t 
typically primaril y motivate d b y short-ter m 
macroeconomic managemen t 
considerations. I n man y ways , FDI inflow s 
are treate d mor e liberall y tha n foreig n 



portfolio capita l becaus e o f the recognise d 
advantages brough t b y it s longer-ter m 
motivation, an d th e potentia l managerial , 
technological an d expor t market-openin g 
attributes associate d wit h it . On th e othe r 
hand, ther e ar e often selectiv e 
prohibitions, control s an d approva l 
procedures -  designe d t o protec t strategi c 
sectors o r t o ensure nationa l benefit s o f 
various kinds -  tha t ar e mor e stringen t fo r 
FDI tha n fo r "arms-length " portfoli o 
capital (IMF , 1995d) . Although control s 
over inwar d foreig n direc t investmen t ar e 
not usuall y primaril y directe d a t reducin g 
the volatilit y o f capital flows,  the y ca n be . 
Chile ha s institute d "minimu m stay " 
regulations fo r direc t investor s t o 
complement it s reserve requirement s fo r 
portfolio investors , i n pursui t o f it s 
macroeconomic stabilisatio n objectives . 

Debt versus Equity 

38 Externa l portfoli o investmen t i n domesti c 
equities clearl y involve s fewer risk s t o th e 
borrowing countr y tha n debt . Externa l 
debt require s servicin g regardles s of 
domestic economi c circumstance s an d th e 
rollover o f it s principal ca n neve r b e 
assured. Foreign owner s o f equity can , o f 
course, choose t o exi t a t an y time , bu t 
when the y d o so as a group the y mus t firs t 
find domesti c buyer s and , whe n the y d o so, 
they ma y be forced t o take capita l losse s 
that eas e th e blo w t o th e capital-losin g 
country. There i s therefore a  risk manage -
ment rational e fo r developin g countrie s t o 
favour portfoli o equit y inflow s ove r debt -
creating one s (althoug h the y may , o n 
average, be mor e expensive) . I t ca n b e 
argued tha t th e shif t toward s equit y 
borrowing i n th e 1990 s has alread y 
imparted a n importan t stabilisin g influenc e 
on developin g countr y borrowers , relativ e 
to thei r variable-interes t ban k borrowin g 
in th e 1970 s (Williamson , 1996b) . 

Efficacy of Controls 

39 Accordin g t o a  number o f analysts, direc t 
controls (and , fo r tha t matter , sterilisation ) 
can onl y be effective i n the short-run : ".. . 
given th e worldwide integratio n o f financial 
markets and th e sophisticatio n o f financial 
intermediaries, such policies do not see m t o 
work i n the lon g run". (Corb o an d 
Hernandez, 1996 , p. 84) . 

40 I t i s well-known tha t control s over capita l 
outflows ar e difficult t o enforce an d tha t 
considerable capita l flight  wil l occur, whe n 
market participant s dee m i t warranted, eve n 
in th e tightes t o f control regime s - vi a 
misinvoicing o f trade transactions , lead s 
and lag s in externa l payments , alterations i n 
trade credi t terms , etc. The effect s o f 
expectations, a s always, can also generat e 
unexpected results . The tightenin g o f 
controls may constitute a  signal t o 
investors, generating greate r net outflow s 
than before ; similarly , liberalisation o f out -
flows may trigger more inflows . 

41 Bu t i t would be inappropriat e t o conclud e 
that control s ar e always ineffective , 
provided the y are used sparingly and ar e no t 
intended t o mask fundamental imbalances . 
The issu e is usually whether th e actua l 
social benefits o f such controls warrant thei r 
administrative an d othe r (includin g 
efficiency) costs ; and, more fundamentally , 
whether domesti c macroeconomi c 
management is , or i s about t o become , 
sound. 

42 Control s ove r capital outflows ar e no t 
universally associated , a s some seem t o 
imply, with payment s crises or preludes t o 
currency devaluatio n an d payment s 
liberalisation. Man y developing countrie s 
have maintaine d suc h controls ove r 
outflows ove r very long periods of time, an d 
varied the m i n response t o thei r externa l 
payments positions (e.g . IMF, 1995d, p . 21). 
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43 Control s over capital inflow s ar e generally 
easier to implement tha n thos e over out -
flows. Dooley's recent survey (1995 ) o f th e 
academic literature on capita l control s 
(which has mainly been addressed t o 
attempts at control of unwanted outflows ) 
concludes tha t the y have often successfull y 
driven wedges between domesti c and inter -
national interes t rates , thereby generatin g 
government revenu e an d reducing the cost s 
of public domestic debt servicing (pp.29-32) ; 
but i n developing countries, contrary t o th e 
evidence for developed countries , they hav e 
not succeeded i n influencing th e volume o r 
composition o f capital flows, or exchang e 
rate levels (pp.34-35) . This study i s also 
sceptical, in view of the distortions the y 
create, of their overal l benefit+cost ratio . 
(See also Mathieson an d Rojas-Suarez , 
1993.) 

44 However , other analyses of recen t 
developing country experience sugges t mor e 
optimistic conclusions regarding the efficac y 
(to be distinguished fro m efficiency ) o f 
capital controls , particularly thos e relatin g 
to inflows (LeFor t and Budnevich , 1996 ; 
Park and Song, 1996) . Many developin g 
country macroeconomic manager s evidentl y 
believe i t i s possible to influence no t onl y 
the pace but also the composition o f 
external private capita l inflows . 

Recent Policy Response to Capital 
Surges 

45 A s has been seen , many developin g 
countries have encountere d larg e surges of 
capital inflo w i n the 1990s , which hav e 
significantly complicate d th e task s of 
macroeconomic management . I n sub-
Saharan African countrie s such a s Tanzania, 
Uganda an d Zambia , macroeconomi c polic y 
response has consisted primaril y i n lettin g 
the exchange rat e reflec t th e increase d 
capital flows; and thi s has not yielde d result s 
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with which policy-maker s can b e full y 
content. I n Eas t Asian countrie s lik e 
Indonesia, Korea , Malaysia an d Thailand , 
on th e othe r hand , strenuou s effort s wer e 
made by macro-economic policy-maker s t o 
preserve incentive s for thei r tradabl e good s 
sectors by preventing to o much rea l curren -
cy appreciation. Inevitabl y thi s involve d 
the us e of activist policie s i n currency an d 
financial markets , and pragmati c resor t t o 
direct an d indirec t capita l control s tha t 
varied i n thei r intensit y i n response t o 
changing externa l circumstances . In Chil e 
and Colombia , too , policy-makers sough t t o 
moderate th e exchang e rat e effect s o f th e 
new capita l inflow s by "managing " 
exchange rates , monetary sterilisatio n an d 
judicious resor t t o capita l controls , 
principally i n th e form o f indirec t taxe s (vi a 
reserve requirements) . 

46 Recen t experienc e suggest s that th e 
vigorous use of market-friendly polic y 
instruments -  particularl y officia l 
participation i n financial  market s - ha s 
helped man y developing countrie s i n thei r 
pursuit o f traditional macroeconomi c 
objectives i n the contex t o f volatil e 
international flows of private capital . Th e 
most importan t instrument s use d hav e 
been: 

flexible centra l bank interventio n i n th e 
foreign exchang e market , with varyin g 
limits and "bands" , and withou t overl y 
rigid adherence t o nominal exchang e 
rate targets ; 

flexible interventio n b y the monetar y 
authorities i n domestic financial  market s 
and/or provisio n t o them o f new 
financial instrument s fo r purposes of 
monetary sterilisation ; 

maintenance o f fiscal discipline; an d 

use of reserve requirements (deposit s i n 
foreign currenc y i n the Centra l Bank ) o n 



domestic bank deposits of non-residents , 
domestic foreign currenc y deposits , an d 
all external borrowing, bond issue s or 
lines of credit. (Thes e deposit s hav e 
sometimes included a  minimum tim e 
period, sometimes varied with the matu -
rity, and have typically been designed t o 
discourage shorter-term flows.) 

47 Th e manager s of capital surges in East Asi a 
and Latin America have als o ofte n 
combined thei r mor e "market-friendly " 
instruments wit h selective an d temporar y 
direct regulations . 

Regulation o f inward flows of portfoli o 
capital has involved : 

overall quantitative restriction s o r eve n 
prohibitions o n som e type s of flows (e.g. 
some short-term flows in Malaysia i n 
early 1994) ; 

regulation o r restrictions on borrowin g 
or issuance of securities abroad b y 
residents; 

restrictions on acces s by foreigners t o 
domestic stock and financial  markets , o r 
limits on foreign ownershi p share s of 
domestic corporations (whic h often var y 
with th e sector o f activity); an d 

certain requirement s fo r foreign direc t 
investment, suc h a s minimum lengt h o f 
stay (e.g . in Chile, one year) . 

48 Government s hav e ofte n varie d thei r 
capital accoun t regulation s so as to pursu e 
their macroeconomic objective s a s externa l 
circumstances changed . Kore a 
systematically tightene d o r ease d 
restrictions on both capita l inflow s an d 
outflows i n response t o developments i n th e 
current accoun t o f its internationa l 
payments. To counter excessiv e inflows , 
some governments hav e a t time s ease d 
regulations only on outflows (e.g . 
Thailand). They hav e als o varied thei r 
reserve requirements o n foreign borrowing . 

49 Man y Eas t Asian an d Latin America n 

countries thus appeared remarkabl y success -

ful i n responding t o surges of private capita l 

inflows i n th e 1990 s through a  judicious 

combination o f exchange marke t 

intervention (t o moderate rea l currenc y 

appreciation), monetar y sterilisation , fiscal 

discipline, and th e carefu l an d changin g us e 

of direct control s o n both inwar d an d 

outward flows to dampen volatil e short-ter m 

movements. 

50 I t i s always difficult t o assess the effect s o f 
policy i n the absenc e o f clarity a s to th e 
relevant counterfactual . Thos e with faith i n 
the perfectibilit y o f markets may argue tha t 
the provisio n o f greater informatio n i s 
always more socially efficien t tha n 
governmental interventions . Still , 
government interventions , includin g direc t 
controls, did frequently see m to be effectiv e 
in terms of their own declared (an d limited ) 
macroeconomic objectives . I t i s importan t 
to recognise tha t th e purpose o f controls i n 
the mor e "successful " case s was generally 
not t o maintain a  fundamentall y 
unsustainable exchang e rate , but t o assis t i n 
real exchange rat e stabilisation . I n som e 
cases, there ma y also have been a  longer-ru n 
concern t o prevent undu e rea l currenc y 
appreciation an d it s detrimental effect s fo r 
the tradable s sector . The polic y objectiv e 
was always a stable and appropriat e overal l 
incentive structure , and thu s effectiv e 
macro-economic managemen t fo r 
development. 

51 O n th e othe r hand , i f capital control s ar e 
used to support wea k macroeconomi c 
policy, they can be distinctly harmful . No r 
are they without difficultie s o r costs. In 
Dornbusch's words , however, "whil e a  near-
perfect syste m of managing capita l flows 
would be desirable , something tha t fall s 
even fa r shor t ma y stil l do the job muc h 
better tha n doin g nothing" (1995) . 
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52 Polic y makers should draw pragmati c 
conclusions from thes e recent experiences , 
like those of a recent literatur e surve y of th e 
same subject: "I n view of the multiplicit y o f 
factors tha t shoul d i n principle influenc e 
the res-ponse o f macroeconomic policies , 
no single combination o f policies i s like-ly 
to be optimal i n al l cases". (Fernandez-Aria s 
and Montiel , 1995 , p.76). 

New Policy Instrument: A Cross-Border 
Transactions Tax? 

53 There ar e strong theoretica l an d practica l 
grounds for relying on taxe s o n 
international transaction s rathe r tha n direc t 
controls. Such taxe s (ofte n know n a s a 
"Tobin tax" ) ar e likely to interfere les s with 
the allocative efficiency  o f the relevan t 
capital markets , and t o be administrativel y 
no more (an d mayb e even less ) demanding . 
They overcome th e difficult  administrativ e 
task of distinguishing long-ter m fro m short -
term flows by leaving market agent s t o 
decide what type s of flows will be altered . 
They als o have th e importan t side-benefi t 
of raising fiscal revenues (som e of which ca n 
be used to fund thei r own administrativ e 
costs). Some developing countrie s hav e 
levied taxe s on internationa l financial 
trans-actions, mos t notably Brazi l from 199 4 
onwards; and thei r experience deserve s 
more study. Obstfeld i s among those wh o 
have argued that : "A coheren t cas e can b e 
made for a  Tobin ta x i n the contex t o f 
stabilising developing countries , which nee d 
to manage exchang e rate s and hav e 
relatively shallow financial  markets , an d 
where the cos t o f failed stabilisatio n i s 
extremely high" (Obstfeld , 1995 , p. 188) . 

Such taxe s have als o been advocate d fo r 
OECD countrie s (Eichengreen , Tobi n an d 
Wyplosz, 1995 ) an d activ e professiona l 
debate continue s ove r the merit s an d 
feasibility o f a worldwide Tobin ta x (e.g . 
Felix, 1995 ; Kenen, 1995 ; Frankel, 1995 ; 
Spahn, 1995 ; ul Haq et al., 1996). 

54 Dornbusc h argue s for a  (small ) tax , levie d 
by individual countries , which coul d b e 
varied ove r time , on al l internationa l (cross -
border) transaction s so as to discourag e 
short-term capita l flows and lengthe n 
investor horizons . Such a  tax, he argues , is 
superior t o administrative control s i n tha t 
"a maximum o f market choic e an d 
discipline i s maintained an d a  minimum o f 
bureaucratic contro l intrudes " (1995) . 

55 H e suggest s that mos t of the relevan t 
problems of tax evasion could readil y b e 
overcome b y imposing the ta x on al l 
transactions i n foreign exchange , whethe r 
for trad e i n goods or services, or fo r 
international capita l movement . Sinc e th e 
tax applie s to al l cross-border flows rather 
than onl y t o financial  transactions , an d 
since it s object i s to moderate instabilit y i n 
cross-border flows and no t financial  asse t 
markets, the argument s concerning th e 
ineffectiveness o f financial  transaction s 
taxes, he argues , are irrelevant . There coul d 
be some negative effect s o n internationa l 
trade but , a t th e ta x rates contemplated , 
they would be minimal . Rather , h e argues , 
the ta x could be a  useful transitor y devic e i n 
the contex t o f stabilisation an d th e openin g 
of the capita l accoun t an d woul d serv e t o 
smoothen th e proces s of nationa l 
integration int o th e world economy . 
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Improving International Arrangements 

The Provision of Liquidity in Response 
to Capital Surges 

56 To the exten t tha t privat e internationa l 
capital flows are subject t o volatile an d 
herd-like ("disequilibrating" ) behaviou r 
that does not accuratel y reflec t 
"fundamentals", ther e i s a strong case fo r 
supplementing nationa l actio n wit h 
supportive internationa l arrangements . 
Recent analysi s has however no t sai d muc h 
about th e possibility o f increased direc t co -
operation, fo r th e purpose o f more effectiv e 
macroeconomic management , betwee n th e 
monetary authoritie s o f the capital-losin g 
and capital-gaining countries . This i s 
somewhat surprisin g since there ar e 
evidently considerabl e under-exploite d 
opportunities fo r such mutua l assistanc e 
(see, for instance , Felix , 1993) . Some suc h 
co-operation take s place bilaterally o n a n a d 
hoc basis and, among th e centra l banks of 
the majo r industria l countries , i n th e 
activities of the Ban k for Internationa l 
Settlements (BIS) . Except i n emergencies , 
such as those o f Mexico i n 198 2 an d 
1994+95, however, littl e direc t co -
operation i s found normall y betwee n 
Northern an d Souther n monetar y an d 
financial authorities . 

57 Fo r some years there has been discussio n o f 
means for th e provision o f emergenc y 
credits to developing countrie s facing larg e 
and sudde n capita l outflows tha t ar e no t 
associated wit h changes i n domesti c 
economic fundamentals . I t i s easy t o 
envisage circumstances i n which th e 
changes i n interes t rate s and/or exchang e 

rates tha t woul d be required i n the capital -
losing developing country t o restore capita l 
market stabilit y ar e impossibl e o r 
undesirable; or in which ther e i s a prospec t 
of major default s o n externa l debt ; or i n 
which ther e i s a risk of inappropriate an d 
internationally damagin g interventio n vi a 
controls or taxes on internationa l 
transactions. I n such circum-stances , ther e 
is a strong case for officia l interventio n i n 
the form o f the provisio n fro m abroa d o f 
official credi t t o offset th e disequilibratin g 
flows. 

58 I n order to be effective and , i n particular, t o 
serve as credible "signals" to markets and a s 
catalysts for other officia l sources , such 
credits would have t o be provided i n very 
large amounts an d a t very short notice . Th e 
1994-95 Mexica n crisis , described b y th e 
IMF's Managing Directo r a s "the first 
financial crisi s of the twenty-firs t century" , 
and generating th e larges t IMF loan to a 
member i n it s history (bot h absolutel y an d 
in relation t o it s quota), demonstrated th e 
urgent nee d fo r significantly improvin g 
upon curren t arrangements . During th e pas t 
year progress has been mad e toward s 
improving "earl y warning systems" via 
sharpened dat a systems, and toward s th e 
significant expansion , principally fo r thi s 
purpose, of the IMF' s Genera l 
Arrangements t o Borrow (GAB) . 

59 The ke y issues for th e constructio n o f an 
effective mechanis m fo r th e provisio n o f 
official finance  i n response t o the problem s 
created b y disequilibrating privat e capita l 
flows are as follows: (i ) th e criteri a fo r 
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judging the eligibilit y o f countries for suc h 
assistance, including , for instance , uppe r 
bounds on prior current accoun t deficit s 
(expressed a s percentages of GDP) adjuste d 
to reflect differen t mean s of financing, 
previous debt loads , etc.; (ii) th e need fo r 
speed i n response, and therefor e prio r 
authorisation o f later "automatic" access; 
(iii) th e necessary size of the resource s to b e 
supplied, where the y might com e from,  an d 
through which channels ; and (iv ) th e 
appropriate maturit y on th e credits , th e 
upper limit s upon individua l countr y acces s 
to them, an d th e need , eviden t i n th e 
Mexican case , to provide the m o n a  longer -
term basis in some instances (Williamson , 
1996). 

60 Suc h credit s are best provided throug h th e 
IMF, so as to preserve a  fully multilatera l 
approach t o such crises , and t o buttress th e 
role of the Fund i n internationa l monetar y 
and financial  affairs . 

61 The ne w arrangements being constructed i n 
this sphere build upon th e IMF' s GAB. As 
long as they do not reduc e th e prospec t fo r 
an IM F quota increas e (an d the y might) , 
these financing  arrangement s ar e likely t o 
be additional. Developing countrie s hav e 
reasons to be concerned, however , abou t 
many elements o f the emergin g scheme fo r 
the provision by G-10 an d othe r countrie s 
of increased IM F finance  fo r crisi s lending . 
In particular, ther e ar e grounds for doub t a s 
to whether it s resources will be sufficient , 
whether it s procedures for determinin g 
eligibility and activatio n wil l be 
appropriate, or whether th e ne w 
arrangements ar e likely to succeed i n 
achieving thei r stated objectives . 
Developing countries have als o expressed 
their concern ove r the unrep-resen-tativ e 
decision-making processe s outside th e IM F 
employed i n setting up the ne w 
arrangements (G-2 4 Communiqué , Apri l 
21, 1996 , paragraph 11) . 
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62 Wha t i s clear i s that i n the new world of 
volatile private capital flow, traditional mea -
sures of the adequacy o f internationa l 
liquidity, based primarily upon th e relation -
ship between owned foreign exchang e 
reserves and import s of goods and services , 
are obsolete. Appropriate guideline s fo r 
reserve management i n a  world of large and 
volatile capita l flow are unfortunately stil l 
nowhere t o be found. Presumably , ne w 
guide-lines would have t o take account o f 
stocks (o f external debt , domestic mone y 
supply, etc.) a s well as flows. The capacit y of 
the IMF , with current resources , to address 
the likel y liquidity requirements o f emerging 
markets in coming years remains very muc h 
in doubt. Increases i n IMF quotas an d 
further SD R issue s are minimum necessar y 
steps in the rebuilding of a credible multilat -
eral liquidity system . 

Orderly Debt Workouts 

63 Th e experienc e o f the 1980 s ha s 
demonstrated tha t financial  crise s i n 
developing countrie s ma y also reflect mor e 
fundamental problems , problems of 
"solvency" that canno t b e addressed solel y 
by the provision o f increased liquidity . I n 
the absenc e o f an agreed internationa l 
framework fo r dealing with thes e mor e 
fundamental solvenc y problems, th e 
"workouts" have been slow, ad hoc, an d 
consequently sociall y costly and ofte n 
inequitable. 

64 Wherea s withi n nationa l jurisdictions , 
bankruptcy procedure s provide th e lega l 
means for reducin g th e inefficiencie s an d 
inequities tha t ca n be associated wit h suc h 
workouts, there ar e no such agree d 
arrangements fo r sovereign debtor s i n 
international financial  markets . There ha s 
been increasin g recognition b y government s 
that improvement s i n current internationa l 
arrangements ar e both desirabl e an d 



possible (e.g . Sachs, 1995 a and 1995b ; 
Eichengreen an d Portes , 1995 ; Group o f 
Ten (G-10) , 1996) . Many private financial 
institutions continue t o oppose suc h 
reforms, n o doubt believin g tha t eventua l 
governmental bailout s ar e a brighte r 
prospect fo r the m tha n officiall y sanctione d 
writedown o f sovereign debt . 

65 Wher e financial  crise s have "fundamental " 
origins, there ca n be no substitut e fo r 
reform, restructurin g an d improve d (an d 
usually changed) management . Externa l 
financial suppor t can be essentia l fo r th e 
success of efforts t o reform an d restructur e 
fiscal, financial  an d macroeconomi c 
management systems . Its objective mus t b e 
to assis t governments an d countrie s t o 
restructure themselve s with minimu m socia l 
cost and t o do so in such a  way as t o 
minimize mora l hazard. Sachs has stresse d 
the need fo r financial  assistanc e a t thre e 
critical points i n a  debt workout : a  standstil l 
on deb t servicing obligations a t th e outset ; 
"fresh workin g capital during restructuring , 
so that critica l governmental function s 
don't collapse " (1995a, p . 20); and eventua l 
debt reduction t o assis t i n the restoratio n o f 
solvency (1995 a and 1995b) . At eac h o f 
these points there ar e severe collectiv e 
action problems i n that individua l creditor s 
have littl e incentive , by themselves, t o 
assist. Hence man y see the need fo r a 
significantly enhance d rol e for a  multilatera l 
financial institutio n lik e the IM F t o 
establish appropriat e principles , set th e 
conditions, an d organis e th e financing  fo r 
more orderly and efficien t sovereig n deb t 
workouts. 

66 Th e recen t G-1 0 repor t side s with thos e 
(like Eichengreen an d Portes , 1995 ) wh o 
have argue d fo r th e incorporatio n o f new 
provisions i n internationa l loa n contract s 
and bon d covenant s tha t clarif y th e mean s 
for collective representatio n an d decision -
making on th e par t o f lenders an d 
bondholders i n the even t (unlikely , the y 
hope) o f future difficultie s wit h deb t 
servicing5. (Se e the Annex. ) 

67 Th e G -10 repor t als o suggests that th e IM F 
could both signa l it s approval of a 
(unilateral) cessatio n o f external deb t 
servicing and assis t i n the provision o f 
working capita l by conditional lendin g t o 
governments tha t hav e entere d int o 
external arrears . There i s already preceden t 
for such IM F practice i n the case of arrear s 
on bank loans . The ne w IM F financing 
arrangements discusse d i n the previou s 
section can clearly be deployed i n support of 
orderly workouts o f sovereign deb t problem s 
as well as to provide emergenc y liquidity . A s 
noted above , the detail s of such 
arrangements remai n t o be negotiated . 
Adding th e suppor t o f orderly deb t 
workouts t o the financial  responsibilitie s o f 
the IMF , however, ca n only raise furthe r 
doubts a s to the adequac y o f IMF resources 
for th e effectiv e performanc e o f its role i n 
the 21s t Century . 

68 The longer-ter m natur e o f the refor m an d 
restructuring processe s involved i n orderl y 
debt workout s and th e potentia l nee d fo r 
more sizeable externa l resource s than th e 
IMF, by itself, i s able to provide, suggest a n 
important complementar y rol e for th e 

However, unlike the case of bank debt where there is a reasonable assurance that workouts would be orderly because of central bank suasion behind 
the scenes, in the case of bondholders there is enormous uncertainty as to who the holders are and whether workouts would be orderly. Even if there 
is a change in bond contracts, the vast majority o f existing bonds will for years carry the old contract language so that the new bonds would be sub-
ordinated deb t and carry a much higher cost of issuing. Also, domestic financial  instruments , such as the tesobonos which caused th e problem i n 
Mexico, would not be covered by these proposals. In addition, in the absence of a lead by G-10 governments to introduce changes in the contracts 
of their own bonds, any developing country wishin g to pioneer th e proposals may, by even raising the possibilit y o f default, b e taking a risk with 
market perceptions. Nonetheless, the measures should help to reduce the risks of extended negotiations with creditors and increase the chances that 
both borrower and lender share the burden of adjustment . 
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World Bank . I n low-income countries , th e 
development o f joint IMF-Ban k program -
mes based upon ostensibly locall y develope d 
policy framework paper s already has a 
considerable history . Analogous approache s 
would seem to be appropriate fo r future deb t 
workouts in middle-income countries . 

The IMF and Capital Controls 

69 Unde r th e IM F Articles o f Agreemen t 
(Article VIII) 6, members are required t o 
seek current accoun t convertibilit y thoug h 
by no means al l have done so . Of th e 12 5 
low- and middle-incom e countrie s wit h 
populations o f over one million , 5 3 hav e 
accepted th e obligations o f the IMF' s 
Article VIII (se e Table 5) ; of 50 ful l 
Commonwealth members , 42 have done so 
(Table 6) . Under Articl e VI , however , 
members are permitted t o retain capita l 
controls7 and, as noted above , about three -
quarters of them (  119 of 155 ) do so. 

70 In recent years , the IM F has activel y 
promoted bot h curren t a s well as capita l 
account convertibilit y fo r al l of its members, 
and i t now reports upon capita l control s i n 
its surveillance o f members' exchange rat e 
policies and exchang e restrictions . In a 
series of speeches i n 199 4 and 1995 , the 
Managing Directo r o f the IM F vigorously 
advocated capita l accoun t convertibilit y 
and floated  th e ide a of revising the Article s 
of Agreement t o promote tha t end , a n ide a 
considered i n more detailed fashio n i n a 
recent Fund pape r (1995d) . 

71 I n Article I V consultations wit h industria l 
countries th e IM F has generally bee n 

strongly supportive o f capital accoun t 
liberalisation. I n those with developin g 
countries, according t o a  recent IM F survey 
of this subject , i t has approached th e issu e 
of capital control s o n a  case-by-case basis ; 
however, "th e tightenin g o f controls ove r 
capital movement s .. . was generally 
discouraged ... " The IM F survey speaks of "a 
general distast e for such controls a s a way of 
addressing balance o f payments difficulties" , 
although "prudentia l limit s on foreig n 
exchange ris k exposure have bee n 
endorsed" (IM F 1995d , p.6) . 

72 I n it s technical assistance , the IM F appears 
frequently t o have been mor e forceful . 
"Traditionally, th e IMF' s technica l 
assistance i n the are a of foreign exchang e 
systems focused o n effort s t o facilitat e 
current accoun t convertibilit y i n it s 
member countries ; however, from th e mid -
1980s the focus shifte d towar d encouragin g 
the adoptio n o f full capita l accoun t 
convertibility. Common theme s i n 
technical assistanc e supporting a  move t o 
capital convertibilit y hav e include d th e 
ineffectiveness o f existing controls , 
improved transparenc y associate d wit h a 
free exchang e system , the benefit s o f 
recognizing a n informa l marke t throug h 
which a  significant proportio n o f 
transactions wa s already taking place, an d 
the nee d t o develop a  competitive an d 
efficient exchang e system. " (ibid. ) 

73 Mor e recently , th e IM F appears to hav e 
modified it s approach. A  serie s of research 
papers and conferences hav e portrayed a 
more nuanced IM F position -  t o the effec t 
that control s ma y serve some usefu l 

6 Unde r Articl e VIII : "no membe r shall , withou t th e approva l o f th e Fund , impos e restriction s o n th e makin g o f payment s an d transfer s fo r curren t 

international transactions " (sectio n 2 ) o r "...engag e i n an y discriminator y currenc y arrangement s o r multipl e currenc y practices " (sectio n 3) . Thes e 

Articles hav e neve r bee n amended . 

7 Sectio n 3  o f Articl e V I o f th e IMF' s Article s o f Agreemen t state s tha t "member s ma y exercis e suc h control s a s necessar y t o regulat e internationa l 

capital movements , bu t n o membe r ma y exercis e thes e control s i n a  manner whic h wil l restric t payment s fo r curren t transaction s o r which wil l undu -

ly delay transfer s of fund s i n settlemen t o f commitments. " 
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purposes, in particular circumstances , and 
when employe d on a temporary basi s (IMF, 
1995d, pp.4, 6, and 22-23 ; IMF, 1995c) . In 
late 1995 , an IMF report argues : 

"... during times of surges in inflows a 
country might consider measures to 
influence the level and characteristics of 
capital inflows, such as taxes on short-
term bank deposits and other financial 
assets, reserve requirements against foreign 
borrowing, and limits on consumption 
credit. In this regard, the experiences of 
Chile, Colombia, and Malaysia have been 
revealing ...In countries facing large and 
potentially unsus-tain—able capital flows, 
a mix of intervention, sterilisation, fiscal 
consolidation, and some direct measures to 
discourage short-term portfolio flows or to 
influence their composition may be 
appropriate. The mix of policies will, 
naturally, vary from country to country". 

(IMF, 1995b, p.27; my italics). 

In it s background pape r (i n the sam e 
document) i t concludes, "In light of the 
recent experience s of countries tha t adopte d 
measures designed to curb short-ter m 
capital inflows , it appears that , at least in 
the shor t run , the policie s were effective in 
either reducin g the volum e of capita l 
inflows or affecting thei r composition , or 
both" (ibid. , p. 108) . Even in the longe r 
term, ther e seem s to be IMF acceptanc e 
that liberalisatio n of the capita l accoun t 
will not serv e it s purpose if it is to be 
reversed subsequently . 

74 Notwithstanding th e eventua l advantage s 
of an open capita l account , i t is generally 
agreed tha t ther e ma y be difficulties i n the 
transition an d tha t som e sequences o f policy 
reform mak e mor e sense than others . 

Generally, ther e seems to be agreement tha t 
domestic stabilisation an d financial  reform s 
(particularly th e strengthening o f prudentia l 
regulation an d th e creation o f solvent an d 
sound banking and financial  institutions ) 
are a prerequisite, or at least a co-requisite, 
for successfu l externa l capita l accoun t 
liberalisation (IMF , 1995d) . If domestic 
banks or other financial  institution s ar e 
fragile an d weakl y supervised, a  large inflo w 
of funds ca n be very inefficientl y 
intermediated wit h th e prospec t o f bubbles 
and futur e crises . It is also generally agree d 
that trad e liberalisatio n shoul d precede or, 
at least , accompany liberalisatio n of the 
external capita l account . In some cases, 
reforms ma y move concurrently an d wit h 
speed; but experience in the Souther n Con e 
and elsewher e in the lat e 1970 s and earl y 
1980s illustrates th e dange r tha t underlyin g 
weaknesses in the financial  secto r can be 
aggravated an d further problem s created b y 
premature an d overly rapid capita l accoun t 
opening8. 

75 On the basi s of experience to date, reviewe d 
above, it is clear tha t capita l accoun t 
liberalisation fo r a great many developin g 
countries wil l be a long-term process . 
Moreover, sinc e private capita l surges have 
continued to create severe macroeconomi c 
problems in countries tha t have ostensibl y 
already liberalised , controls , albei t usuall y 
temporary, wil l continue to be an important 
part of the policy armoury for responding to 
them. It would therefor e see m premature to 
consider an amendment t o the IM F Articles 
of Agreement tha t require d al l members to 
commit themselve s to the achievemen t o f 
an open capita l account . 

76 If an amendmen t relatin g to capital accoun t 
issues is required, i t is most urgen t in the 
anomalous provisions describing th e IMF' s 

8 Th e World Bank has adopted quite similar approaches (see , for instance , 1996 , p.11 ). 
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authority, unde r Article VI , to lend i n 
Mexican-type circumstances . Section 1  of 
Article VI prohibits th e us e of the Fund' s 
general resources "to meet a  large o r 
sustained outflo w o f capital" and authorise s 
the IM F to require members "to  exercis e 
controls t o prevent suc h use" . The capita l 
outflows t o which future IM F loans ar e 
likely to have t o respond ma y be "large" , 
"sustained" or both. I t would be wise t o 
attempt t o clarify th e IMF' s role an d 
responsibilities i n future "21s t Century " 
financial crises . This may also involve , as 
argued by some i n the IMF , expansion o f it s 
jurisdiction ove r "payments an d transfer s 
and multipl e currency practices related t o 
international capita l movements . No othe r 
international agenc y exercises jurisdictio n 
over such transactions" (IMF , 1995a , p.32) . 
In light o f the declining share o f curren t 
transactions i n tota l exchange transaction s 
and th e difficulty i n distinguishing curren t 
from capita l transactions , some argue tha t 
the IM F may be unable t o pursue it s broader 
responsibilities withou t suc h a  modificatio n 
of its formal juris-diction (ibid. , pp.31-2) . 

Other International Regimes 

77 Internationa l regime s relating t o capita l 
account transaction s ca n have a  variety of 
purposes, e.g. facilitation o f cross-borde r 
transactions (includin g harmonisation o f 
accounting, disclosure o r other regulator y 
standards), encouragement o f competitio n 
in financial  services , achieving an d 
maintaining financial  stability , etc . (White , 
1996). Rules and regulation s relating t o 
international capita l flows are not th e sam e 
thing as rules relating t o foreign financial 
institutions o r the service s they provide . 
The IM F has rules relating only t o th e 
former. Th e WT O i s among th e multilatera l 
bodies striving to develop a  regime for th e 
latter (Zutshi , 1995) , but als o active i n 
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these issue s are the BIS , OECD, EU , 
NAFTA, an d othe r regiona l bodies . Ther e 
is evidently considerabl e clutter , confusio n 
and overlappin g jurisdictions i n th e 
international regime s for capita l flows and 
financial transactions . Are thes e variou s 
regimes mutually consistent ? Are th e need s 
of the developin g countrie s differen t an d 
are they take n int o account? Man y 
emerging marke t policy—maker s wil l 
identify readil y with th e Dornbusc h 
assessment that : "Liberalization o f world 
trade i n financial  service s i s the mos t 
fiercely lobbie d issu e of the day " 
(Dornbusch, 1995 , p.23). These issue s 
urgently requir e more detailed an d 
comparative analysis . 

78 A  furthe r questio n relate s t o the potentia l 
role of regional agreement s an d institutions . 
Freedom o f portfolio capita l flow and (most ) 
FDI i s central, for instance , i n the NAFTA . 
It i s also obviously a  key feature o f the CF A 
franc zone . If the world econom y evolve s o n 
a regionalised basis , as some predict i t will , 
one could easil y envisage larg e region s 
within whic h capital , as well as trade i n 
goods and services , would flow relatively 
freely bu t between whic h som e control s 
remained. Negotiations concernin g futur e 
capital accoun t regime s may thus be a t thei r 
most vigorous on a  bilateral o r plurilatera l 
(regional) basis , e.g., i n the Fre e Trade Are a 
for th e Americas , or the APEC, or th e 
successor to the Lom é Convention . 

79 I n some cases, as has been suggeste d fo r sub-
Saharan Africa , suc h arrangement s migh t 
increase th e credibilit y o f governmenta l 
policy commitments b y providing a n 
"agency o f restraint" on government s wit h 
deficient "trac k records " (Collier , 1991) . 
But such "opening" , a s has been seen , ma y 
be inappropriat e o r premature. I t i s also 
quite possibl e tha t th e United State s (o r 
other reserv e currency countries ) migh t 



attempt t o "link" future trad e policies t o 
capital accoun t regime s i n much th e sam e 
manner a s they now lin k the m t o 
intellectual property ones . As always i n 
these matters , and othe r thing s being equal , 
the interest s of smaller and les s developed 
countries ar e more likel y to be protected i n 
fully multilatera l arrangement s tha n i n 
discriminatory ones . 

Global Macroeconomic Management 

80 Implici t i n the increase d sensitivit y t o 
international interes t rate s of private capita l 
flows to (an d from) developin g countries , i s 
the need fo r greater consideration o f th e 
fairly immediat e consequence s fo r thes e 
flows of the macroeconomi c policie s of th e 
major industrialise d countries . Man y 
analysts argue , with th e wisdo m of 
hindsight, tha t th e Volcker anti-inflationar y 
"shock" of 197 9 was a major contributo r t o 

the internationa l deb t crisi s of the 1980s . 
Yet the link s between interes t rate s in th e 
United State s (an d t o a  lesser extent , 
Germany, Japan an d othe r industria l 
countries) an d macroeconomi c 
developments i n developing countries ar e 
much tighte r today , by virtue o f th e 
increased integratio n o f their capita l 
markets, than the y were then . Those wh o 
model th e functioning o f today's globa l 
economy mus t take accoun t o f these ne w 
linkages through th e capita l accoun t an d 
the increasingl y importan t potentia l 
feedback effect s fro m th e economi c 
performance o f the developing countrie s t o 
that o f the high-income countries . 
Macroeconomic policy-maker s i n the majo r 
industrial countries , and thos e who assess or 
advise them (includin g th e IMF) , mus t 
recognise, as never before , th e potentia l 
global economic consequence s o f thei r 
policy choices . 
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Recommendations 

1 Privat e international capita l flows have 
become such an important and potentiall y 
volatile element in developing countries ' 
economies that their macroeconomic policy 
makers must acquire accurate and timely 
information a s to their size and composition . 
The IMF should do all in its power to assist 
member countries with weak data on thes e 
flows t o improve them . 

2 Th e IMF should be encouraged to recognise 
capital account controls, direct and indirect , as 
legitimate macroeconomic policy instrument s 
in most developing countries to deal with 
volatile capital flows. A revision in the IMF 
Articles of Agreement to require capital 
account convertibility of all its members would 
be inappropriate a t this time. 

3 Monetar y authorities in the developed 
countries should actively assist and co-operat e 
with those in developing countries in the 
collection of data, monitoring of 
developments, and implementation of controls 
on international private capital flows. 

4 Th e IMF should be formally mandated to lend 
into financial crises in developing countries, 
both to provide emergency liquidity and t o 
support orderly workouts of sovereign debt 
problems. (This may require amendments t o 
its Articles of Agreement.) Decision s as to the 
appropriate procedures for activating such 
lending and the decisions actually to lend 
should be taken via the fully multi-latera l 
decisionmaking mechanisms of the IM F 

5 Th e IMF should be provided with significantl y 
expanded resources, particularly through quot a 
increases and SDR issues , to permit i t to play a 

stabilising role in future financial  crise s in 
developing countries. 

6 Th e World Bank should be encouraged to play 
an important complementary financial  an d 
advisory role in orderly workouts of sovereign 
debt problems in developing countries. Bank-
IMF co-operation could build on the preceden t 
of the current system of policy framewor k 
papers in low-income countries . 

7 Th e IMF should be encouraged to expand its 
role, in conjunction wit h other relevant bodies, 
in the surveillance of international capita l 
markets. (Again, this could be facilitated b y an 
amendment to its Articles of Agreement.) 

8 G-1 0 proposals on orderly debt workouts 
represent an important start . Efforts shoul d be 
made to introduce new provisions in futur e 
international debt contracts that clarify th e 
means of collective representation an d 
decision-making on the part of creditors, and 
thereby facilitate future orderl y workout of 
sovereign debt problems. 

9 Earl y efforts shoul d be made to clarify rules and 
jurisdictions relating to international capita l 
account transactions and internationa l 
financial institution s in the many areas in 
which there are potential overlaps, e.g., those 
of the IMF, the WTO an d other internationa l 
and regional institutions or agreements. 

10 The major industria l countries must take 
account of the increased sensitivity to interes t 
rates of private capital flows to (or from ) 
developing countries, and the potential fo r 
significantly increase d feedback effect s fro m 
the developing countries' performance t o the 
global economy. 
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Table 1 Developing Countries: Capital Flows1 (Annual average, in billions of US dollars) 

Developing Countries 

Net private capital flows2 

Net direct investment 

Net portfolio investment 

Other net investments 

Net official flows 

Change in Reserves3 

Africa 

Net private capital flows2 

Net direct investment 

Net portfolio investment 

Other net investments 

Net official flows 

Change in Reserves3 

Asia 

Net private capital flows2 

Net direct investment 

Net portfolio investment 

Other net investments 

Net official flows 

Change in Reserves3 

Middle East and Europe 

Net private capital flows2 

Net direct investment 

Net portfolio investment 

Other net investments 

Net official flows 

Change in Reserves3 

Western Hemisphere 

Net private capital flows2 

Net direct investment 

Net portfolio investment 

Other net investments 

Net official flows 

Change in Reserves3 

1973-77 

10.2 

3.6 

0.2 

6.4 

11.0 

-20.2 

4.5 

1.0 

0.1 

3.4 

2.4 

-1.4 

4.3 

1.4 

0.1 

2.8 

4.0 

-6.9 

-10.3 

-1.3 

0.0 

-9.1 

2.3 

-14.2 

11.7 

2.5 

0.0 

9.2 

2.3 

2.2 

1978-82 

26.0 

9.0 

1.7 

15.3 

25.5 

-21.7 

4.3 

0.3 

-0.3 

4.3 

7.2 

0.4 

13.9 

3.0 

0.2 

10.7 

7.4 

-7.0 

-21.1 

-0.1 

-0.2 

-20.8 

6.6 

-17.6 

28.9 

5.8 

2.0 

21.1 

4.4 

2.5 

1983-88 

11.6 

12.6 

4.3 

-5.2 

29.5 

-9.6 

0.5 

1.1 

-0.4 

-0.1 

6.6 

-0.4 

11.2 

5.6 

0.9 

4.7 

6.4 

-18.0 

1.9 

1.2 

5.0 

-4.3 

6.6 

9.5 

-2.0 

4.7 

-1.2 

-5.6 

9.8 

-0.7 

1989-95 

114.3 

39.8 

41.5 

33.1 

11.7 

-56.8 

4.9 

2.1 

-0.3 

3.0 

2.0 

-2.1 

45.7 

24.4 

10.1 

11.2 

7.2 

-38.9 

29.7 

0.9 

13.6 

15.2 

-2.6 

-1.4 

34.0 

12.4 

18.1 

3.6 

5.1 

-11.4 

1994 

149.0 

61.3 

50.4 

37.3 

2.6 

-57.9 

11.9 

2.2 

1.1 

8.6 

1.5 

-5.1 

75.1 

41.9 

16.0 

17.1 

6.0 

-61.6 

11.4 

-0.5 

15.9 

-4.1 

-1.4 

-0.2 

50.7 

17.7 

17.4 

15.6 

-3.5 

9.0 

1995 

166.4 

71.7 

37.0 

57.8 

27.3 

-75.7 

9.8 

2.1 

0.1 

7.6 

2.8 

-1.4 

98.2 

52.4 

18.5 

27.3 

5.9 

-50.0 

19.0 

0.0 

8.4 

10.5 

-3.8 

-2.6 

39.5 

17.1 

10.0 

12.3 

22.4 

-21.7 

1 Net  capital flows comprise net direct investment, net  portfolio investment  and other long-and short-term net investment flows, including official and  private 
borrowing. 

2 Because  of data  limitations, other  net investments may include some official flows. 
3 A  minus sign indicates an increase. 
Source: IMF, 1996. 
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Table 2 Percentage Composition of External Long-Term Capital Flows to Developing Countries, 1994 

All developing countries 

East Asia 

Indonesia 

Korea 

Malaysia 

Thailand 

South Asia 

Latin America and 
the Caribbean 

Chile 

Colombia 

Europe and Central Asia 

Middle East and North Africa 

Sub-Saharan Africa 

Kenya 

Zambia 

Zimbabwe 

Net Debt 
Flows 

21.1 

25.4 

17.9 

64.4 

14.4 

87.5 

9.0 

30.7 

39.8 

38.9 

19.7 

3.1 

4.4 

-260.4 

-13.5 

-45.6 

Private 

FDI 

38.6 

50.5 

23.2 

10.9 

63.2 

13.9 

45.1 

40.7 

43.6 

62.6 

31.2 

35.8 

14.8 

3.8 

12.6 

10.3 

Portfolio Equity 
Flows 

16.8 

14.8 

40.4 

33.9 

19.2 

-11.7 

46.3 

25.7 

21.1 

21.1 

7.2 

1.0 

4.3 

0.0 

0.0 

14.7 

Official 

23.4 

9.4 

18.5 

-9.2 

3.2 

10.3 

-0.4 

2.9 

-4.4 

-22.5 

41.8 

60.1 

76.5 

356.6 

100.8 

120.6 

Total 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

Total 

Flows as % 
of GDP 

3.9 

5.6 

5.2 

2.0 

9.7 

3.2 

3.5 

3.2 

7.9 

2.2 

2.6 

2.4 

5.1 

1.5 

13.6 

6.3 

Source: Calculated from World  Bank, 1996,  pp. 84-85 

Table 3 Major Types of Private Capital Inflow, Selected Countries, as per cent of GDP, 1990-94 

Latin America 

Chile (1990-94) 

Colombia (1993-94) 

East Asia 

Indonesia (1990-93) 

Korea (1991-94) 

Malaysia (1991-93) 

Thailand (1990-94) 

Sub-Saharan Africa (1990-93) 

Kenya 

South Africa 

Tanzania 

Uganda 

Zambia 

Zimbabwe 

FDI 

2.4 

3.0 

1.2 

0.2 

7.7 

1.7 

0.3 

0.0 

0.3 

0.1 

2.9 

0.2 

Net Flow of 
Short-Term Debt 

3.1 

-0.3 

0.6 

0.4 

4.7 

6.1 

0.4 

0.3 

-0.4 

-0.2 

-0.9 

0.8 

Net Flow of 
Long-Term Debt1 

1.2 

3.8 

4.3 

1.8 

0.4 

2.6 

0.2 

0.0 

0.0 

0.0 

0.0 

0.8 

Private 
Transfers2 

+ 
+ 

+ 
+ 
+ 
+ 

1.9 

0.0 

9.1 

4.7 

-0.3 

0.3 

Total Private 
Flows 

7.7 

6.3 

6.1 

2.4 

12.8 

10.5 

2.8 

0.3 

9.1 

4.7 

1.7 

2.0 

1 Including  net portfolio equity  flows, except in Malaysia. 
2 Shown  only for Sub-Saharan African countries. 
Sources: OKasekende, Kitabire  and Martin, 1996;  LeFort and Budnevich, 1996; Park and Song, 1996 
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Table 4 Capital Controls in Developing Countries 

Category 

Any form of capital control 

Comprehensive controls 

On outflows 

On inflows 

Foreign direct investments 

Of non-residents 

Of residents 

Profit repatriation and capital liquidation 

Taxes on capital transactions 

Non-resident-controlled enterprises 

Portfolio investments 

Of non-residents 

Of residents 

Security issuance by non-residents 

Security issuance abroad by residents 

Debt-to-equity conversion 

Financial transactions 

Of non-residents 

Of residents 

Trade-related financial transactions 

Deposit requirements for borrowing 

from abroad by residents 

Deposit accounts 

Of non-residents in foreign exchange 

Of non-residents in local currency 

Of residents abroad 

Of residents in foreign currency with domestic banks 

Other capital transfers 

Personal capital transfers 

Blocked accounts 

Real estate transactions 

Of non-residents 

Of residents 

Number of Countries Maintaining Controls 

119 

67 

67 

17 

107 

84 

35 

34 

9 

6 

61 

30 

33 

15 

6 

2 

78 

41 

66 

7 

2 

83 

37 

52 

29 

23 

70 

34 

24 

23 

30 

Source: IMF, 1995d,  p. 35 
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Table 5 Developing Countries that have Accepted IMF Article VIII Obligations* 

Argentina 

Bangladesh 

Bolivia 

Chile 

Costa Rica 

Croatia 

Dominican Republic 

Ecuador 

El Salvador 

Estonia 

The Gambia 

Ghana 

Guatemala 

Haiti 

Honduras 

India 

Indonesia 

Jamaica 

Jordan 

Kenya 

Korea 

Kyrgyz Republic 

Latvia 

Lebanon 

Lithuania 

Malaysia 

Mauritius 

Mexico 

Moldovia 

Morocco 

Nepal 

Nicaragua 

Oman 

Pakistan 

Panama 

Papua New Guinea 

Paraguay 

Peru 

Poland 

Saudi Arabia 

Singapore 

South Africa 

Sri Lanka 

Thailand 

Trinidad & Tobago 

Tunisia 

Turkey 

Uganda 

Uruguay 

Venezuela 

Zimbabwe 

* Low  and middle-income countries with populations of one million or  more. 
Source: IMF,  Annual Report on Exchange Restrictions, 7995 

Table 6 Commonwealth Countries that have Accepted IMF Article VIII Obligations 

Antigua & Barbuda 

Australia 

The Bahamas 

Bangladesh 

Barbados 

Belize 

Botswana 

Canada 

Cyprus 

Dominica 

The Gambia 

Ghana 

Grenada 

Guyana 

India 

Jamaica 

Kenya 

Kiribati 

Malawi 

Malaysia 

Malta 

Mauritius 

New Zealand 

Pakistan 

Papua New Guinea 

St. Kitts & Nevis 

St. Lucia 

St. Vincent & the Grenadines 

Seychelles 

Sierra Leone 

Singapore 

Solomon Islands 

South Africa 

Sri Lanka 

Swaziland 

Tonga 

Trinidad & Tobago 

Uganda 

United Kingdom 

Vanuatu 

Western Samoa 

Zimbabwe 

Source: IMF,  Annual Report on Exchange Restrictions, 7995 and IMF bulletins 
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Annex 

A Note on Insolvency and Sovereign 
Debt Workouts1 

1 Th e issue of insolvency and sovereign deb t 
workout has been addressed i n the G-10's May 
1996 report, entitled "The Resolution of 
Sovereign Liquidity Crises". In the case of a 
sovereign borrower i t is difficult t o defin e 
insolvency, in contrast with the case of a firm. 
A firm's net worth is , in principle, well 
defined. A sovereign debtor in financial dis-
tress also owns a collection of assets and 
liabilities. One of the main assets of a state, 
however, i s the capacity to tax. There i s no 
fixed limit to this capacity, so there i s no fixed 
point beyond which a  mismatch betwee n 
assets and liabilities constitutes insolvency . 
Nevertheless there comes a point beyon d 
which reasonable analysis suggests that th e 
state is unable to pay, even i f this analysis is to 
some extent political. It is desirable to have 
some substitute for a bankruptcy procedure a t 
national levels to cope with this eventuality . 

2 Ther e are essentially four parts to an efficien t 
bankruptcy procedure, each of which needs 
some analogue in international sovereign deb t 
workouts: 

protection from a n economically ineffi -
cient initia l 'grab race' by creditors, 
including a stay on interes t payments ; 

the injection o f new temporary 'workin g 
capital' financing  (normally on preferentia l 
terms, by providing administrative priorit y 
for new creditors); 

enterprise restructuring and the appoint -
ment of new management; an d 

balance sheet (debt ) write-down . 

3 I n a world of complete informatio n an d cost -
less negotiations, there would be no need fo r 
recourse to any institutional mechanism s t o 
achieve thes e desired outcomes. Instead, th e 
parties could write down contractually wha t 
to do, or how to bargain, i n all circumstances. 
But in the rea l world circumstances of inter -
national capita l markets i t i s extremely 
difficult t o remove debt overhangs; this is 
because there are no mechanisms for th e 
restructuring o f securitised debt an d th e 
number of creditors i s large and dispersed . 

Workouts and the balance sheet write 
down 

4 Th e G-10' s May 199 6 Report argue s tha t 
certain contractual provisions , i f broadly 
incorporated i n international deb t contracts , 
could help to facilitate debtholders ' decision -
making and hence the resolution of a 
sovereign financial  crisis . The proposal s tha t 
they contemplate involv e the following thre e 
elements: 

a Collectiv e representation: B y providing 
holders of international securities with 
effective mechanism s for communicatin g 
with other bond holders and with debtors, 
collective representation could enabl e 
them to proceed with debt restructurin g 
more smoothly and quickly. Macmillan 
(1995)2 discusses the required leadershi p 
and co-ordination and considers whether 
there should be one international bond -
holder council or national bondholde r 
councils. He also considers whether a 

1 Thi s materia l i s based o n a  draft pape r prepared fo r th e Commonwealt h Secretaria t b y Richard Porte s an d Davi d Vine s entitled, "Copin g wit h 
International Capita l Flows". Th e authors are Director and Senior Fellow, respectively, at the Centre for Economic Policy Research, London . 
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bondholder council should be a representa-
tive organisation. The best structure fo r 
such an organisation would depend on who 
would appoint representatives (govern -
ment, bondholders or some combination ) 
and on what mandate the representative s 
would employ. This could produce two 
quite different model s of organisation. On e 
would be a quasi-official permanen t repre-
sentative council having significan t 
political power, which could negotiate with 
the debtor but only with the power to rec-
ommend outcomes, not to bind. 
Alternatively the council would help bond-
holders to appoint their own 
representatives with rules governing thei r 
election to a negotiating committee. As 
Macmillan argues, funding fo r such a 
council would be important since debt 
crises can be sudden disasters following 
long periods of stability; organising fundin g 
for an institution with sporadic expenditure 
needs will be difficult . 

b Qualified majority voting clauses: Such 
clauses will enable changes to be made in 
the terms of a bond contract without th e 
unanimous consent of the holders. This 
would limit the scope for a small minority 
of creditors to stall or block the workout 
process. Eichengreen and Portes (1995)3 

suggest that debt instruments should be 
appropriately modified t o authorise a (qual-
ified) majorit y o f bondholders to reschedule 
debt issues , as in the case of corporate debt . 
Market participants argue that this may 
undercut the creditors' rights too severely. 
Others note that the London Club steering 
committees for the rescheduling of com-
mercial bank debt have, in effect, routinel y 
'imposed' terms on other banks - afte r 
lengthy negotiations, the few remaining 
dissidents have a take-it-or-leave-it (o r go 
to court) choice. Even when they have ini-

tiated lega l action, the settlements have 
proceeded. 

c Sharing and similar clauses: As an addi-
tion to (or alternative to ) qualifie d 
majority votin g clauses, sharing clauses 
could be used as a mechanism to raise the 
threshold for disruptive bondholder behav -
iour, as well as oblige debtors to trea t 
creditors in a fair and equitable manner . 
However, there i s little experience wit h 
the effects o f such clauses when th e 
number of creditors is large and dispersed , 
as in the case of bonds. Thus, in addition , 
it could be required tha t al l legal proceed-
ings be consolidated, and that ther e be a 
minimum proportional requirement (e.g . 
25 per cent) of bondholders needed befor e 
a lawsuit was allowed. 

5 Thes e proposals go further tha n thos e of the 
G-10. But Portes and Vines argue that the y 
need t o go further stil l in one more importan t 
way. Real progress will require that th e 
official secto r press the markets to adopt a t 
least the reforms recommende d b y the G-1 0 
report, rather tha n expec t 'market-led ' 
reforms. 

Crisis resolution: the creditor stay, 
financing and 'new management' 

6 A s in the case of domestic financial  distress , 
there i s a need for a  creditor stay , for 
financing an d for 'new management' . 

Creditor Stay 

7 I t i s necessary to prevent th e 'credito r grab' 
race which occurs in cases of prospective 
default. I n the sovereign debtor case, the race 
involves capital outflow. I s it possible to insti -
tutionalise mechanisms for dealing with 

2 Macmillan , R. (1995), 'Towards a sovereign debt workout system', Northwestern Journal of International Busines s Law, 16:1, 57-106. 
3 Eichengreen , B., and R. Portes (1995), Crisis? What Crisis? Orderly Workouts for Sovereign Debtors, Centre for Economic Policy Research (CEPR), 

London. 
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financial distres s without th e reimposition of 
capital controls? If not, and i f one of the 
central aspects of liberalisation i s the remova l 
of such controls, what then? Might not th e 
mere possibility of debt workout negotiation s 
make the likelihood o f capital outflow al l the 
greater? 

A debtor government ca n i n effect impos e a 
stay, simply by stopping payments. If it does so 
under force majeure , non-confrontrationally , 
and with at least taci t IM F approval, creditor s 
are unlikely t o penalise it . The G-10 repor t 
suggests that the IMF could signal it s approval 
by lending into arrears, and thi s seems a sensi-
ble proposal. The repor t says such cases should 
be "rare ...[and] conditioned o n very strong 
adjustment effort s o n the part of the debto r 
country and limited t o cases where the debto r 
country i s making reasonable effort s t o negoti-
ate with it s creditors". This i s a realistic 
approach, provided tha t th e criteria ar e as 
stated: the 'rare ' cases should not be limited t o 
large countries with political and economi c 
clout. 

Financing 

9 Th e new IMF Emerging Financing Facility, t o 
be created by increasing the Genera l 
Agreements t o Borrow, is also relevant here . 
Although i t is intended primaril y to deal with 
short-term liquidit y crises , it i s also necessary 
in the case of an overall package which , 
without financing,  migh t come unstuck due t o 
liquidity problems. If there are to be more 
negotiations t o deal with the longe r run issue s 
of debt reduction an d restructuring , then ther e 
will be more need for liquidit y finance  t o carry 
debtors over. This i s an additional argumen t 
for lending into arrears and, hence, for expan -
sion of the resources available t o the Fund, i.e . 
for a substantial quota increase . 

'New Management' 

10 I n corporate bankruptcy, part of the penalty t o 
the management which lessens the risk of 
moral hazard i s the sanction of changing th e 
management. Clearly , this is ruled out fo r 
sovereign governments. But the possibility of 
linking financing  wit h agreement on an IMF-
supported adjustmen t programm e provides a 
safeguard agains t the moral hazard problem. 

A Realistic Way Forward 

11 The G-10 see s the adoption of clauses 
providing for bondholder representation , 
qualified majorit y voting , and sharing as a 
'market-driven process' . Governments ar e to 
recommend suc h provisions and hope tha t th e 
markets will respond on thei r own. It is, 
however, unrealisti c t o assume that thi s will 
happen. I f such changes were so desirable an d 
so easily adopted, th e markets would have 
done so already. There would be no need t o 
recommend action . In fact, ther e exis t 
significant obstacle s to market-driven refor m 
(Eichengreen an d Portes , 1996 4). 

12 Th e G-10' s proposals , if adopted, would be a 
positive step . But they must also be supported 
by parallel initiative s to enlarge IMF quotas, 
and endorsemen t b y the IMF' s Executive 
Board of the G-10 proposal s regarding lendin g 
into arrears . 

13 Institutiona l refor m t o cope better with futur e 
crises will therefore requir e strong leadershi p 
from it s supporters and an effective campaig n 
to win over the financial  community . 
Otherwise th e next Mexico-typ e crisi s - wit h 
no official bailou t -  coul d run the risk of 
seriously undermining th e stability of global 
financial market s and the ability of an 
increasing number o f developing countries t o 
gain further acces s to these markets . 

4 Eichengreen , B., and R. Portes (1996), 'Managing the next Mexico', forthcoming i n symposium edited by P. Kenen for International Finance Section, 
Princeton. 
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