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1

Introduction
Philip Arestis and Luiz Fernando de Paula

Financial globalization and liberalization is related to the global inte-
gration of the domestic financial markets, and has reached emerging
countries through two main channels: the opening up of the capital
account balance of payments; and foreign bank penetration of the
domestic banking sector. According to the proponents of the benefits
of financial integration, financial liberalization is an inevitable step on
the path to development and should therefore be embraced. The main
reason is that free movement of capital facilitates an efficient global
allocation of savings and helps channel resources into the most pro-
ductive uses, thereby increasing economic growth and welfare (Fischer,
1998). More specifically, the potential benefits of financial liberalization
for emerging countries are related to (i) the greater access of emerging
countries to external financial markets, probably at lower cost of cap-
ital due to better risk allocation; (ii) the pressure for an improvement in
the financial supervision of domestic financial markets; (iii) the greater
access to technological know-how and knowledge from other countries
through foreign direct investment (transfer of technology); (iv) the devel-
opment of the financial sector due to the effects of foreign banks’ entry
on the credit supply, operational efficiency, best practices, and so on;
and (v) the market discipline can stimulate more consistent macroeco-
nomic policy as market forces can penalize bad policies (Prasad et al.,
2003). In particular, the presence of foreign banks in emerging countries
could bring positive effects by increasing the efficiency of the domestic
financial system (Peek and Rosengren, 2000).

However, the literature is not conclusive on the positive effects of
financial liberalization on economic growth in emerging countries. On
the one hand, theoretical studies show that due to the existence of radical
uncertainty, asymmetric information and incompleteness of contingent
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markets, globalized financial markets are prone to herding panics, con-
tagion and boom-bust cycles (Davidson, 2002; Rodrik, 1998). On the
other hand, empirical research has shown that there is no robust rela-
tionship between financial liberalization and economic growth,! while
their links with financial crises are quite evident. So, although inter-
national financial integration should, in principle, help countries to
reduce macroeconomic instability and enhance economic growth, the
available evidence suggests that developing countries have not always
fully attained these potential benefits. In some cases, it can even be
accompanied by increased vulnerability, which can lead to crises. Capital
account liberalization in developing countries can damage the develop-
ment of the domestic financial system due to macroeconomic volatility
caused by external capital flows, that are marked procyclical, exacer-
bating economic fluctuations, when they do not cause them (Stiglitz,
2000, p. 1079). Concerning foreign bank entry in emerging countries,
recent experience in Argentina and Brazil showed that there is no evi-
dence that the penetration of foreign banks contributed effectively to the
improvement of the macroeconomic efficiency of the financial system.

This book intends to discuss the relationship between financial lib-
eralization, financial deepening and economic performance from both
a theoretical and a policy perspective, comparing several ‘big’ emerg-
ing countries — Argentina, Brazil, China, India, Russia and South Africa,
and also presenting some case studies (Brazil, China and India). Its main
contribution, therefore, is to analyse issues related to financial liberaliza-
tion in emerging countries focusing on recent experiences. A particular
concern of the book is related to the policy dimension of financial liber-
alization - for instance, the degree of autonomy of domestic economic
policy, and the different national policy responses to deal with issues
raised by the international financial integration.

The two first chapters concentrate on the general view of financial
liberalization and economic policy. In Chapter 2, Jan Kregel assesses
the traditional explanation and justification of opening domestic capital
markets to improve domestic growth conditions based on the neoclas-
sical theory of market efficiency. He also presents Keynes’s analysis of
similar proposals in the 1930s, presenting his argument that such policies
eliminate domestic ‘policy space’. The chapter then presents an alterna-
tive justification of the benefits of open international capital markets
put forward to solve the conflict between full employment policy and
price stability presented in the 1960s, noting that this approach may
be considered as providing the initial justification of the application of
these policies in Latin American countries in the 1970s, leading to the
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lost decade of growth and employment in the 1980s. This assertion is
supported by reference to the experience of the major Latin American
countries, Brazil, Mexico and Argentina, in adopting policies of struc-
tural adjustment based on continued opening of domestic markets in the
period of the 1980s, and the subsequent financial crises which reduced or
eliminated their ability to operate independent domestic policies. Kregel
concludes by presenting Keynes’s recommendation on how to retain
policy autonomy, and assessing the ability of developing countries, par-
ticularly in Latin America, to operate autonomous domestic policies in
support of full employment in conditions of open international cap-
ital markets and potential policy alternatives. He suggests that in a
global economy of financial liberalization, preserving policy space in
developing countries will require flexible exchange rate, some form
of management to prevent exchange rate overvaluation, controls over
capital movements, and restricting issue of foreign denominated debt.
Jan Priewe, in Chapter 3, takes stock of the long debates on finan-
cial liberalization versus capital controls. He focuses on the theoretical
framework for macroeconomic policy under a system of a liberal-
ized capital account (laissez-faire regime) in developing and emerging
economies. The starting point is a new interpretation of the ‘impos-
sible trinity’ which states a policy trilemma between stable exchange
rates, autonomous monetary policy and free capital mobility. Turning
to a full floating exchange rate regime under capital account liberaliza-
tion, as often advocated, leads to a sub-optimal policy mix in developing
countries with a limited role for monetary policy. To enlarge the room
for manoeuvre for central banks, additional policy instruments are
needed, especially prudential regulation/supervision of the financial sec-
tor, which needs time, and capital controls of various forms (direct and
indirect, permanent or temporary) considered as part of monetary pol-
icy in a broader context. Taking them together, one can speak of an
active management of the capital account under a specific monetary
policy regime. This can contribute to mitigate boom-bust cycles of cap-
ital flows, thus helping to prevent financial crises by protecting a weak
financial sector, attain more stability in the exchange rate, and gain more
space for monetary policy adjusted to the domestic needs of the coun-
try. The chapter concludes by suggesting that capital controls are an
important and indispensable part of the tool-box of economic policies
in developing countries geared to actively manage their capital account.
The next three chapters concentrate on a comparative analysis of
financial liberalization. In Chapter 4, Luiz Fernando de Paula analy-
ses the relationship between exchange rate regime, capital account
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convertibility and economic performance within the big emerging coun-
tries that constitute what has been called BRIC - Brazil, Russia, India and
China. In particular, the chapter deals with the way macroeconomic
policy regimes and the management of economic policies have deter-
mined the success or otherwise of an economic environment that has
contributed to a higher (or lower) economic performance and macro-
economic stability in the BRIC countries. The chapter provides evidence
that economic performance of BRIC countries is the result, at least par-
tially, of the quality of the macroeconomic policy management adopted
in each country, in which exchange rate policy, capital account convert-
ibility and the degree of external vulnerability play a key role. China,
India and Russia manage their exchange rate regimes with controlled
capital account convertibility, and have been successful cases of macro-
economic policy management where the stability of the exchange rate
has a crucial role and seeks to create a stable environment for eco-
nomic growth. Brazil, on the other hand, has adopted a more liberal and
orthodox economic policy, that includes a less interventionist approach
relating to exchange rate policy and a very open capital account. This
has resulted in higher exchange rate volatility, higher interest rates, and
a poor economic performance. The chapter concludes that the recent
experience of the BRIC countries shows the importance of having a grad-
ual process of capital account liberalization combined with a managed
floating exchange regime in order to achieve a better performance of
economic policy for economic growth and stability purposes.

Ricardo Gottschalk and Cecilia Azevedo Sodré in Chapter 5 examine
the experience with the liberalization of capital outflows in Brazil, India
and South Africa in the 1990s and early this century. The authors discuss
in particular the similarities and differences among the three countries
through examining the specific measures these countries’ authorities
adopted on the liberalization of capital outflows by individuals, cor-
porations and institutional investors. They also analyse these countries’
sources of strengths and vulnerabilities, and ask the question of whether
it is appropriate to fully liberalize the capital account even where all pos-
sible sources of vulnerabilities have been eliminated. The chapter shows
that, of the three countries, Brazil went furthest in liberalizing capital
outflows during the 1990s, especially for corporations and individuals.
By contrast, South Africa and especially India adopted a more cautious
liberalization strategy. This seems to have had positive consequences in
terms of reducing these countries’ vulnerabilities to the various inter-
national financial crises that occurred during the period. Turning to the
early part of this century, the chapter shows that these countries have
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undertaken further liberalization attempts, this time in a more benign
international financial environment. India, moreover, has signalled the
intention of further liberalizing the capital account, as it emerges as a
major force in the global economy. The authors conclude that in the
three countries important sources of vulnerabilities still remain, thus
suggesting caution to further capital account liberalization.

Fernando Cardim de Carvalho, in Chapter 6, analyses the experiences
of Brazil and Argentina with financial liberalization, which both coun-
tries embraced from the late 1980s. Financial liberalization produced
great expectations that these economies would be able to unleash their
entrepreneurial energies and reach a sustained high growth path sup-
ported by external savings. The author examines the extent to which
these expectations were confirmed or disappointed. Indeed, financial
liberalization in the 1980s and 1990s in both countries followed the
standards proposed by the theory of financial repression, beginning by
freeing interest, deregulating banking and securities markets and allow-
ing the creation of universal banks. Some important differences, on the
other hand, existed between the two processes, the most important of
which was probably the role reserved to foreign banking institutions.
Argentina adopted radical entry liberalization measures, which coupled
with the impulse to privatize state-owned banks in the 1990s, led to the
disappearance of domestic banks in leading positions in the industry.
In Brazil, entry of foreign banks was controlled and as a result the sec-
tor is led by strong local, private and public, banks. The liberalization
process was conducted with the goal of increasing savings and invest-
ment and deepening financial intermediation. The chapter concludes
that expectations related to financial liberalization were disappointed.
This was due to the investment rate remaining low and growth was not
resumed in Brazil, while in Argentina it was resumed only after the 2001
crisis that led to the repudiation of some liberalization measures and to
greater government intervention in the economy.

The remaining chapters comprise case studies of countries, which have
had different experiences with financial liberalization. In Chapter 7,
Hansjorg Herr analyses the Chinese capital controls as part of an
overall development regime geared towards economic growth and rela-
tive economic independence. Contrary to the so called Washington
Consensus, Chinese development is characterized by active govern-
ment interventions in many areas. Of key importance were and are
strict capital import and export controls which protected and allowed
the positive economic development in China. Capital controls pre-
vented destabilizing capital imports which led in so many countries to
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boom-bust cycles, exchange rate volatility and foreign debt crises. China
never experienced a currency crisis or a twin-crisis. In China the struc-
ture of capital inflows was geared towards foreign direct investment
and away from portfolio investment and international credits. Last, but
not least, capital controls allowed a domestic oriented monetary policy
and the stimulation of a domestically based Schumpeterian-Keynesian
credit-investment-income-creation process. Large central bank inter-
ventions and sterilization policies as well as the strategy to defend
current account surpluses and to follow export-led growth are part of
the Chinese economic regime. According to the author developing
countries can learn from China that a combination of capital con-
trols, central bank interventions and sterilization and the prevention
of destabilizing current account deficits create a stable external environ-
ment for positive domestic development. Furthermore, an intermediate
exchange rate regime can be combined with the policies mentioned
above.

Sunanda Sen in Chapter 8, draws attention to the links between
deregulated finance and industrial growth, and its impact on deregulated
labour markets, with special focus on the experience of the Indian econ-
omy. The arguments dwell on the frequently observed phenomenon of
booming finance in the presence of a stagnating real economy, and the
related portfolio adjustments, which siphon off funds from real activ-
ities to speculation, with reactions on part of industry to practise cost
cutting by using labour in its most adaptable and flexible form while
minimizing additional job creation. According to the author, countries’
experiences show that financial deregulation is neither necessary nor suf-
ficient to generate and sustain growth in real terms. It can be pointed out
that while propelling swings in financial markets, deregulation does not
necessarily generate real activities. This is because these financial booms
are often driven by speculations on financial assets, a large part of which
are not backed by real assets. New investments in the secondary market
for stocks or in the real estate market do not mean new real activity, as
in construction of plants or new constructions of industrial plants. It
is also important to analyse the structural impact of financial deregu-
lation on different segments of the economy, which include those on
employment as well as investments in industrial activities. In this con-
nection, the chapter focuses its attention on the status of labour in the
major Indian industries under deregulated finance. This relates to India’s
labour market, which is laden with flexibility under economic reforms.
It is concluded that the ‘immiserization’ of labour in India’s manufactur-
ing industries can be linked to both the flexibilization of labour and the
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‘financialization’ process, with disparate profit opportunities between
the real and the financial investments. The latter leads to the drive on
the part of employers to invest heavily in financial assets while making
good in the real sector by using labour in the most profitable way.

Finally, Fatima Cardias Williams and Jonathan Williams, in Chapter 8,
analyse the extent to which ownership explains bank merger and acqui-
sitions in the recent experience of banking consolidation in Brazil. In
Brazil, like other emerging countries, the consolidation process was used
to restructure market banking sector following episodes of financial cri-
sis. Indeed, since the mid-1990s, an extensive consolidation process has
swept across the Brazilian banking sector, with domestic restructuring
and foreign bank penetration reshaping the industrial structure. This
chapter attempts to determine whether acquiring and targeting banks
are distinguishable from non-merging banks in terms of financial pro-
file, and, if found, whether differences exist across bank ownership —
between domestic-owned and foreign-owned buyers and targets. The
authors contend that bank financial profile determines participation
in mergers and acquisitions (M&A), and that the characteristics of par-
ticipants are sensitive to bank ownership, domestic or foreign. To test
the hypothesis, a multinomial logit model is applied to a sample of
commercial banks between 1992 and 200S. The results suggest there
are common factors which explain the probability of a bank being a
buyer, irrespective of ownership. However, domestic and foreign buyers
acquire target banks that have contrasting profiles: domestic buyers tend
to buy underperforming banks whereas foreign buyers tend to acquire
large, slow growing institutions. This suggests domestic buyers behave
in accordance with the efficient operation of the market for corporate
control, while foreign banks use M&A as a vehicle to increase bank size
and market share. The findings indicate a clear pattern in the M&A strat-
egies of banks operating in Brazil. The authors conclude that one can
make inferences concerning the continuing consolidation process in the
Brazilian banking sector.

We wish to thank all the staff at Palgrave Macmillan for their encour-
agement and close collaboration on this and, of course, on many other
projects. As always we are hugely grateful to all of them. Most of the
chapters included in this volume were presented to a conference at
the Centre for Brazilian Studies, University of Oxford, in November
2006. We are grateful to the Centre for Brazilian Studies, especially to
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Note

1. Prasad et al. (2003) summarize the empirical findings of the literature: ‘a sys-
tematic examination of the evidence suggests that it is difficult to establish
a robust causal relationship between the degree of financial integration and
output growth performance’ (p. 3).
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2

Financial Liberalization and
Domestic Policy Space: Theory
and Practice with Reference to
Latin America

Jan Kregel

2.1 Introduction

Although they were not included in the original policy proposals of the
Washington Consensus, opening domestic capital markets to foreign
capital inflows and deregulation of domestic capital markets have been
a crucial element of structural adjustment policies practised by Latin
American developing countries and as part of the conditionality attached
to IMF and World Bank lending programmes starting in the 1970s. Sup-
port for these measures comes from a straightforward application of the
neoclassical approach to efficient distribution of economic resources on
a global level. This position still dominates the thinking of multilateral
institutions, despite the fact that it is based on a faulty theoretical justi-
fication, as demonstrated by the 1960s Cambridge Controversies in the
theory of capital.

Even before the theoretical debates in capital theory, Keynes had criti-
cized similar policies in the 1930s. He reached the conclusion that such
policies would eliminate what is now called a country’s domestic ‘policy
space’, that is, its ability to pursue domestic economic policies directed
at maximizing output and employment.

This chapter will present and assess the traditional explanation and
justification of opening domestic capital markets to improve domestic
growth conditions, and outline the criticism based on the Cambridge
Capital debates. It will also present Keynes’s analysis of similar pro-
posals in the 1930s, presenting his argument that such policies eliminate
domestic ‘policy space’. It will then present an alternative justification
of the benefits of open international capital markets put forward to
solve the conflict between full employment policy and price stability

9



10 Financial Liberalization and Economic Performance

presented in the 1960s, noting that this approach may be considered
as providing the initial justification of the application of these policies
in Latin American countries in the 1970s, leading to the lost decade of
growth and employment in the 1980s. This assertion is supported by ref-
erence to the experience of the major Latin American countries — Brazil,
Mexico and Argentina - in adopting policies of structural adjustment
based on continued opening of domestic markets in the period of the
1980s, and the subsequent financial crises which reduced or eliminated
their ability to operate independent domestic policies. It concludes by
presenting Keynes’s recommendation on how to retain policy auton-
omy, and assesses the ability of developing countries, particularly in
Latin America, to operate autonomous domestic policies in support of
full employment in conditions of open international capital markets and
potential policy alternatives.

2.2 Theoretical support for global financial liberalization

The theoretical support for global financial liberalization is to be found
in the basic neoclassical theory of market efficiency. One of the first
to support the continued existence of free international capital flows
in the postwar period, in contrast to those who believed that inter-
national capital flows should be mediated by governments through the
new Bretton Woods multilateral financial institutions, was Jacob Viner.
In Viner’s words ‘The basic argument for international investment of
capital is that under normal conditions it results in the movement of
capital from countries in which its marginal value productivity is low to
countries in which its marginal value productivity is high and that it thus
tends toward an equalization of marginal value productivity of capital
throughout the world and consequently toward a maximum contribu-
tion of the world’s capital resources to world production and income’
(Viner, 1947, p. 98).

The veracity of this position that follows from the assumption of the
efficient distribution of resources by international capital markets, has
never really been questioned. But there is an implicit assumption that
lies behind this reasoning, as it applies to the flows of capital between
developed and developing countries. That implicit assumption is that
the return on investment is higher in developing countries than it is
in developed countries. The reason for this is usually supported by
reference to the longer experience of capital accumulation, and thus
the greater accumulation of capital and higher capital intensity of pro-
duction believed to prevail in developed countries. Higher per capita
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incomes in developed countries are thought to provide higher savings
ratios than in lower per capita income developing countries. Finally,
developed countries are thought to be experiencing declining labour
forces and aging populations, relative to young, larger populations in
developing countries. Thus, transferring financial resources from high
saving, capital-rich aging developed countries provides them with a
means of increasing returns, assuring their income in retirement, while
increasing income growth and employment by providing the financing
for investment in higher return endeavours in developing countries.

However, this approach, based on the maximization of the return
to capital resulting from free international capital flows relies on the
number of subsidiary assumptions such as:

1. A negative relation between capital intensity and rate of return.

2. It is possible to identify differences in capital intensity between
developed and developing countries.

3. Foreign capital inflows from developed countries are in fact used to
increase productive domestic investment.

4. If foreign capital inflows do not satisfy point 3, and are primar-
ily invested in financial assets, then there is a high elasticity of
substitution between financial and real assets.

5. Fixed exchange rates or insurable exchange rate risk.

However, as a result of the Cambridge controversies in capital theory
show, few of these implicit assumptions are generally valid. We now
know:

1. The theorems on capital reversal and double switching show that it is
possible for increasing capital intensity to be associated with higher,
rather than lower rates of return to capital, and that the same rate of
return may be associated with the same degree of capital intensity. As
a result it is impossible to establish a general relation between capital
intensity and rate of return. This means that the returns to capital in
developing countries may be lower even if capital intensity there is
lower. Simply, there is no univocal relation between capital intensity
and value productivity of capital.

2. Because capital is a produced good, its value depends on the prices of
the capital and labour inputs necessary to produce it. Because it is a
durable good, its value depends on the rate of return used to calcu-
late present values. It is thus impossible to measure capital intensity
unambiguously.!
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In addition to the capital theory debates history has suggested several

reasons to be sceptical about the traditional view.

3.

Foreign capital inflows tend to have little impact on rates of domestic
investment. Most studies suggest that the impact is marginal. On the
other hand, there is evidence that increased foreign capital inflows
are associated with increasing domestic consumption.

. Finally, the impact of capital flows tends to be concentrated in invest-

ment in financial assets, and the impact on domestic financial condi-
tions does not produce a change in the relative prices of financial and
real assets that leads to a substitution of the former for the latter. The
majority of foreign inflows are attracted by high domestic policy rates
on financial assets, and because these are policy rates their impact on
domestic monetary conditions is offset by the monetary authorities.

2.2.1 A modern version of the Viner postulate

There is however a more modern justification for financial liberalization
that deals not with capital flows themselves but with the liberalization
of the movement of financial institutions. In the words of Lawrence
Summers, former deputy Secretary of United States Treasury:

The case for capital account liberalization is a case for capital seeking
the highest productivity investments. We have seen in recent months
in Asia — as at many points in the past in other countries — the dan-
ger of opening up the capital account when incentives are distorted
and domestic regulation and supervision is inadequate. Inflows in
search of fairly valued economic opportunities are one thing. Inflows
in search of government guarantees or undertaken in the belief that
they are immune from the standard risks are quite another. The right
response to these experiences is much less to slow the pace of cap-
ital account liberalization than to accelerate the pace of creating an
environment in which capital will flow to its highest return use. And
one of the best ways to accelerate the process of developing such a
system is to open up to foreign financial service providers, and all
the competition, capital and expertise which they bring with them.
The recently concluded global financial services agreement demon-
strates that countries recognize these beneficial effects of external
liberalization. (Summers, 1998)

Here the argument is that the success of financial liberalization requires
domestic institutions and monitoring that can best be provided by the
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free entry of foreign financial service providers. While this argument does
not provide a response to the criticisms just noted of the implicit assump-
tion that lies behind the theoretical support of financial liberalization,
its empirical support is equally suspect. We know from the report of the
Argentine parliament that foreign banks operating in Argentina were the
first to exit in 2001, and that not only did they transfer their capital out
of the country, they also provided the means for their clients to exit
after the imposition of the ‘corralito’.? They clearly did not contribute
to creating a stable domestic environment (Tonveronachi, 2006).

In addition, there is substantial evidence that foreign banks operating
in Brazil are less efficient that domestic banks® and that when foreign
banks are allowed to take over or merge with domestic banks in Latin
America, they tend to do so with the best performing banks, rather than
improving the operation of badly performing domestic banks (Williams
and Williams, 2007).

2.3 Keynes’s position on financial liberalization

In an extension of a view that had already taken shape in the 1920s
Keynes’s Treatise on Money Volume II subtitled the ‘Applied Theory of
Money’ undertakes a detailed analysis of the impact of an international
system with global financial flows under an international standard such
as the Gold Standard. Keynes's criticism here is more mundane — dealing
with asymmetric adjustment in different aspects of the economic system.
In discussion of a return to the degree of financial liberalization
implicit in the operation of the pre-war gold standard he raises:

adoubt whether it is wise to have a currency system with a much wider
ambit than our Banking System, our Tariff System and our Wage Sys-
tem. Can we afford to allow a disproportionate degree of mobility to a
single element in an economic system which we leave extremely rigid
in several other respects? If there was the same mobility internation-
ally in all other respects as there is nationally, it might be a different
matter. But to introduce a mobile element, highly sensitive to out-
side influences, as a connected part of the machine which the other
parts of which are much more rigid, may invite breakages. It is, there-
fore, a serious question whether it is right to adopt an international
standard, which will allow an extreme mobility and sensitiveness of
foreign lending, while the remaining elements of the economic com-
plex remain exceedingly rigid. If it were as easy to put wages up and
down as it is to put bank rate up and down, well and good. But this
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is not the actual situation. A change in international financial condi-
tions or in the wind and weather of speculative sentiment may alter
the volume of foreign lending, if nothing is done to counteract it, by
tens of millions in a few weeks. (Keynes, 1930, Chapter 36)

The major difficulty with financial globalization was that it implied
uniform rates of interest in all countries and thus the loss of national pol-
icy autonomy. The quotation given above comes from Chapter 36 of the
Treatise on Money and bears the title ‘National Policy Autonomy’. There
he gives a very clear assessment of the impact of international capital
flows on domestic economic conditions. He notes the conflict between
policy to support international investment flows and policy to offset the
impact on the economy of the cyclical behaviour of domestic investment
decisions. In the discussions of development theory we would today talk
of ‘national policy space’ for developing countries. Keynes is arguing that
financial liberalization precludes a country from using monetary policy
to offset fluctuations in domestic investment, rather requiring the use of
interest rates to influence international capital inflows. The loss of pol-
icy autonomy was thus caused by a policy conflict — low interest rates,
required to offset a decline in domestic investment would cause a decline
in foreign investment.

2.4 Policy paradoxes in the US in the 1960s

These types of conflict restricting policy autonomy are not new. In the
United States, after the dollar shortage had been replaced by a dollar
glut, there was also policy conflict between internal and external equi-
librium. This conflict concerned both monetary and fiscal policy. If the
external account is in equilibrium at less than full employment, expand-
ing demand by active fiscal policy produces an external deficit, but if the
external account is in deficit at full employment, restrictive fiscal policy
reduces domestic demand and raises unemployment.

This conflict was resolved by the Fleming-Mundell* creation of pol-
icy space through external capital inflows. This approach proposed that
monetary policy be used to attract capital inflows to finance the current
account deficit that would occur at full employment produced by the
use of expansionary fiscal policy. External capital flows in open capital
markets thus provided policy space if the ‘assignment problem’ was suit-
ably resolved to use the fiscal instrument to target domestic equilibrium
and the interest rate to target external equilibrium.
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2.5 Solving policy paradoxes after the Latin American
debt crisis of the 1980s

The same sort of justification was used in 1980s to provide policy space
for Latin American countries facing unsustainable debt burdens built up
during the large increase in international financial liberalization in the
1970s. After the failure of the attempts by these countries to generate
sufficiently large current account surpluses to meet their debt service
obligations because of the reduction in growth rates that this required,
the Baker Plan was replaced by the Brady Plan, which proposed the use
of domestic policies and financial derivative structures to allow countries
to eliminate inflation and support growth by allowing them to return to
international capital markets to once again borrow the funds needed to
service debt.

These policies included a fixed exchange rate regime to provide an
exchange rate anchor to inflation expectations; the deregulation and
development of domestic capital and equity markets, supported by the
creation of private assets through the privatization of state-owned enter-
prises and other quasi-government activities; the full liberalization of
external trade and external capital inflows to allow foreign investment
in the newly liberated capital markets; the removal of controls and
restrictions over domestic financial institutions and the liberalization
of domestic interest rates to be set by international markets; and the use
of tight monetary policy and restrictive fiscal policy to reduce domestic
demand and fight inflation.

In some countries such as Mexico, Argentina and Brazil the return of
capital inflows created ‘policy space’ and success in providing for a rapid
elimination of inflation. The policies were also accompanied by a rise in
domestic purchasing power and in domestic consumption which led to
a recovery in domestic growth rates.

However, the success has hidden within it some unanticipated and
unintended consequences. The increasing capital inflows led to an
increase in external debt, much of it denominated in foreign currency,
the recovery in domestic consumption with open domestic markets lead-
ing to an increasing commercial account deficit. Since capital inflows
often exceeded the financing requirements for the rising external deficit,
the result was an overvaluation of exchange rate, sometimes in nominal,
but in all cases in real, terms. Tight domestic monetary policy created
large international interest rate differentials that supported the capital
inflows and also led to large incentives to borrow in foreign currency
at lower interest rates that led to currency mismatch in financial and
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non-financial sector balance sheets. The rising level of debt, with high
interest rates, led to a rising debt service that increased domestic fis-
cal deficits and produced financial sector weakness. Eventually, capital
inflows reversed and produced financial sector and exchange rate crisis,
which eliminated any increase in policy space and once again reduced
policy space to zero.

Thus developing countries faced a new policy conflict. Inflation would
not have been reduced without the existence of the exchange rate anchor
and the return of capital inflows in quantities sufficient to prevent exter-
nal deficit from creating an exchange rate crisis. But capital inflows
financed increased domestic consumption not investment, while the
high interest rates required to sustain them and currency overvaluation
that they produced reduced the competitiveness of domestic producers.
Solving the policy conflict to combine growth and price stability became
hostage to the willingness of international investors to continue to main-
tain their investments. Or, As Keynes had already noted, monetary policy
had become the hostage of international capital markets.

This loss of policy control, which resulted from the very success of the
economic policies that accompanied the Brady Plan,® thus led to domes-
tic monetary policy being determined by foreign investors as domestic
interest rates had to be sufficiently high to ensure the capital inflows
needed to meet debt service and the commercial deficit. Nominal fiscal
balances went out of control as they came to be increasing determined
by the level of interest rates required by foreign investors. The overvalu-
ation of real exchange rates, the liberalization of domestic markets and
high interest rates made it increasingly difficult for domestic producers to
restructure to meet international competition. Finally, the external bal-
ance came to be driven increasingly by debt service, and thus less respon-
sive to traditional policy measures such as reduced domestic demand. All
of these factors can be seen in the experiences of the major Latin Amer-
ican economies who applied these structural adjustment policies as part
of their Brady Plan exit from the debt crisis of the 1980s (UNCTAD, 1998).

2.6 Resolving the policy conflict: the Mexican experience

In Mexico licensing and other controls and restrictions on imports were
substituted by tariffs starting around the time of the mid-1985 devalu-
ation, followed by a series of sharp reductions in tariffs starting in 1987
leading to a rapid increase in imports.® At the same time regulations
on foreign direct investment were liberalized and by 1989 authorization
became nearly automatic.” The new Salinas government proceeded with
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the privatization of state-owned enterprises (small and medium-sized
enterprises had already been wound up or sold starting in 1983), deregu-
lation of the banking system and the liberalization of domestic financial
markets. Tight monetary policy produced large interest rate differentials
that allowed the deregulated banks to fund sharply increased domestic
lending with foreign borrowing, while international investors produced
boom conditions in domestic equity and bond markets and a sharp real
appreciation of exchange rate. The foreign inflows led to a return of ris-
ing external indebtedness that the introduction of the Brady Plan had
reduced at the same time as it bolstered central bank foreign exchange
reserves.® At the same time, the wild expansion of bank lending - largely
designed to beef up balance sheets to attract foreign partners — led to
a sharp increase in non-performing assets in conditions of substantial
currency mismatch for domestic financial and non-financial borrowers
and rising overvaluation of the currency.’ The introduction of NAFTA at
the same time as a new government was taking office in conditions of
domestic political unrest led to a sharp exit of institutional investors in
peso denominated domestic assets. The reports of $29 billion of dollar-
indexed short-term Tesobonos dwarfed the existing foreign exchange
reserves that had fallen from a peak of around $25 billion in 1993 to
around a fifth of that amount. The risk was not just the collapse of the
exchange rate, it was of convertibility itself. The resulting Tequila Crisis
led to a collapse of the domestic banking system, which has now come
to be majority controlled by external financial institutions.

2.7 The Argentine experience

Argentina went through a very similar experience with the exception of
a fixed peg to the US dollar through a currency board arrangement as
its exchange rate anchor. While this prevented nominal appreciation,
it aggravated real appreciation of the exchange rate. Trade liberaliza-
tion started in the late 1980s with unilateral reductions of tariffs, that
is, without any reciprocal concessions from its trading partners, but
under unconditional most-favoured nation status. The currency board
was instituted in 1991 on the grounds that this would bring about
reductions in interest rates since the peso was as reliable as the dollar.
However, although inflation did decline to near zero in around two years,
large interest rate differentials prevailed, leading to large capital inflows
and substantial real appreciation of exchange rate. At the same time all
state-owned enterprises were privatized and all state controls were elim-
inated. The decline in debt that had occurred by the end of the 1990s
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was reversed and despite the elimination of the losses from state-owned
industry from the government’s balance sheet (indeed it had benefited
substantially from the receipts from privatization), fiscal deficits soon
returned. Hit by contagion from the crisis in Mexico and under pressure
from the IMF to reduce fiscal deficits, the new De La Rua government con-
tinued policies of fiscal austerity'® that plunged the economy into an ever
deepening recession.!! As receipts fell more rapidly than the government
could introduce expenditure cuts, international investors eventually
lost confidence in the government and the policy tricks introduced by
Cavallo, called back to his former post of Minister of Economics, were
unable to stem a capital reversal which produced bankruptcy of the bank-
ing and pension system, a collapse of the currency board and the largest
sovereign default in history.!?

2.8 The Brazilian experience

Brazil began its experience of trade liberalization under the Collor gov-
ernmentin thelate 1980s. After a long series of adjustment plans, in 1994
the Real Plan provided for a new ‘real’ value of the domestic currency
and a fixed exchange rate.!®> The sharp decline in the rate of inflation
produced an increase in domestic purchasing power and an increase in
domestic consumption at the same time as it produced first a nominal
and then a real appreciation in the exchange rate. Domestic monetary
and fiscal policy remained highly restrictive in support of the Real Plan,
leading to large interest rate differentials that led to high capital inflows,
rising external debt and rising fiscal deficits. Capital inflows continued in
the face of arising internal and external deficit, as an election approached
at the end of 1998. An IMF support loan provided the external reserves
necessary to reassure foreign investors that the exchange regime would
be maintained, but after the elections, a foreign exchange crisis brought
depreciation in January 1999 that allowed a loosening of the restrictive
policies and some recovery in growth. In contrast to the other two coun-
tries, the banking system emerged unscathed; in fact it earned substantial
profits speculating on the depreciation.

This marks a significant difference between Brazil and Mexico and
Argentina on the one hand, and the Asian countries after the 1997 crisis
on the other. This is for two reasons. First, Brazil employed a restruc-
turing of the financial system as part of the Real Plan. Through the
Proer and Proes programmes!# the government committed around 11
per cent of GDP to close insolvent private and state-owned banks and
restructure the balance sheets of those remaining.!> In addition, after
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the restructuring the central bank and the central government offered
exchange rate and interest rate linked debt which became the major
investment in the banks’ portfolios, thus insulating them from both the
risk of monetary policy to defend the exchange rate and the impact
of the devaluation when it finally occurred. Indeed, since there was
widespread expectation that the exchange rate was being defended for
electoral purposes — in the campaign for the November 1998 election
the sitting President ran on a platform that presented the defence of the
exchange rate as protection against the return of hyper-inflation — banks
engaged in extensive hedging and speculative positions in derivatives
markets that allowed them to earn record profits after the devaluation in
January.

2.9 The illusion of creating domestic policy space
through foreign borrowing

Thus, throughout Latin America, increased external capital flows were
used to emerge from the crisis of the 1980s and provide the policy space
to combine growth with price stability. However, none of them were
sustainable and this led to capital account crises.

How did this happen? The simple answer is that the Fleming-Mundell
solution has an inherent flaw, just as the position put forward by Viner
had an implicit assumption. The Fleming-Mundell analysis is a flow
analysis dealing only with the short term. It ignores the impact of capital
inflows on debt stock and the increase in the debt stock on debt service.!®
Further, there is no impact analysis of the high interest rates required to
insure the capital inflows on the amount of debt service on the increas-
ing debt stocks. And thus, no analysis of impact of rising debt service
on current account balance, and no analysis of rising debt stocks on risk
premia on external borrowing and thus on the interest rates that have
to be paid on foreign lending. Simply, it assumes that capital flows can
be maintained indefinitely, irrespective of the size of the accumulated
debt and the interest rates to be paid on this debt. The result is that an
externally financed policy space was a short-term illusion that simply
delayed the problems caused by the inherent policy conflict.

Keynes had already warned about the false illusion of National Policy
Autonomy financed by external borrowing. As he had noted, a single
international monetary standard requires the Central Bank to relinquish
control over domestic interest rates and implies a uniform rate of interest
across countries. In the case of developed countries, this was prob-
ably the case. In the case of developing countries, there is no tendency
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towards uniformity, large interest differentials remain, but so does the
loss of national policy autonomy. Indeed, this position is much the worse
since it creates the factors noted above caused by persistent international
interest rate differentials.

Any attempt to use interest rates to offset domestic fluctuations in
investment would create interest rate differentials and international
capital flows that would eventually undermine the country’s commit-
ment to the international standard. To resolve this policy conflict Keynes
suggests the control of net capital flows — the foreign capital balance.!”

2.10 Keynes'’s proposals

2.10.1 Long-term capital flow controls

As remedy to the loss of National Policy Autonomy, in Chapter 36 of
the Treatise Keynes recommends formal controls over long-term capital
flows. He notes that most countries have always had registration require-
ments for capital issues in their own markets and that these could be
expanded internationally. He also suggests a tax on purchase of foreign
securities not listed in the UK market of 10 per cent.

2.10.2 Supported by short-term controls

But, long-term controls have to be supported by short-term controls.
To influence short-term flows he recommends a dual rate structure that
differentiates between financial flows and trade finance, given preference
to the later. He also recommends a more flexible exchange rate structure
through variation in the rates at which the central bank sets bid and offer
rates within the gold points.

Keynes also recommends the active use of intervention in the for-
ward market, a suggestion that was first made in the Tract on Monetary
Reform, to influence short-term interest rates on short-term capital trans-
actions. Keynes’s conclusion is that central banks should use bank rate,
the forward rate and flexibility in its bid and offer rates to influence
short-term flows.

2.10.3 The ideal international financial system

However, Keynes’s implicit acceptance of a gold standard system is predi-
cated on the fact that the United Kingdom had by that time already
decided to return to the gold standard. Nonetheless, he notes that in his
view an ideal system would be one with flexible exchange rates. From
the time of the Tract on Monetary Reform Keynes argued that a flexible
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exchange rate system was preferable to a fixed rate system as long as
there was a forward foreign exchange market in which traders could
cover their exchange risks. This is basically the same position that was
incorporated in the proposal for the Clearing Union and the position
that he took to the Bretton Woods Negotiations in 1944.18

2.10.4 Implications of this analysis for current
financial globalization

The most important point of Keynes'’s analysis of these issues for current
conditions is his implicit acceptance of the position that dominated pre-
war thinking on these issues: external capital flows determine domestic
conditions and trade flows, rather than the other way around.

In Keynes’s words from the Treatise on Money:

The belief in an extreme mobility of international lending and a pol-
icy of unmitigated laissez-faire towards foreign loans has been based
on too simple a view of the causal relations between foreign lending
and foreign investment. Because net foreign lending and net foreign
investment must always exactly balance, it has been assumed that no
serious problem presents itself. Since lending and investment must
be equal, an increase of lending must cause an increase of invest-
ment, and a decrease of lending must cause a decrease of investment;
indeed, the argument sometimes goes further, and — instead of being
limited to net foreign lending — even maintains that the making of
an individual foreign loan has in itself the effect of increasing our
exports.

All this, however, neglects the painful, and perhaps violent,
reactions of the mechanism which has to be brought into play in
order to force net foreign lending and net foreign investment into
equality. ... I do not know why this should not be considered obvi-
ous. If English investors, not liking the outlook at home, fearing labor
disputes or nervous about a change of government, begin to buy more
American securities than before, why should it be supposed that this
will be naturally balanced by increased British exports? For, of course,
it will not. It will, in the first instance, set up a serious instability
of the domestic credit system - the ultimate working out of which it
is difficult or impossible to predict. Or, if American investors take a
fancy to British ordinary shares, is this going, in any direct way, to
decrease British exports? (Keynes, 1930, pp. 335-6)
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2.10.5 Will flexible exchange rates produce policy space?

Many developing countries introduced flexibility in exchange rates after
the financial crises that followed their successful stabilization policies.
Many have now introduced inflation targeting and primary surplus tar-
gets as a substitute for the fixed exchange rate policy anchor. Also, a
number have managed to create commercial and capital account sur-
pluses. Yet, their debt stocks remain high and nominal deficits are not
being reduced, because of the persistence of high interest rate differen-
tials, while growth rates remain low. This would all suggest that Keynes’s
original recommendation still holds and that some form of management
of the foreign balance is still required.

2.11 Conclusion

We can thus conclude that in a global economy of financial liberaliza-
tion, preserving policy space in developing countries will require:

e Flexible exchange rates. In all of the cases of financial crisis follow-
ing financial liberalization in Latin America, the destabilizing capital
flows result from either an implicit or explicit exchange rate guar-
antee. Indeed, in most cases, the opening of domestic markets to
international capital flows produced inflows that more than offset
the increasing external financing needs, and thus created either real or
nominal appreciation of the currency. Foreign investors, or domestic
financial institutions thus had a double advantage — a large posi-
tive interest rate differential that could be exploited by borrowing
abroad at low rates and investing domestically at high rates, plus the
exchange rate appreciation that multiplied these already high returns.

® Thus avoiding these destabilizing arbitrage flows will require some
form of management to prevent overvaluation and a one way bet
that supports the returns on foreign borrowing that naturally exists
from the interest rate differential.

e Controls over capital flows to allow management of interest rates
and exchange rates. As long as developing countries use domestic
restriction on monetary or fiscal policy they will suffer an interest
policy determined interest rate differential. To prevent capital flows
being driven by this differential, which has no impact on domestic
interest rates or investment, will require some sort of control over
international capital flows.

® Restricting issue of foreign denominated debt by both the pub-
lic and the private sectors to ensure the effective management of



J. Kregel 23

foreign capital inflows. Since a major source of the speculative flows
comes from the ability to raise funds in foreign currency — whether
speculative or used to finance domestic productive activity creating a
currency mismatch for non-financial corporations - eliminating the
source will require controls over the ability of domestic financial and
non-financial corporations to borrow in foreign currency. This means
strengthening the domestic financial sector. Unfortunately, this will
not be easy, since the policies followed by governments to ensure
the sale of government debt mean that banks can maximize profits
by lending to government rather than to the private sector. Statistics
suggest that post-financial crisis Latin American financial institutions
no longer lend to the non-financial sector. To the extent that foreign
banks have been granted increased access as a means of restructuring
after crises, their lending has tended to be for consumer and mortgage
lending, again leaving the business sector without sources of finance.

Finally, the pressure on most countries to deregulate the financial sys-

tem has led to the elimination of national development banks which in
the past had provided lending to industry.!®

Notes

1.

[

CVrN

For a summary of the results of these debates see Harcourt (1971). It is inter-
esting that despite the fact that these conclusions have now been accepted by
all sides in the debates, they have been ignored in the development literature,
and in most of the modern macroeconomic literature.

See the official report of the Comisioén Especial de la Camara de Diputados,
Republica Argentina (2005).

See Guimaraes (2002), de Paula (2002) and de Paula and Alves Jr (2007).
The original papers were developed by both economists when they were
working for the International Monetary Fund and were published virtually
simultaneously. See Fleming (1962) and Mundell (1962).

. In fact they closely resemble what came to be codified as ‘Washington Con-

sensus’ policies of structural adjustment, but with the exception of the
exchange rate anchor and financial liberalization — two aspects that were
crucial to their success. See, e.g. Kregel (1999).

See Kate (1990).

See Guillén (1995).

See Mantey (1998).

See Correa (1996).

For a revealing discussion of the views of the Fund in this period see the book
of interviews with Claudio Loser who was responsible for Fund policy in Latin
America at the time in Tenembaum (2004).
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11. See for example, Cafiero and Llorens (2002), and Sevares (2002).

12. A review of Argentine policy leading up to the crisis is available in Kregel
(2003).

13. For a detailed comparison of the plans proposed prior to 1994 see Modenesi
(2005, pp. 290-5).

14. See Maia (1999) for more information on the details of these programmes.

15. See Séinz and Calcagno (1999) who note that this restructuring was a major
source of the increased government indebtedness after the Real Plan, but also
prevented the collapse of the system after the devaluation of 1999.

16. A more extensive analytical criticism of this approach may be found in Kregel
(2007).

17. In chapter 2 of A Tract on Monetary Reform Keynes (1923) had already recom-
mended a capital levy on bondholders as the most appropriate method for
dealing with the ‘progressive and catastrophic inflations’ in Central and East-
ern Europe, and in 1924 he had recommended capital controls as a way of
reducing deflationary pressure due to the return to gold. See Skidelsky (2000,
p.- 191).

18. See for example the discussion in Skidelsky (2000, p. 191).

19. Brazil remains the exception in this regard, although a number of Latin
American countries are considering resurrecting national development banks.
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Capital Account Management or
Laissez-faire of Capital Flows in
Developing Countries

Jan Priewe

3.1 Introduction: Where do we stand after the long
debates on capital controls?

The academic and political debates on the issue of capital controls ver-
sus capital account liberalization in developing countries seem to be
never-ending. When the Bretton Woods institutions were founded a
vast majority was in favour of control, at least for the option of con-
trol, although the global commercial financial markets did not play a
significant role for developing countries at that time. Keynes was not
the only critic of unfettered capital flows in the postwar world econ-
omy (Boughton 2002). He promoted the priority of trade, while the
supposed volatile commercial capital flows were seen as a disturbing,
not a supporting, factor for the real economy.

In the wave of the global liberalization of exchange rates, capital flows
and many other regulations throughout the 1970s, a gradual lifting of
domestic and cross-border financial controls took place. Some develop-
ing countries were considered emerging economies and as potential
recipients of financial investments from the perspective of the finan-
cial industry in the developed world. With the spread of the neoclassical
counter-revolution in economic thinking, capital account liberalization!
(CAL) as a complement to trade liberalization has become a promis-
ing tenet for many international economists. As global capital flows
increased in the course of financial globalization after the early 1980s, the
thrust of the pro-liberalization arguments increased until 1998, when, at
the peak of the Asian crisis, leading stakeholders in the IMF attempted
to promote an amendment to the statutes making free capital flows
a binding goal for all fund members and the fund’s policy. The fail-
ure of this endeavour marks the watershed in the debates. The pro
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voices became less vocal, the sceptics ever more, and dozens of mainly
empirical studies were conducted. The results were staggering for the pro-
ponents because a robust positive relationship between the liberalization
of capital flows and economic growth could not be proven in numer-
ous cross-country econometric studies, comprising both developed and
developing countries.

However, cross-country studies suffer from serious shortcomings.
Firstly, suppose one finds clear-cut relationships between two or more
variables and causality can be detected. There may also be one or more
countries which have fared very well in the opposite direction, pre-
sumably due to country-specific institutions or policies. Of course they
will not change their policies to follow a general concept based on the
relationship of the majority. Hence positive deviations from standard
patterns deserve discriminating attention as they could be models for
other countries. Secondly, suppose again that a clear relationship was
found, but that average economic performance was meagre and there
was no positive deviating case. One must not exclude the possibility that
in the future countries will explore other patterns with contrasting pol-
icies which will yield better results. Thirdly, one might question whether
there is a general, historically invariant pattern of development, some
kind of ‘law of motion’; it must not be ruled out that complex historically
unique and idiosyncratic patterns exist which may not be transferable to
other countries. Hence one should have in mind the limitations of the
methodology of cross-country analyses. Therefore country studies can be
much more enlightening than the often fruitless cross-country studies
that are much too crude to capture the complexity of factors involved
(Epstein et al., 200S5; Edwards 2007).

It can be said that most empirical investigations (Prasad et al., 2004,
Stiglitz 2004, Kose et al., 2006) seem to agree on the following: (i) There
is no general robust relationship between capital account liberalization
and growth. (ii) Strong growth records have been found in countries with
and without capital controls, weak performances respectively. (iii) There
is also no clear general relationship between capital account opening and
financial crises. (iv) The composition of capital flows matters, with long-
term equity being more conducive for growth and external debt more
risky. (v) Fixed or fairly stable exchange rates are now harder to maintain
under capital flow liberalization than under controls. (vi) Liberalization
impacts monetary and fiscal policy. (viii) The outcome of cross-border
liberalization of capital flows differs according to financial sector stabil-
ity, macro stability and the quality of institutions (whatever this is and
whatever the appropriate measure); the less developed the latter three
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items are, the more critical the outcome of liberalization, and this calls
for a threshold or sequencing concept. Seldom addressed explicitly, any
general policy conclusion drawn from this mixed and shaky empirical
knowledge is inconclusive and fragile at best.

Those inspired by orthodox neoclassical theory have been confronted
with a predicament since the promises of the theory are clear-cut, and
after so much empirical research must come to the surface sooner or later,
assuming the theory is right. In fact, the basic premises of the under-
lying theories are disputable. The most current deviation is to accept the
empirical results, contend obliviously the orthodox theories but point
out so-called ‘collateral benefits’ (Kose et al., 2006): in a catalytic man-
ner capital account liberalization is supposed to indirectly improve the
quality of the domestic financial sector, the quality of institutions and
macroeconomic discipline in general. This way liberalization is the whip
for discipline that in the end exacts higher growth. If this were true,
sooner or later growth effects would have to show up in the empirical
studies regardless of whether they were directly or indirectly effectuated.
Or might this be the hope for the very long run? The apologetic bias
is easily discernible. Some twist the argument, maintaining that sacri-
fices for financial integration are inevitable in order to progress from
under-development to the stage of an emerging economy and finally
to a developed country, just as crises are the pavement on the road to
historic progress. But perhaps there are more favourable alternatives for
development; some countries, such as China and India have proven that
these exist.

There is good reason to believe that the empirical findings mentioned
reflect severe shortcomings of the basic propositions of orthodox theories
and in turn give support to those who have questioned them.

Within an alternative conceptual framework — as unfolded in what
follows —it can be shown that capital controls can potentially have bene-
ficial effects on the growth performance of developing countries. What is
presented in the following is a re-interpretation of the ‘impossible trin-
ity’ as a heuristic for the discussion of the benefits of capital controls.
The proper use of capital controls changes the policy mix, and so does
capital account liberalization, albeit in another, less favourable direction.
By contrast to the notion of ‘collateral benefits’ through financial inte-
gration, ‘collateral damage’ by reduced policy options and a distorted
policy mix is deemed more realistic. This is the main proposition put
forward here.

In this chapter I first review the definition of capital controls; the
simple issue, mostly ignored, turns out to be reasonably complex and
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involves far-reaching consequences. Next, I re-interpret the ‘impossible
trinity’. When liberalization is opted for in this framework, a policy
tool is missing which leads to a sub-optimal policy-mix. In this case,
financial sector reforms could be the missing tool. Whether or not
this is a proper substitute for capital controls in developing countries
is addressed in section 3.4. Section 3.5 disputes the theoretically asserted
benefits of capital account liberalization, and section 3.6 summarizes the
conclusions.?

3.2 What really are capital controls? A narrow and
broad understanding

It is surprising that most studies on capital controls neglect to define
the key term in a coherent way. Most authors follow the definitions
of the IMF’s ‘Annual Reports on Exchange Arrangements and Exchange
Restrictions’ (IMF AREAER) and the OECD’s ‘Code of liberalization of
Capital Movements’ (OECD 2004) which provide only an enumeration
of dozens of specific and direct regulations, comprising quantitative con-
trols, prohibitions, but also some so-called market-based measures, such
as unremunerated reserve requirements for short-term inflows or a Tobin-
tax. In this focus, indirect ways to exert influence on cross-border capital
flows or foreign exchange transactions are excluded. Such indirect effects
can stem from five types of policy which are normally not considered as
capital controls:

(i) prudential regulation of the financial sector, bank and non-bank
supervision, etc., e.g. prescriptions for hedging requirements against
currency mismatch risks, limitations to open positions, regulations
for banks and non-banks to contain foreign-exchange risks, capital
adequacy ratios, measures which regulate (allow or constrain) the
use of foreign currency in the country;

(ii) the monetary policy of the central bank can use the fixing of interest
rates to attract or deter capital inflows for various purposes;

(iii) by the choice of the exchange rate regime and the respective
exchange rate policy, the central bank exerts massive influence on
the flow of capital; most importantly, under fixed exchange rates
or managed floating measures to avoid appreciation (depreciation)
induce increasing (decreasing) reserves and hence impact official
capital flows;

(iv) fiscal policy can use domestic or foreign debt with the choice of
various maturities which has a vast impact on capital flows and
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the balance of payment, also indirect effects on the exchange
rate, the country rating of creditworthiness and hence on private
capital flows;

(v) tax laws and related administrative rules for their implementation
can impact cross-border capital flows, either in inflow-promoting
directions (e.g. tax havens, off-shore banking, preferential taxation
for inward foreign direct investment) or in outflow-alleviation or
hindrance through lax or strict implementation of laws, tolerated
or closed loopholes, existence or non-existence of double-taxation
agreements, etc.

There is no doubt that the indirect five channels can have a strong
impact and magnitude on cross-border flows, often bigger than the
direct channels. There is an analogy to non-tariff barriers to the trade
of commodities as compared to direct barriers, i.e. tariffs. In developing
countries, the capacity to actively use these channels is less developed
or coupled with drawbacks for the domestic economy (e.g. tight mon-
etary or fiscal policy, or the strict implementation of hedging obligations
for enterprises and banks). Because of these shortcomings they often
use administrative or occasionally some market-based controls of capital
flows.

The AREAER- and OECD-definitions are narrow insofar as they exclude
the five channels mentioned. The focus stems from a predominant view
on administrative, non-market based command-and-control measures,
although market-based measures are included in the AREAER-list and
in the OECD-classification, especially if they relate to exchange rates
(such as dual or multiple exchange rates). But market-based controls
play only a minor role in most developing countries, including emerg-
ing economies. The absence of administrative and certain market-based
controls defines capital-account liberalization in this view. CAL would
then be compatible with the capital-flow effects of sector policies (such as
prudential regulation, taxation) and macro policies (monetary, exchange
rate, fiscal policy) although the latter can have a strong impact on cross-
border capital flows. They can be considered potential substitutes for
the traditional direct forms of capital controls. A more radical under-
standing of CAL would, in addition, call for independently floating
exchange rates so as to minimize governmental influence of private
capital flows.

A wide definition of capital controls includes all governmental meas-
ures (including those of the central bank) which directly or indirectly,
intentionally or unintentionally influence cross-border capital-flows.?
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Most countries, developed and developing alike, use some form of capital
controls in this sense. This definition makes the term CAL more or less
meaningless.

Another approach is to use a very narrow definition of capital controls
by confining them to administrative measures. Market-based measures
are then regarded as parts of monetary, exchange rate or tax policy,
strictly separated from quantitative controls. CAL in this sense simply
means the abolition of administrative controls, but is compatible with
all other forms of capital account management. CAL implies that other
policies can substitute for the administrative measures.

One might prefer to contend that capital controls are all measures that
treat private international capital flows in a different and therefore dis-
criminatory way as compared to flows within the domestic economy.
Hence CAL would abolish all border controls for private capital move-
ments. This approach applies, however, only to a monetary union with
a single monetary policy, a single capital market, including the same
(or very similar) type(s) of prudential regulations, taxation of capital
income (or international tax agreements). The existence of nation states
with their own currency and hence with separate foreign exchange mar-
kets, sovereign monetary policy, national regulatory policies, national
taxation rules, etc. poses important differences for cross-border flows
as compared to regional flows within an economy. One might argue
less stringently and allow for cross-border capital flows between coun-
tries with very similar regulations, policies, etc. This may pertain to
the similarity of capital flows between OECD countries, but the ana-
logy certainly does not hold for capital flows between developing and
developed countries. This makes clear that the notion of absolutely free
and solely market-determined cross-border capital flows as envisaged by
the proponents of CAL is erroneous.

All three definitions presented here (administrative controls, adminis-
trative controls plus market-based controls, or the latter controls plus all
indirect controls) are not fully satisfactory. A solution could be to shift to
the term active capital account management through the various channels
and instruments mentioned, in contrast to a laissez-faire regime which
bans all direct and intentional measures of regulating cross-border cap-
ital flows. The old issue of whether or not capital controls are conducive
for development boils down to the following questions: should there be
an active capital account management rather than a laissez-faire regime?
What policies and instruments are appropriate if the former approach is
chosen? Are administrative controls dispensable for developing coun-
tries? Which forms of capital controls or regulations are the best and
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which involve the fewest opportunity costs for which country group? Is
there an optimal policy mix? In the following I adhere to the standard
definition of capital controls.

3.3 Re-interpreting the ‘impossible trinity’ as a
heuristic for understanding capital controls

The theorem of the ‘impossible trinity’ (or the ‘open economy trilemma’)
can be used to demonstrate the potential benefits of capital controls (or of
an active management of the capital account). The well-known theorem
states that all countries tend to be in favour of three goals — sovereign
monetary policy adjusted to the domestic needs, stable exchange rates
regardless of the type of the exchange rate regime, and free mobility
of private capital (cp. Obstfeld and Taylor 1998). No country can real-
ize all three goals at the same time, only two are possible — this is the
message of the theorem. There are two underlying trade-offs: first, mon-
etary policy can either be aligned to fulfil internal macro stabilization
(predominantly price stability and avoiding output gaps) or it can serve
external stability, i.e. guaranteeing stability of the nominal exchange
rate at an appropriate level, under conditions of CAL. Second, with full
capital mobility, exchange rates tend to be unstable unless stabilized by
monetary policy. Conversely, exchange rate stability can be achieved
either by monetary policy or by capital controls.

Hence, each country has three options for the policy-mix: (i) monetary
policy autonomy plus free capital mobility but floating exchange rates
(e.g. the US option); (ii) stable or even fixed exchange rates plus capital
mobility, but no autonomous monetary policy (e.g. Argentina under the
currency board until 2001); (iii) monetary policy autonomy plus stable
exchange rates but constrained capital mobility (e.g. China option). Put
differently, capital controls are the missing policy tool that can possibly
help avoid the monetary policy trade-off between fulfilling internal or
external stabilization.

Let us look at three implications of the theorem. First, the dilemma
between internal and external stabilization can be shown by the Taylor-
rule for monetary policy. The Taylor-rule suggests that monetary policy
should set real short-term interest rates according to the equilibrium real
short-term interest rate unless there is an inflation gap and/or an out-
put gap. If inflation is higher than target inflation and output higher
than potential output, the central bank interest rate has to be tightened,
and vice versa. The weights assigned to the inflation gap and the output
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gap are constant (Taylor assumed 50 per cent each for the US). This rule
presumes the prevalence of domestic targets, i.e. internal stabilization
of prices and output. If an external goal is added like a target nom-
inal exchange rate which permanently or occasionally gains priority (to
avoid risks of financial crisis), monetary policy becomes inconsistent as
it is impossible to assign constant weights to the three goals (or external
stabilization becomes the only goal).*

Another implication of the theorem is that exchange rate stabiliza-
tion by means of monetary policy under full CAL is considered possible.
This corner solution bias concerning exchange rates regards currency
boards or similar regimes (e.g. official dollarization) as feasible without
considering the specific preconditions which only few countries have
in fact met thus far. Following the theorem, the other corner solution,
full floating, enables full monetary policy autonomy, a long-standing
notion of monetary theory, for instance implicit in the Mundell-Fleming
model. However, for countries with high stocks of external debt in for-
eign currency, normally not sufficiently hedged against exchange rate
risks, strong exchange rate fluctuations are not affordable, so that mon-
etary policy is not free to benignly neglect exchange rates. This is the
menace of original sin.

A third noteworthy implication of the theorem is the proposition that
the lifting of capital controls has no impact on the stance of monetary
policy. Evidence from developing countries shows that very often real
interest rates rise. Monetary policy becomes tighter, which often reflects
the problem of defending the exchange rate when full floating is not
acceptable. Conversely, the option of capital controls plus the auton-
omy of monetary policy generates the possibility of de-linking interest
rates from global financial markets; the uncovered interest rate parity
theory is, of course, not applicable under segmented capital or money
markets. Interest rates can, in principle, be adjusted to the needs of the
country. What is sometimes blamed as manipulation or distortion of
interest rates reflects monetary policy autonomy backed and effectuated
by capital controls.

One might doubt whether the theorem is suitable as a theoretical base
for the debate about the merits or costs of capital controls. It could
be contended that the theorem is bound to be a short-run analysis as
exchange rates tend to be stable according to the purchasing power parity
theory in the long run, whereas in the short term overshooting pre-
vails. It goes without saying that this exchange rate theory is highly
contentious as it implies that capital flows follow rational expectations
governed by real-economy fundamentals. But even if the concept were
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tenable, short run fluctuations could trigger crises with lasting collateral
damages.

The importance of monetary policy autonomy and exchange rate pol-
icy could also be questioned. If they were neutral with respect to output
growth, it would not be a loss if they were turned down. However, there
is abundant evidence that both policies do matter, at least for the short
and medium term, and financial crises normally have effects of a rather
long duration. From a Keynesian point of view, a short-run disequilib-
rium can linger long without corrective forces at work. There is the risk
that long-run steady state equilibrium is never reached. Without delving
more deeply into this, it can be argued that the output effects of mon-
etary and exchange rate policies are long and enduring enough to be
relevant for policy making.

The predominant interpretation of the theorem is that countries
are pushed in the corner solutions of exchange rate regimes, either
absolutely fixed or fully floating exchange rates if capital controls are
completely lifted (Fischer 2001). And the erosion of the latter is often
considered an inevitable necessity enforced by markets and technology
(or by ‘globalization’). For Fischer, the main argument for the corner
solution is — apart from the evidence over the last few decades — the risk
of speculative attacks under intermediate exchange rate regimes, full cap-
ital mobility presumed. But for developing countries the reality and the
options are different. The two largest Third World countries still use per-
vasive capital controls, although with decreasing intensity, and many
others do so to some extent, and stubbornly refrain from full floating
but practise managed floating.

Although the impossible-trinity theorem is a well-suited starting point
for the analysis of capital controls, it requires some revisions when
applied to developing countries. My re-interpretation addresses two
major shortcomings.

First, the theorem addresses corner solutions with respect to the three
goals. Either they are achieved fully or not at all, especially regarding
the exchange rate goal. But the core idea of the theorem, in my under-
standing, is to show trade-offs which of course also exist if intermediate
solutions, partial fulfilment of one, two or all goals are included. For
instance, a country may have something from all three goals as a com-
promise. If for example a country implements some capital controls
while other parts of the capital account are left open, it can achieve a
higher degree of exchange rate stability, such as intermediate regimes,
and enjoy a monetary policy which under normal circumstances can
care effectively for internal stabilization. To assume either full capital
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controls or unconstrained capital mobility disregards the various options
between the corners (cp. Williamson 2000 as a proponent of intermediate
regimes).

Second, developing countries are unlikely to accomplish two of the
three goals unless they opt for capital controls. Applying the theorem
to developing countries poses a difference as compared to developed
countries, and this on four counts: (i) Most developing countries are
net debtor countries — in foreign currency - as a result of long-standing
current account deficits in the past, and most developed countries are
net creditors or countries with only temporarily small negative current
accounts; the US is an exceptional case as it is indebted in its own cur-
rency; countries within a currency union are another exception. Net
debtor economies are much more sensitive towards exchange rate fluc-
tuations, particularly devaluations. In other words, they are stuck in
‘original sin’ (Eichengreen et al., 2002) as they are generally unable to
issue debt in their own currency, and the ways for redemption are lim-
ited. (ii) The quality of the money is much lower as compared to the
OECD currencies which are on top of the currency hierarchy; this poses
arisk premium in credit contracts. (iii) The quality of the financial sector
is considerably worse than in developed countries, measured by credit-
worthiness indicators or by the quality of the prudential regulation and
supervision of financial institutions. (iv) Most developing countries,
even the larger ones except China and India, are small, open economies
strongly dependent on trade and finance (in the case of CAL) on global
commodity and financial markets, dominated by OECD countries. Tak-
ing these four features seriously implies that these countries do not
have the choice for autonomy of monetary plus capital mobility while
neglecting the exchange rate. They can only endure a limited amount of
exchange rate fluctuation, and if they have more, it harms financial sta-
bility and output growth severely. Full monetary autonomy under CAL
is the privilege of the countries with the leading currencies; for develop-
ing countries the US option is elusive. If, on the other hand, only a few
countries with specific characteristics fulfil the preconditions for abso-
lutely fixed exchange rates (currency board, official dollarization), the
Argentina option is also unavailable for most developing countries (and
Argentina failed). The result is that those countries that opt for full cap-
ital account liberalization realize this goal only, gaining neither stable
exchange rates nor monetary autonomy.

Combining the two reservations of the theorem leads to the con-
clusion that developing countries that opt for full-fledged CAL achieve
only a low degree of monetary autonomy — monetary policy is doomed
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to followership vis a vis leading central banks — and are faced with a
lower degree of exchange rate stability. Both options, the US and the
Argentinean, are simply not available for them, apart from exceptions.
If capital mobility remains restricted through selective capital controls
(long-standing or temporary), a higher degree of exchange rate stability —
including the option for intermediate regimes —and monetary autonomy
can be gained, albeit not fully. Of course, this result is only valid if there
are no severe negative impacts or costs of capital controls and if the latter
can be applied in a prudent way, avoiding abuses.

Under full CAL there is little policy space for monetary policy if there
is a flexible exchange rate regime, since fluctuations of the exchange
rate must to be limited, hence external stability has priority. This has
two critical consequences. For the purpose of internal stabilization fis-
cal policy has to take over the role of monetary policy. But this can
hardly be considered a second best option for reasons not discussed here.
Now it is up to wage and price flexibility, which have to take care of
internal and external stabilization (to adjust the real exchange rate if
necessary, should monetary policy be occupied to stabilize the nomi-
nal rate) as well. In this assignment, markets are supposed to substitute
paralysed or sub-optimal policies. Following Keynes, there are good rea-
sons to believe that wage and price flexibility are weak and improper
stopgaps for policy. Hence, if monetary policy cannot fulfil its function
of internal stabilization, more inflation or deflation are the likely con-
sequences. Thus, macro management deteriorates under a laissez-faire
arrangement.

The second critical consequence of a full CAL pertains to a situation
with a comparatively weak financial sector, including systems of pru-
dential regulation which are not as good as in developed countries. It
is not the weakness as such, but the differential that is important here.
Abandoning capital controls leads to a risk premium on domestic interest
rates. Now markets reveal all the weaknesses and evaluate them; before
the lifting they were covered or concealed by the protective function of
the controls.®

The risk premium reflects the relative weakness of the financial sector
of developing countries as compared to developed countries, and assigns
financial products which are otherwise identical with those in developed
countries a country-specific stigma. The risk premium is not stable, falls
normally in good times - often dependent on the world business con-
juncture — and rises in bad. The consequences of CAL are higher interest
rates, often hailed as the whip of financial globalization which compels
countries to adhere to stronger monetary discipline. In reality, however,
the opposite is true: monetary policy is forced to greater tightness, fiscal
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policy too, and the policy mix deteriorates; furthermore, if less exchange
rate stability is the outcome despite the preoccupation of monetary pol-
icy with external stabilization, the financial sector is exposed to more
stress and its weaknesses increase further.

On the other hand, capital controls can drive a wedge between foreign
and domestic interest rates and exchange rates can be kept more stable.
Monetary policy is capable of determining autonomously the magni-
tude of the wedge. The wedge can be positive or negative, domestic
interest rates can be above or below world market rates, assuming com-
petitive domestic financial markets, i.e. abolition of ‘financial repression’
on domestic markets. It is likely that there are limits to the wedge, as very
high interest rates induce illegal capital inflows and very low rates elicit
capital outflows. Under strong differentials the tightness of the controls
is contested. Full and efficient capital controls would erase the country
risk premium, although it may exist notionally but is not reflected in
interest rates.

If capital controls are selective but efficient enough to stabilize inter-
mediate exchange rate regimes (e.g. adjustable pegs, crawling pegs, etc.)
corner solutions in exchange rate policy which are problematic for most
developing countries can be avoided.

In short, capital controls in developing countries, analysed in the
framework of the ‘impossible trinity’, in the case of prudent application
can contribute to (i) greater autonomy of monetary policy, (ii) facili-
tate more stability of exchange rates including intermediate options,
(iii) reduce or abandon the country risk premium on interest rates
and protect an immature, underdeveloped financial sector. As a result,
boom-bust cycles of capital inflows and outflows with the risk of com-
prehensive financial crises can be mitigated. The capital account would
be well-managed. Again, these benefits can only be reaped if no severe
opportunity costs of capital controls exist.

Before I address the issue of the benefits and costs, it should be
discussed whether the role of capital controls (again: in the standard
understanding of the term) can be replaced by other policies that can
be associated with the broader definition of capital controls. If this can-
not be done easily, but instead involves high costs and risks, developing
countries cannot be considered ready for CAL.

3.4 Can financial sector reforms or other policies
replace capital controls?

As mentioned in section 3.2, five other policies can exert indirect influ-
ence on a country’s cross-border capital flows. The most important
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candidate is the prudential regulation of the financial sector, or put dif-
ferently, financial sector reforms. Before I come to this, I will appraise
the aptitude of the other four policies.

Monetary policy could potentially stem overly strong capital inflows
with a loose stance. Since strong inflows occur in times when output
thrives and overheating is imminent, this would thwart internal sta-
bilization; tight fiscal policy is sub-optimal in such a situation. Under
strong pressure for capital outflows, especially the sudden reversal of
capital inflows, even a very tight monetary policy is unable to stem out-
flows and avoid or limit depreciation of the currency. The momentum of
outflows is simply too strong as demonstrated on numerous occasions.

Turning to exchange rate policy, can high reserves be used to defend
the exchange rate in the case of excessive outflows? With traditional
measures for the appropriateness of foreign exchange reserves of central
banks, using reserves to defend the exchange rate can yield at best a
short-term deceleration of outflows. Although super-large reserves may
deter speculators, they involve other problems. Accumulating very high
reserves, as some countries have practised in the last few years, is costly,
requires vast sterilization measures to mop up excessive domestic liquid-
ity, the outcome in a crisis remains uncertain, and it can lead to global
imbalances if many or several large countries follow this policy (Stiglitz
2006, pp. 245 ff.).

Many contend that floating exchange rates, meaning revaluation, are
the appropriate remedy against booming capital inflows, and fixed but
maladjusted exchange rates — as in Thailand in 1997 - are the true cul-
prits for financial crises. However, the maladjustment of exchange rates
can even be reinforced, as in the case of full floating, because revalu-
ation would not be sustainable and is likely to be followed by an even
stronger devaluation. If financial investors foresee the problem, they
have incentives for short-run inflows and subsequent outflows. It would
be a simplistic explanation of Thailand’s 1997 financial crisis to believe
that floating exchange rates could have prevented the disaster.

Fiscal policy, in particular if it focuses on the currency denomination of
budget deficits, can contribute to financial stability by avoiding or limit-
ing currency mismatch, that is giving preference to domestic currency
borrowing. This normally has a strong impact on the current account bal-
ance which would be improved if domestic finance was used. Although
this may involve severe follow-up problems, to a limited extent it could
replace — or complement — capital controls. But even if this can be done,
the stock of public debt is normally mainly external debt so that the
country is highly sensitive to any depreciation of the currency.
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Tax policy and its proper implementation can help to curb capital out-
flows and possibly dampen the level of financial inflows, but is not
designed to cope with strong fluctuations of inflows or outflows. For
low-income countries usually not subject to commercial capital inflows,
effective taxation may alleviate the drain of savings and contribute to
deepened domestic financial markets. To some extent they have similar
functions as capital export controls, especially in low income countries,
but are hard to implement.

Most proponents of CAL count on financial sector reforms which are
considered prerequisites for lifting capital controls. They comprise pru-
dential regulation of financial markets and institutions, especially bank
and non-bank supervision. Such reforms encompass those of account-
ing and auditing standards of enterprises, bankruptcy rules, information
disclosure requirements, implementing appropriate capital adequacy
standards for banks, non-banks and enterprises as well, provisions for
non-performing loans, and so on. Many of the reformers point to the
necessity to privatize state-owned banks as they are seen as undermining
sound banking and competition in the financial sector. Generally speak-
ing, financial sector reforms serve to transit from soft to hard budget
constraints for enterprises and financial institutions.

The field in which financial sector reforms overlap with capital con-
trols pertain mainly to measures that avoid non-hedged currency and
maturity mismatch in the balance sheets of financial institutions and,
more generally, measures against incurring too many risks that make
banks and non-banks vulnerable. Although, in principle, all this is neces-
sary, the outreach of prudential regulations is limited, even if they can
be implemented within a short period; they cannot fully replace capital
controls for the following reasons:

® First of all, they are microeconomic measures aiming to prevent the
failure of a single financial institution, but not systemic financial
crises. Of course, micro reforms that encompass all institutions can
gain macro importance, but this needs time. Apart from this, even
if financial institutions are stabilized according to all standards, their
clients may not be, so that the vulnerability of enterprises can spill
over to banks or banks can resort to a credit crunch vis a vis bad
debtors. The nature of systemic risks differs from micro risks. Even if
the financial sector is fairly stable (as in Argentina in the 1990s) mas-
sive shocks such as sudden capital inflow reversals and subsequent
unanticipated currency devaluations can shatter the financial sector.
The peculiar magnitude of the shocks stems, at least to some degree,
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from the shallow domestic financial markets which are swamped by
comparatively huge waves of inflows and subsequent outflows.

® The logic of banking reforms for risk assessment is different from what
is needed to avoid financial crises. For instance, as long-term assets
are regarded in banking supervision as riskier than short-term assets,
short-term lending is favoured which can reinforce macro instability.
Or: the focus on capital-adequacy standards can induce procyclical
lending and borrowing (Ishii and Habermeier, 2002, p. 45).

e Prudential regulations of the financial sector are not geared for discre-
tionary measures to stabilize the whole economy in periods of stress,
such as excessive capital inflows or outflows. They are made to set
long-standing rules to foster the resilience of the financial sector, but
they do not target the prevention or alleviation of the shocks them-
selves. The origin of the latter may perhaps lie in certain events or
changes in behaviour or attitudes outside the country, e.g. swings
in external investors’ sentiments, which affect the host countries so
massively that even fairly robust financial institutions are not robust
enough. In such cases discretionary policy is needed for a rush defence
of the financial sector as a whole.

® Because of the net debtor status in the foreign currency of most
developing countries, their exposure to sudden blown-up currency
mismatch risks triggered by strong devaluations is not comparable
to developed countries with (predominantly) a net creditor position.
Hence prudential regulations would have to erase original sin by hedg-
ing all stocks of debt. Pervasive balance sheet management is called
for, in financial institutions, enterprises and governmental author-
ities as well. Particularly currency mismatch in the state budget (or the
government’s balance sheet) is not subject to prudential regulations.

® In the logic of prudential regulations, to cope better with currency
mismatch risks, financial institutions may favour the use of hard cur-
rency on the asset and liability side of their balance sheets unless this
is hindered by the authorities. Such a practice would promote unoffi-
cial dollarization, which is counter-productive for the stability of the
financial system for several reasons. Normally this weakens the exter-
nal value of the local currency, is likely to reinforce inflation, impairs
or even paralyses the use of monetary policy and makes the financial
system, in general, more fragile (Priewe and Herr 2005, pp. 159 ff.).

A brief look at the quality of the financial sector in developing coun-
tries shows the immense gap vis a vis developed nations. This also holds
true for most emerging economies. There is a strong correlation between
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the creditworthiness of countries, evaluated by rating institutions, and
the income per capita.® The extent of compliance with international
standards (i.e. developed countries’ standards) in banking supervision,
accounting, bankruptcy law, and so on, is low, even when Basle I stand-
ards are taken as a measure (Powell, 2004). There is nothing to add to
Eichengreen’s comment: ‘But the sad truth in all too many countries is
that banks have a limited capacity to manage risk and that regulators
have limited capacity to supervise their actions. In a sense, this limited
capacity is the very definition of a financially underdeveloped, or less-
developed, or developing economy’ (Eichengreen, 1999, p. 11). In other
words, to call for a big leap in the quality of the financial sector is to call
for making developing countries suddenly developed. If a shock strategy
is to be avoided, patient gradualism is needed.

Goldstein and Turner (2004, pp. 3 ff.) offer proposals for far-reaching
policy reforms to cope with currency mismatch, including the extension
of a currency-mismatch assessment to the clients of banks, and an IMF
reporting system. Meanwhile, the IMF has also acknowledged the cur-
rency mismatch in the so-called ‘Balance Sheet Approach’ (IMF 2003). It
is to be integrated in the Financial Sector Assessment Program (FSAP) and
the framework for the Debt Sustainability Analysis of the Fund. Financial
Soundness Indicators have been developed (Carson and Ingves 2003).
At first glance this appears to be a big step forward. However, the cru-
cial guideline prevails: ‘the private sector is responsible for protecting its
balance sheets against shocks’ (IMF 2003, no. 12). According to this docu-
ment, policies should promote buffering and hedging on private balance
sheets by (i) abandoning implicit promises of government bailouts, (ii)
changing the tax system that favours debt over equity, elimination of
tax distortions, (iii) reduced government involvement in private sector
investments, (iv) more flexible exchange rates, and (v) a general strength-
ening of prudential regulation and supervision. It has to be added that
international bail-outs would also have to be prohibited to prevent vast
moral hazards leading to too much risk-taking on the part of inter-
national investors (Diaz-Alejandro, 1985). Such policy proposals either
deliberately accept the risk of severe adjustment problems which dampen
economic growth or are not fully aware of the drastic consequences of
the restructuring of the financial sector and the sectors of its clients. Or it
needs to be spelt out that such reforms require long-lasting gradualism.

To sum up, if tight and thorough financial sector reforms are imple-
mented within a short time, it will probably lead to a fierce tightening of
the financial sector: hard budget constraints have to be rigorously insti-
tuted, financial institutions which cannot pass muster have to be closed
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or downsized, sales to foreign banks seem necessary, credit rationing
is likely to increase. Financial stabilization and adjustment would be
imposed at the expense of financial deepening. ‘Narrow banking’ could
be a likely outcome (World Bank, 2001, pp. 90 ff.). To put it differently:
the financial sector has to adjust to the rules prevalent in highly devel-
oped countries although the country hosting the financial institutions
lags far behind and the potential shocks are stronger. On the whole,
the concept of quickly instituting deep financial sector reforms is bur-
dened with the tasks it can hardly solve without high economic and
social costs. So this substitute for capital controls is the Achilles’ heel of
the capital account liberalization policy package.” Only if there are very
strong benefits to be expected from CAL, could the high adjustment costs
be justified.

3.5 The costs of capital controls and the elusive
promises of financial liberalization

Of course, the proponents of CAL see the main opportunity costs of
capital controls in the foregone benefits of the financial integration
of developing countries. The benefits promised can be characterized as
gains from an optimal international allocation of capital; they embrace
chiefly five parts (Dooley, 1996; Fischer et al., 1998; World Bank, 1997):
(i) increased net capital inflows considered as promoters of economic
growth; (ii) reduced cost of capital due to its diminished scarcity; (iii)
intertemporal smoothing of consumption; (iv) better risk diversification
in the wealth portfolios of financial investors; (v) improved governance
due to enhanced discipline in economic policies. The argumentation
is rooted in orthodox neoclassical theory, tied to a host of restrictive
assumptions. In general, the theoretical foundation is surprisingly weak
and the empirical evidence is dubious.

The notion that ‘capital’ flows from the capital-rich to the capital-
poor countries if capital mobility exists, is tied to a comparatively higher
marginal productivity of capital. However, there is no sound theoretical
connection between capital intensity and returns on physical capital.
A globally uniform production function, the absence of externalities
and permanently sufficient aggregate demand are assumed, global full
employment also. By ‘capital’ is meant ‘capital goods’, which are added
to the capital stock in the poorer country, or finance that translates
fully into capital goods, nothing into consumption or simply the money
stock. There is no crowding out of domestic capital formation by foreign
inflows. Even if all this happened, the result would be a long-standing
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current account deficit financed by capital inflows without any ensuing
problems. If this occurs too, only a temporary once-off level effect in the
output of the receiving country takes place, as marginal productivity of
capital is assumed to fall (Gouranchas and Jeanne, 2004). Permanently
higher growth would only follow if the inflows incorporate and trigger
a continuous flow of technical progress. The concept likens the often-
criticized saving-gap theory of under-development, which contends that
poor countries save insufficiently for higher growth and require external
saving. A key weakness of this concept is that capital inflows are not
differentiated into FDI, short-term equity, debt, and so on. Rather than
anything else it could apply to FDI inflows, which tend to be growth-
enhancing, but even this at least to some extent is questionable (Moran
et al., 2005).

From the viewpoint of the endogenous growth theory, capital flows
also depend on human capital, infrastructure endowments, the capacity
to generate technical progress, and so on, which may lead to increasing
returns to scale; hence there can also be a capital flow from capital-poor
to capital-rich countries. If, however, labour is comparatively immo-
bile and therefore locked-in due to regulations as capital tends to flow
out, under-development is reinforced by capital mobility. The latter is
obviously not one-way traffic.

The notion of an interest rate-reducing capacity of capital inflows to
developing economies disregards the monetary determinants of inter-
est rates, particularly country risk premia, besides monetary policy. In
reality, as mentioned previously, CAL often comes along with rising real
interest rates, in contrast with what orthodox theory upholds. Apart from
this, if interest rates would fall due to capital inflows they would at the
same time lower or prevent the incentives from flowing in. When strong
capital inflows occur, asset prices often soar, signalling falling interest
rates, albeit often only temporarily, followed by the bursting of the bub-
ble. The volatility of financial flows is not captured properly as the focus
of the orthodox theory is on the ‘real economy’.

Capital inflows are attributed to the ability to smooth consumption
over time. Even at a low-income stage, economies can maintain a higher
consumption level than without capital inflows as foreign saving substi-
tutes domestic, and at a higher stage of development more domestic
saving is necessary to pay for external debt. Also, short-run income
fluctuations need not impact expenditure if buffered by fluctuations of
external capital inflows. Admittedly, in this case inflows may also be
used for consumption, at least temporarily. Even if consumption were
smoothed it is not apt to enhance the growth trend. Empirical evidence
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shows that inflows often feed consumption (particularly government
consumption) and that consumption can become more volatile rather
than smoothed (Williamson 2005, p. 29).

Cross-border capital mobility is supposed to support the diversifica-
tion of the portfolios of the wealth owners, in rich and poor coun-
tries alike. From the viewpoint of developed countries, the inclination
and ability to take and manage risks increases with a higher level of
wealth, and developing countries pose different risks than developed.
And, of course, developing countries need capital ready to take risks.
Conversely, wealth owners in poor countries may also want to add
foreign assets to their portfolio, but the weight of inflows is regarded
bigger. First of all, the risk diversification argument pertains to the
microeconomic rationale of individual wealth owners. What is perhaps
wealth-enhancing for them, is not necessarily good for the develop-
ing economy. Furthermore, diversification of risks of individual wealth
owners can generate new macroeconomic risks, such as speculative
bubbles, exchange-rate risks, country-specific risk premia, currency mis-
match, and so on. Finally, the argument assumes that risk assessment and
hedging capacities exist on both sides, that of the financial investors and
the host country. It is likely that the distribution of these capacities is
unequal. In short, maturity, soundness and resilience of the financial
sector in the developing country are presumed for the validity of the
argument.

It is one of the most popular arguments put forward for abolishing
capital controls that the exposure of a developing economy to the world
financial markets exerts a salutary impact by rewarding good economic
governance and punishing bad (e.g. Weizsdcker, 1999, pp. 112 £.; Siebert,
1997; Prasad et al., 2004, pp. 14 ff.). The governance addressed here
mainly concerns macroeconomic policy and the achievement of macro
targets, mainly price stability and fiscal ‘soundness’, perhaps also other
sectors of policy such as corruption, transparency, and banking sector
stability, and so on. These arguments are flawed in many respects:

® Whether or not ‘appropriate’ policies are rewarded depends on the
effectiveness of the channels (i) to (iv). So it is presupposed that capital
account liberalization is a wholesale good thing: hence the argument
cannot be used to prove what is preconceived.

® The punishment through capital markets can be so disastrous with
irreversible collateral damages, that it turns out to be destructive. If this
indeed is the case, the argument can be twisted in favour of capital
controls to avoid such devastating effects.
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e [tis presumed that there is no doubt what the appropriate policies or
good governance in this respect really are. It is likely that the policy
space shrinks under CAL and thus impairs prudent macro-policies and
distorts the policy mix.

® Sanctions for misbehaviour are only sensible, of course, if the incrim-
inated misconduct is the unambiguous cause of the problems, for
instance, a financial crisis. But often the cause-and-effect nexus is
more complex and subject to contrasting interpretations, and besides
this, the causes for problems can lie far beyond the scope of govern-
ance in developing countries. It can be the whims and sentiments of
global financial markets, or the change in macroeconomic conditions
(or policies) in the financial centres of the world economy that induce
external shocks.

® The argument seems to presume that the global financial mar-
kets behave rationally and that their judgements are infallible. But
often enough market reactions are myopic, driven by extreme short-
termism, truncated by information asymmetries, speculation, herd
behaviour and contagion defects, using biased information filters and
screening methods — on the whole not always a good or even impar-
tial referee or judge. There seems to be blind trust in the infallibility
of global financial markets.

Of all the arguments in favour of capital account liberalization this
is the weakest and unequivocally of a highly ideological nature (cp.
similar conclusions of Williamson, 2005, pp. 31 ff., and Stiglitz, 2004,
p. 62).

Apart from the alleged benefits of CAL, capital controls are rebutted for
being ineffective and costly. The argument has three facets: first, it is
contended that capital controls cannot be sufficiently enforced and are
therefore ineffective in the sense that they do not accomplish their goals.
This implies that the goals are legitimate. Second, there are costs of
bureaucracy in organizing and conducting controls. Third, the controls
have distorting effects that cause the sub-optimal allocation of resources
with growth dampening effects. The last argument hinges of course on
the hypothesis that capital account liberalization has positive effects on
capital allocation and growth. Thus it is recourse to the above mentioned
channels and adds nothing new. The first argument has to be taken
seriously, but it requires detailed analyses of the proper instruments
and the way they work, knowledge about what they can achieve and
what not. It is an essentially empirical and practical question. Also, the
often held assertion that controls can be bypassed the longer they exist
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requires empirical vindication. Loopholes must certainly be closed and
an active enforcement policy has to permanently control circumvention
activities, as is the case with all government regulations, especially in
the banking sector. It should also be mentioned that capital controls
do not have to be implemented with a perfect keeping to the rules,
although this is desirable from a legal perspective. The critical point is
to achieve the economic targets as is also the case, analogously, with
taxation, which is always at risk of being undermined by tax evasion.
Sceptics underline that in the modern age of open borders, easy trans-
portation technology and electronic communication, capital controls
cannot be maintained much longer. But it can also be argued conversely:
with electronic means and strong capital concentration, transparency
and control of commercial activities have become much easier and less
costly. It is likely that market-based controls like the Chilean unremuner-
ated, required reserves, cash-reserve requirements for liabilities incurred
vis a vis non-residents or withholding taxes on inflows and outflows are
more efficient than broad-based administrative controls. But this issue is
not the subject of this chapter. That capital controls can be efficient at
least to some extent can be learnt from China, India, Malaysia, Singapore
and Chile, to name the most important examples.

Certainly, capital controls involve costs of implementation. Adminis-
trative controls most probably induce microeconomic misallocation by
discriminating against certain agents affected more than others (Forbes
2005). Compared with the costs of financial crises — assuming that capital
controls contribute to preventing crises — the costs are almost negligible
if the lost GDP over the years 1997 to 2000 in per cent of a year’s GDP
is taken as an indicator (e.g. for Thailand 108.9, Indonesia 87.8, South
Korea 49.0 (Williamson 2005, p. 16)). Of course, capital control mea-
sures can be abused or used imprudently to conserve inconsistent policies
and to prevent painful adjustments, such as unavoidable exchange rate
readjustments, the restructuring of enterprises, fighting corruption and
rent seeking, and so on. But all this applies to many policy tools which
can be used either with foresight or not.

3.6 Conclusions

The notion of full financial integration where capital can flow across
the borders of nations as freely as it can flow within a national econ-
omy is elusive. Capital account liberalization in this sense exists nowhere
as exchange rate markets, national monetary policy and national regu-
lations generate conspicuous differences, even if all administrative
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controls are lifted. Cross-border capital flows are indirectly influenced,
sometimes to a strong extent, by monetary and exchange rate pol-
icy, especially in the case of interventions and subsequent changes in
reserves, but also by fiscal and tax policies. The view that only direct
measures of the state influence capital flows, i.e. administrative restric-
tions and/or market-based controls, and thus hinder full financial inte-
gration implies too narrow an understanding of capital flow restrictions.
Therefore the full array of direct and indirect measures that influence
capital flows has to be considered. The comprehensive use of these mea-
sures can be called capital account management. The contentious issue
is whether active management should be conducted and which policy
tools are to be included, especially concerning direct measures.

The so-called concept of the ‘impossible trinity’ can be used as a
heuristic to ascertain that direct capital controls can be used by develop-
ing countries to stabilize exchange rates, e.g. to facilitate intermediate
regimes which under CAL are not attainable, and to gain a higher
degree of monetary policy autonomy. This does not necessarily imply
full control of capital flows but can also relate to selective and tempor-
ary measures; even if full monetary policy and fixed exchange rates may
not be feasible under partial controls, a considerable degree of stability or
autonomy may be achievable. This has several far-reaching implications.
A better policy-mix between monetary and fiscal policy is possible if the
monetary policy is geared to domestic needs of price and output stabi-
lization. And with stable but adjustable exchange rates more policy space
can also be gained. Moreover, with capital controls interest rates can be
decoupled, at least to some extent, from the global level governed by
the leading currency countries. Hence lower (or if necessary higher) real
interest can be achieved than under CAL which leads to an increased risk
premium as the weaknesses of the domestic financial system are brought
to the fore. With controls, the under-developed financial sector can be
protected so as to use time to reform it deliberately and gradually in tan-
dem with the real economy. Overall, the proper use of capital controls
can facilitate a more comprehensive policy package with more options
than under CAL.

Developing countries normally do not have the choice of two goals out
of the three of the ‘impossible trinity’ if they opt for full financial inte-
gration. In the latter case they gain only CAL but neither a combination
with stable exchange rates nor one with autonomous monetary policy.
Under CAL, monetary policy is overburdened to defend the exchange
rate, and a net debtor country with a high stock of hard currency
debt cannot enjoy monetary policy autonomy with strong exchange
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rate fluctuations. This would risk financial stability and depress output
growth severely. Opting for full CAL narrows the policy space, distorts
the policy-mix and overstrains financial sector reforms. Full financial
integration pushes developing countries to resort to unfavourable cor-
ner solutions of exchange rate regimes. There is no active capital account
management, the ‘activities’ are governed by the financial markets, char-
acterized by strong volatility with boom-and-bust cyclicity. As often
contended, a sound and stable financial sector and disciplined macro
policy are regarded as preconditions for full CAL; put differently: in case
this threshold has not yet been reached, capital controls are necessary.
But the punch line is that full financial liberalization - if it comes as
a pre-maturity — impairs the macroeconomic management of the cen-
tral bank and the financial authorities and overburdens the financial
sector.

Given the overall weak features of the financial sector in most
developing countries, deeply rooted in structural characteristics of under-
development, reforms of the financial sector in the short or medium term
involve most probably high opportunity costs as thorough structural
complementary adjustments in the non-financial sectors are inevitable.
Hence these reforms can hardly be considered a substitute for capital
controls, at least not in the short or medium term.

Most of the promises of CAL are derived from a theoretical model
of a global ‘real’ — i.e. non-monetary — economy which abstracts from
money, exchange rates and finance, and in so doing, from reality. In
a global monetary economy the alleged gains from CAL pertain at best
and under certain conditions to FDI inflows among all capital inflows,
and the asserted benefits from improved risk diversification require, inter
alia, a stable and mature financial sector.

The essential function of capital controls is a ‘third line of defence’
(Eichengreen 1999, p. 12) of the financial sector against external dis-
turbances: the first line of defence is the risk-protection by the banks
themselves; the second is the prudential regulation and supervision of
financial institutions and markets; and the third are direct capital con-
trols. The first line should include enterprises and private and public
households as well.

Although not a subject of this essay, market-based controls for inflows
and outflows, which should be regarded as a special monetary policy
instrument, seem superior to administrative controls. The latter are more
difficult to handle, loopholes and distorting microeconomic effects are
more likely, and discretionary short-term alterations are difficult. To
cope better with the boom-bust cycles of cross-border flows requires
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temporary discretionary adjustments with high flexibility. Generally
speaking, emerging economies should be more concerned with inflow
regulations, poorer developing countries with outflow regulations. Com-
prehensive administrative controls might be useful as a contingency plan
for cases of emergency.

Capital controls are an important and indispensable part of the tool

box of economic policies in developing countries geared to actively
manage their capital account.

Notes

—_

The term is used here interchangeably with global financial integration.

This chapter draws on a comprehensive study (co-authored with Hansjorg
Herr) commissioned by the German Ministry of Economic Cooperation and
Development (Herr and Priewe 2006).

. A narrower definition of capital controls would include only the intentional

measures, but the distinction between intended and non-intended forms is
difficult or impossible. Another attempt to taper the definition could be
to exclude all official cross-border transactions of capitals (reserve policy,
budgetary policy, etc.), but — directly or indirectly — these measures impact
private capital transactions.

The normal Taylor-rule would be extended to rr =r1* + a(r — 7*) +B[(Y — Y*)/
Y*] +v (e — e¥). rr is the central bank’s target interest rate, = is the actual infla-
tion, 7* is target inflation, Y and Y* are output and potential output, e and e*
the actual and the target exchange rate, a, p and y are weights which add to
one. In the case of solely external stabilization, o and B are zero.

. The uncovered interest rate parity changes to ip =ir +&. + R, with ip as the

domestic interest rate, i the interest rate in the leading foreign countries, &
the expected appreciation or depreciation of the exchange rate (depreciation is
positive); R, the risk premium, is added compared to the conventional interest
rate parity.

For example, the index of creditworthiness of the Institutional Investors’ Index
2002 comprises 142 countries with a maximum rating of 100. The weakest
OECD country (excluding Turkey and Mexico) is Greece with slightly more
than 70, the best upper middle income country is the Czech Republic with
roughly 65; China is the strongest lower middle income country with 60; India
is the strongest low income country with 48; Vietnam reaches, as the second
best in this group, 38. The rest of the low income countries range between 7
and 37 (cp. Institutional Investor 2003).

Goldstein and Turner (2004) argue against the original sin hypothesis of
Eichengreen et al. (2002 and 2003) and use instead the concept of currency mis-
match as an antidote. The proponents of the original-sin-hypothesis are more
pessimistic and point to policies beyond the scope of developing countries
(supply-side measures in developed countries).



50 Financial Liberalization and Economic Performance

References

Boughton, J. (2002), ‘Why White, Not Keynes? Inventing the Post-war Inter-
national Monetary System’, in Arnon, A. and W. Young (eds), The Open Economy
Macromodel: Past, Present and Future, Boston: Kluwer Academic Publisher, pp.
73-96.

Carson, C.S. and Ingves, S. (2003), Financial Soundness Indicators. International
Monetary Fund. 14 May, Washington, DC: IME.

Diaz-Alejandro, C. (1985), ‘Good-bye Financial Repression, Hello Financial
Crash’, in Journal of Development Economics, No. 19, pp. 1-24.

Dooley, M.P. (1996), ‘A Survey of Literature on Controls over International Capital
Transactions’, IMF Staff Papers, Vol. 43, pp. 639-87.

Edwards, S. (ed.) (2007), Capital Controls and Capital Flows in Emerging
Economies: Policies, Practices, and Consequences. Chicago: University of Chicago
Press.

Eichengreen, B. (1999), Towards A New International Financial Architecture. A Prac-
tical Post-Asia Agenda. Washington, DC: Institute for International Economics.

Eichengreen, B. et al. (2002), ‘Original Sin: The Pain, the Mystery, and the Road
to Redemption’, Paper presented at a conference on Currency and Maturity
Mismatching: Redeeming Debt from Original Sin. Inter-American Development
Bank, 21-22 November, Washington, DC.

Eichengreen, B. et al. (2003), ‘Currency Mismatches, Debt Intolerance, and Ori-
ginal Sin: Why They Are Not the Same and Why It Matters’, NBER Working Paper
No. 10036. Cambridge, MA.

Epstein, G. et al. (2005), ‘Capital management techniques in developing coun-
tries’, in Epstein, G. (ed.), Capital Flight and Capital Controls in Developing
Countries. Cheltenham/Northampton: Edward Elgar.

Fischer, S. et al. (1998), ‘Should the IMF Pursue Capital Account Convertibility?’
Essays in International Finance No. 207, Princeton University, Princeton.

Fischer, S. (2001), ‘Exchange Rate Regimes: Is the Bipolar View Correct?’ Journal
of Economic Perspectives, Vol. 15(2), pp. 3-24.

Forbes, K. (2005), ‘The Microeconomic Evidence on Capital Controls: No Free
Lunch’, NBER Working Paper No. 11372, Cambridge, MA.

Goldstein, M. and Turner, P. (2004), Controlling Currency Mismatches in Emerging
Markets. Washington, DC: Institute for International Economics.

Gouranchas, P.-O. and Jeanne, O. (2004), ‘The Elusive Gains From International
Financial Integration’, IMF Working Paper WP/04/74.

Herr, H. and Priewe J. (2006), ‘Capital Account Regimes and Monetary Policy in
Developing Countries — Liberalization with Regulation’, Berlin, unpublished.
IMF (2003), ‘The Balance Sheet Approach and its Application at the Fund’, Paper

prepared by the Policy Development and Review Department, 30 June.

IMF: AREAER - Annual Report on Exchange Rate Arrangements and Exchange
Restrictions, several issues, IMF, Washington DC.

Institutional Investor (2003), Country Credit Ratings. http://www.institutional-
investor.com.

Ishii, S. and Habermeier, K. (2002), ‘Capital Account Liberalization and Financial
Sector Stability’, IMF Occasional Paper 211. Washington DC.

Kose, M.A. et al. (2006), ‘Financial Globalization: A Reappraisal’. NBER Working
Paper No. 12484, Cambridge, MA.



J. Priewe 51

Moran, T.M. et al. (eds) (2005), Does Foreign Direct Investment Promote Development?
Washington DC: Institute for International Economics.

Obstfeld, M. and A. Taylor (1998), ‘The Great Depression as a Watershed: Inter-
national Capital Mobility over the Long Run’, in, M.Bordo et al. (eds), The
Defining Moment: The Great Depression and the American Economy in the Twentieth
Century, Chicago: University of Chicago Press, pp. 353-402.

OECD (2004), OECD Code of Liberalization of Capital Movements (September
2004). Paris. (www.oecd.org, 4 August 2005)

Powell, A. (2004), Basel II and Developing Countries: Sailing Through the Sea of
Standards. Universidad Torcuato Di Tella and World Bank. Washington, DC.
Prasad, E., Rogoff, K., Wei, Sh.-]. and Kose, M.A. (2004), ‘Financial Globaliza-
tion, Growth and Volatility in Developing Countries’, NBER Working Paper Series

10942.

Priewe, J. and Herr, H. (2005), The Macroeconomics of Development and Poverty
Reduction. Strategies Beyond the Washington Consensus, Baden-Baden: Nomos.
Siebert, H. (1997), ‘Disziplinierung der nationalen Wirtschaftspolitik durch
die internationale Kapitalmobilitdt’, in Duwendag, D. (ed.), Finanzmdrkte im
Spannungsfeld von Globalisierung, Regulierung und Geldpolitik. Berlin, pp. 41-68.

Stiglitz, J. (2004), ‘Capital-Market Liberalization, Globalization, and the IMF’,
Oxford Review of Economic Policy, Vol. 20(1), pp. 57-71.

Stiglitz, J.E. (2006), Making Globalization Work. The Next Steps to Global Justice.
London: W.W. Norton.

Weizsdacker, C.C. (1999), Logik der Globalisierung. Gottingen: Vandenhoeck &
Ruprecht.

Williamson, J. (2000), Exchange Rate Regimes for Emerging Markets: Reviving the
Intermediate Option, Washington DC: Institute for International Economics.

Williamson, J. (2005), Curbing the Boom-Bust Cycle: Stabilizing Capital Flows to
Emerging Markets, Washington DC: Institute of International Economics.

World Bank (1997), Private Capital Flows to Developing Countries: The Road to
Financial Integration. Oxford: Oxford University Press.



4

Financial Liberalization, Exchange
Rate Regime and Economic

Performance in BRICs Countries?

Luiz Fernando de Paula

4.1 Introduction

In October 2003, a Goldman Sachs report (Purushothaman and Wilson,
2003), using the demographic projections and a model of capital accu-
mulation and productivity growth, mapped out GDP growth, income per
capita and currency movements of the BRICs countries (Brazil, Russia,
India and China) until 2050. Based on some assumptions, the report fore-
cast that in less than 40 years the BRICs countries together could be larger
than the G6 in US dollar terms and by 2025 they could account for over
half the size of the G6 (currently they are worth less than 15 per cent).
However, as the report recognizes, there is no guarantee that the eco-
nomic growth of these countries will reach what is forecast by the study,
as such behaviour depends on a set of factors, which includes macro sta-
bility (understood as price stability), development of good institutions
(legal system, functioning markets, educational systems, financial insti-
tutions, etc.), openness to trade and FDI, and improvement in education
level of the population - all known development policies supported by
multilateral institutions, such as the World Bank.

Although such a forecast is exposed to criticism, there is no doubt that
due to their geographic and population size and GDP dimension (current
and potential), in spite of the problems of social inequality and even
poverty that the BRICs countries face nowadays, one cannot disregard
the importance and potentiality of these economies. Looking at the GDP
growth performance of the BRICs countries, one can see that since 1990
GDP growth has differed among the countries: average GDP growth in
China in 1990-2006 was 9.8 per cent, in India 6.1 per cent, Brazil 2.2 per
cent and Russia —0.1 per cent. If we compare the BRICs countries only
in the recent period (1999-2006), that is, after the 1998 Russian crisis,
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Figure 4.1 GDP growth (%) of BRICs countries
Source: IMF, IPEADATA (Brazil) and DB Research (Russia).

the economic performance changes: 9.3 per cent in China, 6.8 per cent
in India, 6.7 per cent in Russia and 2.8 per cent in Brazil (see Figure 4.1).

Why have economic performance and macroeconomic stability? dif-
fered among the BRICs countries? More specifically, in which ways
have macroeconomic policy regime and the management of the eco-
nomic policy defined an economic environment that has contributed to
a higher (or lower) economic performance and macroeconomic stability
of the BRICs countries?

The chapter aims at analysing the relationship between exchange rate
regime, capital account convertibility and economic performance within
the big emerging countries that constitute what has been called BRIC -
Brazil, Russia, India and China, during the period of capital account lib-
eralization that has happened in broader terms since beginning of the
1990s. The main hypothesis developed in the chapter is that economic
performance of BRICs countries is the result, at least partially, of the qual-
ity of the macroeconomic policy management adopted in each country,
in which exchange rate policy, capital account convertibility and the
degree of external vulnerability play a key role.

The chapter is divided into three sections. Section 4.2 discusses
the relationship between capital account convertibility, exchange rate
regime and macroeconomic stability in emerging countries, while
section 4.3 focuses the analysis on the recent experience of each BRIC
country. Section 4.4 briefly compares such experiences and seeks to
extract some conclusions.
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4.2 Exchange rate regimes, capital controls and
macroeconomic stability

One important discussion in the literature about macroeconomic issues
in emerging countries is which exchange rate regime is more appropri-
ate for these countries. On one hand, according to the ‘bipolar’ view
intermediary regimes — which involve all sorts of intermediary exchange
rate regimes, that is, between freely floating regime and fixed exchange
rate regime — are less appropriate for economies with substantial involve-
ment in international capital markets. The main argument is that such
exchange rate regimes make countries more vulnerable to speculative
attacks (Fischer, 2001). On the other hand, the view called ‘fear of
floating’ points out that many emerging countries that adopt flexible
exchange rate regime in practice seek to limit exchange rate movements.
Such resistance to floating arises from their low policy and institutional
credibility and high degree of pass-through of exchange rate changes
into domestic prices, among other factors (Calvo and Reinhart, 2002).
Other reasons why monetary authorities avoid exchange rate move-
ments are related to the effects of excessive exchange rate volatility
(mainly devaluation) on the outstanding foreign currency debts of banks
and the corporate sectors with unhedged foreign currency liabilities.
In addition, exchange rate fluctuations may generate uncertainties that
could impede trade. For instance, prolonged real appreciation associated
with large capital inflows can adversely affect export competitiveness
and investment in the external sector.

Fixed exchange regime has the advantage of eliminating the exchange
rate risk that affects the decisions of exporters and importers and domes-
tic borrowers in international financial markets, and also converging
domestic inflation with external inflation. However, such regime has
also high risks for bigger emerging countries, as it results in the loss of
economic policy flexibility in facing external shocks, mainly when eco-
nomic authorities do not have enough exchange reserves to intervene in
the exchange market and/or there is a confidence crisis associated with
the lack of government capability in maintaining the pegged exchange
rate; under these conditions, the adjustment costs can be very high. Fixed
exchange rate may encourage borrowers to be too confident in taking out
foreign-exchange-denominated loans, making very painful any change
in the exchange rate regime.3

One could argue that the adoption of a freely flexible exchange regime
by emerging countries could isolate these countries from speculative
attacks on domestic currency as government has no commitment to any
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level of exchange rate. Besides, floating exchange regime could increase
the autonomy of monetary policy, overcoming the ‘impossible trinity’
that says a country cannot have at the same time capital account con-
vertibility, fixed exchange rate regime and monetary policy autonomy
in order to achieve domestic objectives. However, floating exchange
regime frequently works in the real world differently from what is sup-
posed in the textbooks. According to Grenville (2000), fundamentals
cannot explain the behaviour of exchange rate over a short/medium
term horizon, that is, exchange rates have at times exhibited long-lived
swings with no apparent changes in fundamentals significant enough
to justify them. The problems related to the exchange rate volatility
are greater for emerging countries, as they have: (i) no long historical
experience of market-determined exchange rate; (ii) few Friedmanite
stabilizing speculators acting in the exchange market (that is, there has
been a lack of players willing take contrarian foreign exchange pos-
itions in emerging countries); and (iii) much larger and volatile capital
flows, in relation to the size of their capital markets and economies
more generally (Grenville, 2000). According to Ho and McCauley’s data
(2003), despite the rapid growth in activity during the 1990s, foreign
exchange markets in most emerging countries continue to be relatively
small with less liquidity than their counterparts in the industrial world.
This suggests that emerging foreign exchange markets are more prone
to one-sided bets and instability, because they are thin and subject to
a high degree of uncertainty and information asymmetries (Moreno,
2005, p. 10).

Flexibility in the operation of floating exchange regimes can be help-
ful in absorbing the capital inflow, in buffering external shocks, and
responding to the changing productive capacity of emerging economies;
it can also inhibit some short-term flows, by serving as a constant
reminder that exchange rate volatility can outweigh the interest rate
advantage of foreign currency borrowings (Grenville, 2000, p. 59). Some
sort of managed floating exchange rates regime can be useful if the object-
ive of the central bank is to reduce the exchange rate volatility and also
influence somehow the real exchange rate for international trade pur-
poses. Central bank intervenes in foreign exchange markets to achieve
a variety of macroeconomic objectives, such as controlling inflation,
maintaining external competitiveness and/or maintaining financial sta-
bility. Differently from a pegged exchange rate, authorities’ interventions
to limit exchange rate movements may not target a certain level of
the exchange rate, allowing nominal exchange rate to float in order
to discourage speculative capital flows, but may influence its path.
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The preservation of a competitive and stable real exchange rate can be
used as an intermediate target of macroeconomic policies oriented to
employment and growth objectives.*

In order to enhance the possibility of a successful management of
exchange rate regime in emerging markets some measures can be neces-
sary to reduce the volatility of capital flows and the likehood of specu-
lative attack on domestic currency. One possibility is the use of official
intervention in the foreign exchange market, which may exert direct
influence on nominal exchange rate as it alters the relative supply of
domestic and foreign currency assets. On one hand, the countries’ ability
to resist currency depreciation is limited by its stock of foreign exchange
reserves and its access to potential credit lines. Reserve accumulation can
be seen as an insurance against future negative shocks and speculative
attack on domestic currency, as emerging economies have limited access
to international capital markets. On the other hand, the ability to avoid
currency appreciation may require the use of sterilized intervention. The
accumulation of reserves requires some sort of financing due to the excess
of foreign currency reserves over domestic currency in circulation. The
central bank can finance this gap by issuing domestic monetary liabil-
ities. If central banks have a target for the short-term rate, then they
can attempt to offset increases in bank reserves selling domestic assets or
issuing their own securities (Mohanty and Turner, 2006).

There are some concerns about the prolonged use of foreign exchange
intervention to resist currency appreciation. One concern is related to
the fact that a large portfolio currency asset exposes the central bank
to potential valuation losses for currency appreciation. A second con-
cern is related to the carrying costs of reserves, which are determined
by the difference between the return on domestic assets and foreign
assets.> Finally, continuous reserve accumulation might at some point
raise problems for the central bank in controlling monetary growth. The
assessment of the recent experience of exchange reserve accumulation
in emerging countries shows evidence that such countries have so far
been successful in sterilizing reserve operations (Mohanty and Scatigna,
2005; Mohanty and Turner, 2006). On one hand, carrying costs have
been low or even negative in an important number of countries (includ-
ing China, India and South Korea), although they have been high in
some countries (Brazil and Indonesia). On the other hand, many central
banks may have used reserve accumulation to expand the monetary base
to deliberately ease monetary policy in an environment of low inflation
and large excess capacity. Owing to the effectiveness of official foreign
exchange intervention and low inflation environment, real exchange



L.F. de Paula 57

rates have not risen significantly (or even fallen) in many countries with
large and persistent current account surpluses.

Another opportunity to enhance the management of exchange rate
regime (that is, not excluding official intervention) in emerging coun-
tries is the use of ‘capital management techniques’, which include
‘capital controls’, that is, norms that manage volume, composition,
and/or allocation of international private capital flows, and/or ‘pru-
dential domestic financial regulations’ that refer to policies, such as
capital-adequacy standards, reporting requirements, or restrictions on
the ability and terms under which domestic financial institutions can
provide to certain types of projects® (Epstein et al., 2003, pp. 6-7). Cap-
ital controls can be used for different, sometimes related, objectives,
such as (i) to reduce the vulnerability of a country to financial crises,
including capital flight during any currency crisis; (ii) to drive a wedge
between onshore and offshore interest rates in order to provide mon-
etary authorities with some policy autonomy at least in the short run;
(iii) to maintain some short-term stability of nominal exchange rate and
to reduce exchange rate pressures derived from excessive capital inflows.
For this purpose capital controls can be used to change the compos-
ition and maturity structure of flows (towards longer maturity flows) and
to enhance monetary authorities’ ability to act in the exchange foreign
market.

Although the effectiveness of capital controls is very controversial,’
evidence suggests that the macroeconomic benefits of capital manage-
ment techniques can outweigh the microeconomic costs as some recent
experiences show. Magud and Reinhart (2006) review more than 30
papers that evaluate capital controls either on inflows or outflows around
the world (the evaluation excludes countries with comprehensive capital
controls, such as China and India), making use of a capital controls effec-
tiveness index in order to standardize the results of the empirical studies.
They conclude that ‘capital controls on inflows seem to make monetary
policy more independent; alter the composition of capital flow; reduce
real exchange rate pressures (although the evidence is more controver-
sial)’, but ‘seem not to reduce the volume of net flows (and hence, the
current account balance)’ (Magud and Reinhart, 2006, p. 26), while limit-
ing private external borrowing in the ‘good times’ can play an important
prudential role more often than not in countries that are ‘debt intoler-
ant’ (Magud and Reinhart, 2006, pp. 26-7). Similarly, Ho and McCauley
(2003, p. 34) conclude that ‘recent experience has shown that capital
controls, if properly designed and applied, can be helpful in protecting
the economy against the destabilizing aspects of capital flows, supporting
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the implementation of other policies and even resolving certain types of
policy dilemma’.

4.3

Exchange rate regimes, capital account

convertibility and economic performance: the
recent experience of BRICs countries

4.3.1
Since

Brazil

beginning of the 1980s, the Brazilian economy has had a low

and volatile growth: between 1981 and 2006, the average GDP growth
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Figure 4.4 Brazil - real effective exchange rate (June 1994 =100)
Source: Central Bank of Brazil.

was 2.2 per cent, contrasting with economic growth of 7.1 per cent in
1947-80, which was during the period of import substitution industri-
alization (ISI). Low economic growth (2.1 per cent in 1990-2006; see
Figure 4.2) has been the result of high inflation (until June 1994), the
external vulnerability caused by the financing needs of balance of pay-
ments (at least until 2002) and also by the effects of the very high real
interest rates (around 11 per cent in 1999-2006 on average). As a result
investment rate has been low and stable for years (Table 4.1). On the
other hand, after three decades of high inflation, the combination of
de-indexation of the economy, huge reduction of import taxes, high
interest rates and exchange rate appreciation, under the auspices of
the Real Plan, launched in July 1994, resulted in the sharp decrease of
inflation: in 1995, consumer price index fell to 22.4 per cent, and in
1998 reached 1.7 per cent (Table 4.1). Indeed, since beginning of the
1990s, Brazil has followed a pattern of economic development, which
in broader terms was inspired by Washington Consensus, that includes
a set of liberalizing and market friendly policies such as privatization,
trade liberalization, stimulus to foreign direct investment (FDI), financial
liberalization, social security reform, and price stabilization.

Since the beginning of the 1990s until nowadays, Brazil implemented
different strategies of economic policy: in the 1990-94 period economic
policy was based on a crawling peg exchange rate regime with nominal
diary devaluations, that resulted in a depreciated real exchange rate,?



Table 4.1 Brazil - basic economic indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
GDP real growth -44 10 -0.5 4.7 5.3 4.4 2.2 3.4 0.0 0.3 4.3 1.3 2.7 1.2 5.7 2.9
(% pa.)
Gross fixed capital 17.3 183 184 193 20.7 20.5 19.3 19.9 19.7 18.9 19.3 19.5 18.3 17.8 19.6 19.9
formation (% GDP)
Consumer price 1621.0 472.7 1119.1 2477.1 916.5 22.4 9.6 5.2 1.7 8.9 6.0 7.7 12.5 9.3 7.6 5.7
index (% p.a.)
Fiscal balance - 26.5 443 59.6 247 6.6 5.3 5.5 7.0 5.3 3.4 3.3 4.2 4.7 2.4 3.0
(% of GDP)
Public debt 42.01 34.14 37.06 32.56 30.01 2798 30.72 31.83 3894 44.53 45.54 48.44 50.46 52.36  46.99  46.45
(% of GDP)
Exchange rate 0.0000 0.0001 0.0016 0.0322 0.6393 0.9177 1.0051 1.0780 1.1605 1.8147 1.8301 2.3577 2.9208 3.0771 2.9251 2.4344
average (real/USD)
International reserves 7441 8033 22521 30604 37070 49708 58323 50827 42580 34796 32488 35739 37684 49111 52740 53574
(excl. gold, USD
million)
Current account -08 -04 1.6 -02 -03 -24 -2.8 -3.5 -4.0 -4.3 -3.8 —4.2 -1.5 0.75 1.6 1.2
(% of GDP)
International 36.0 382 109.6 121.2 112.1 99.5 109.3  85.1 73.7 70.6 58.2 64.3 79.8 101.7 84.0 72.8
reserves
(% of imports)
External debt 263 305 351 339 273 201 21.4 23.0 28.6 41.1 36.6 379 41.8 38.8 30.3 19.2
(% of GDP)
External debt/ 3.9 3.9 3.8 3.8 3.4 3.4 3.8 3.8 4.7 5.0 4.3 3.6 3.5 2.9 2.1 1.4
exports ratio
Income debt 40.6 334 255 302 259 313 36.7 40.9 48.0 47.4 39.0 39.5 35.6 30.0 24.6 24.6
(% of exports)
Trade balance 10747 10578 15239 14329 10861 —-3157 —5453 —-6652 —-6603 —1261 —698 2650 13121 24794 33666 44757
(USD million)
Current account —3823 —1450 6089 20 —1153 —18136 —23248 —30491 —33829 —-25400 —24225 —23215 -7636.6 4177.29 11737.6 14198.9

(USD million)

Source: IMF — International Financial Statistics; IPEADATA (GDP growth, CP], fiscal balance and public debt).
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Figure 4.5 Brazil — Selic interest rate (% p.a.)
Source: Central Bank of Brazil.

and a policy of high real interest rates; such a policy generated both high
trade balance surplus and the attraction of capital flows, at the costs of a
very high inflation (Table 4.1). The period from July 1994 until January
1999, the period of the Real Plan, is characterized by the use of a nominal
anchor (a crawling exchange rate band) for stabilization purposes and
the implementation of a very tight monetary policy, which resulted in a
huge exchange rate overvaluation, and the consequent increase of both
trade deficits and capital inflows. This period is also marked by the con-
tagious external crises, such as the Mexican crisis, the Asian crisis and the
Russian crisis. In the context of the semi-pegged exchange rate, Central
Bank of Brazil (BCB) reacted to the capital flight by sharply increasing
interest rates in order to seek reverting capital outflows (Figure 4.5).
After the Brazilian currency crisis in January 1999, Brazil adopted a
new economic policy based on the following guides: floating exchange
rate regime, inflation targeting regime and the generation of primary fis-
cal surpluses,” which has resulted in interest rates lower than the former
period (1995-98) but still high, and volatile exchange rates. In general
inflation rate has been higher than the former period while since 2002
there is a remarkable improvement in the external sector balance due
to the increase of the trade balance surplus favoured initially by the
exchange rate devaluation and later by the increase in both demand and
prices of the commodities in the international trade. The modus operandi
of inflation targeting regime plus the a floating exchange rate regime,
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under the conditions of operation of (almost) full opening of the capital
account, has resulted in a sharp instability of the nominal exchange rate
(Figure 4.3). Capital flight induced an exchange rate devaluation that
affected domestic prices, which frequently jeopardized the BCB’s infla-
tion target: the targets were missed in 2001-03.1° Under these conditions,
BCB has been compelled to increase the interest rate in order to seek to
reduce the ‘pass through effect’ — as was the case in 2001, in view of the
turbulence of international markets, and again in 2002-03, due to the
confidence crisis related to the election of the leftist President Lula da
Silva. The BCB'’s reaction to exchange rate movements has frequently
caused a decline in output and employment, increasing at the same
time the volume of public debt (see Table 4.1). More recently, favoured
by the benign international environment, BCB has gradually reduced
short-term interest rate.

Capital flows legislation in Brazil was introduced in the 1960s, gov-
erning which foreign capital flows should be registered in order to
obtain permission for associated outflows (profits, interests, royalties,
and repatriation). Since the end of the 1980s an increasing trend can
be noted towards capital account liberalization in Brazil. Early 1990s
foreign direct investment (FDI) was further liberalized as prohibition
on FDI into certain sectors was lifted and bureaucratic obstacles were
reduced. In 1991 the Brazilian government permitted the acquisition
by foreign institutional investors of equities of domestic firms. In 1992
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BCB allowed a broad liberalization of capital outflows as it permitted a
special non-resident account called CCS5 to be operated more freely by
foreign financial institutions as a result of acquisition or sale of foreign
currencies. This exception created a privileged way to short-term capital
flight that was used very often during periods of speculative attacks on
domestic currency and represented the introduction of de facto convert-
ibility as, in practice, residents could deposit in a non-resident bank’s
account held in a domestic bank, which could convert domestic into
foreign currency: residents could transfer resources abroad making these
deposits and asking the non-resident financial institution to buy foreign
currency to deposit in an account abroad.!! In April 1994 the Brady Plan
converted the external loans into debt securities, helping to overcome
the external debt crisis that had contributed somehow to the ‘stagflation’
environment of Brazil since 1981. In 1994 BCB implemented a financial
transaction tax'? and increased the minimum maturity requirements for
capital inflows in order to reduce upward pressure on the exchange rate,
to minimize the cost of sterilization and to give some degree of freedom
in monetary policy.!® At the same time, measures aimed to stimulate
outflows —including the permission for prepayment of foreign borrowing
and import finance — were also adopted.

After the 1999 Brazilian currency crisis and the adoption of a floating
exchange regime, economic authorities implemented many norms that
resulted in further financial liberalization (mainly related to capital out-
flows) and greater flexibility in foreign exchange market, including the
unification of the exchange rate markets (floating and free ones), the
reduction and later elimination of both the minimum average maturity
for external loans and the financial transaction tax on capital inflows,
the elimination of the restrictions on investments in the securities mar-
kets by foreign investors, and the simplification of the procedures related
to the capital remittance to other countries.!* In November 1999 Brazil
accepted the obligations under Article VIII of the IMF, which precludes
the country members from imposing restrictions on the meaning of pay-
ments and transfers for current international transactions. More recently,
in August 2006, the Brazilian government introduced more flexibility on
export operations’ exchange rate coverage as now Brazilian exporters are
allowed to maintain abroad a maximum of 30 per cent of their export
incomes.

There are some controversies related to the macroeconomic effects of
financial liberalization in Brazil. Goldfajn and Minella (2005, p. 37), for
instance, support that, in order to reap the benefits of capital account
liberalization, such liberalization should be accompanied by a broad
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range of reforms to improve and foster stronger institutions — such as
approval of de jure central bank independence. However, the empirical
findings suggest that financial liberalization in Brazil resulted in greater
exchange rate volatility and higher domestic interest rate — probably as
consequence of the reduction of barriers to capital outflows. Ono et al.
(2005), using a VAR model with the objective to evaluate the relation
between capital controls, exchange rate and interest rate in Brazil dur-
ing 1990-2001, found the following results: (i) the relation between
short-term interest rate (Selic) and capital controls is negative, so that an
increase (decrease) in the former should result in the reduction (increase)
in the interest rate; (ii) nominal exchange rate does not respond to
the variations in the capital controls, which suggests that there is
no evidence that capital controls generate an increase in exchange
rate volatility, a hypothesis suggested by some Brazilian economists
(Arida, 2004).

As we have seen, during the period of semi-pegged exchange rate
regime BCB defined the nominal exchange rate inside a narrow band;
after the 1999 devaluation of the real (Brazilian currency), however, BCB
has had no commitment to determine exchange rate (both nominal
and real), although it has operated occasionally in the exchange foreign
markets in periods of greater capital flows volatility and more recently
according to its policy of accumulating exchange reserves.!> Therefore,
Brazilian exchange rate regime is not a freely floating exchange regime,
as BCB eventually intervenes in foreign exchange market, but it is closer
to a floating exchange regime than other emerging countries. Since end
of 2002 real exchange rate has had an overvaluated trend due to both
increase of trade surplus and capital flows. The latter has been attracted
by high yield differentials between domestic and foreign bonds. As can
be seen in Figure 4.7, the resumption of capital flows was dominated by
portfolio investment (equity and debt securities) until 1994, while the
decline in the capital flows was commanded by portfolio investments
and other investments. !¢ Portfolio investments have played a crucial role
in the large capital flow swings associated with the financial crisis. Since
1998 FDI has prevailed as the main source of capital flows. According to
ECLAC (2000, pp. 35-6), since 1996 Brazil was the second-largest dest-
ination for FDI among developing countries, although as can be seen in
Figure 4.7, the volume of FDI has declined more recently.

External vulnerability is a marked feature in Brazil since the mid-1990s
due mainly to the dependence on foreign capital in order to reach some
equilibrium in the balance of payments and also as a result of the gradual
but increasing opening up of capital account. Indeed, the ratio external
indebtedness to exports, a traditional indicator of external solvency, was
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Figure 4.7 Brazil — capital flows (liabilities, US$ million)
Source: IMF.

up to 3.0 per cent until 2002. Due to the current account deficits, that
reached more than 4 per cent in 1998, the Brazilian economy was very
dependent on foreign capital by the end of the 1990s, which left the
economy vulnerable to external contagions (Paula and Alves Jr, 2000).
Even after the adoption of a floating exchange regime in 1999, the Brazil-
ian economy suffered strong speculative pressures in 2001 and 2002,
when there was eventually a situation of ‘sudden stop’ of capital as a
result of the loss of confidence of investors in the likely election of Lula’s
candidate. The growth of exports since 2002 and the quick reduction of
external indebtedness have resulted in an improvement in the indicators
of external vulnerability: the ratio of foreign debt over exports declined
from 2.5 per cent in 2002 to 1.4 per cent in 2005. At the same time,
foreign reserves have increased due to the foreign reserve accumulation
policy implemented by BCB. However, sterilization operations have been
costly for the Brazilian government, due to the high interest rate differ-
ential between domestic and international bonds — public debt has been
more or less at the same level despite the fiscal primary surplus.

4.3.2 Russia

Russia, from 1990 to 2006, had on average a negative economic growth
of minus 0.1 per cent. However, if we divide the Russian economy growth
into two periods, that is, before and after the 1998 Russian crisis, we have
quite different periods: while from 1990 until 1998 GDP real growth
accumulated a fall of around 45 per cent, the average GDP growth from
1999 until 2006 (6.7%) performed well. Figure 4.8 presents the behaviour
of GDP growth in Russia in the 1990-2006 period. After the 1998 Russian
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financial crisis the rebound of the economy has been faster and stronger
than could ever have been predicted. Indeed, recent Russian economic
performance corresponds closely to the notion of a ‘growth acceleration’,
as defined by Hausmann et al. (2004), that is, at least eight years of
sustainable economic growth.

According to Berengaut and Elborgh-Woytek (2005) this radically dif-
ferent performance can be explained by the fact that during 1990-98 the
main reason why the Russian economy presented so poor a performance
is related to the transition from a planning and centralized economy to a
market economy. The Russian economy after 1990 experimented with a
rapid process of economic change, that did not succeed, which included
privatization of state-owned firms with no clear rules and no property
rights, abrupt price liberalization, and a quick process of trade liberal-
ization and financial liberalization. The collapse of the old system and
the slow adjustment to a new one imposed heavy social costs in terms
of unemployment, living standards and distribution of income.!” The
priority of economic policy at that time was to bring down a continu-
ing high rate of inflation, which in 1994 was still over 300 per cent.
For this purpose government decided to use exchange rate as a ‘nominal
anchor’ for monetary policy: exchange rate was kept pledged within a
pre-announced corridor, with a depreciation well bellow the inflation
rate, which resulted in real exchange rate appreciation (Figures 4.9 and
4.10). The Russian government started a gradual liberalization of restric-
tions on non-resident portfolio investment in 1994 that was completed
in early 1998.18 The weak performance of trade combined with a tight
monetary policy, within a context of disordered transition to capitalism,
contributed to the poor economic performance in the 1990-98 period.
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Source: IMF.

According to Owen and Robinson (2003, pp. 25-6), the seeds of the
1998 Russian financial crisis were related to some economic imbalances:
a large budget deficit (7.4 per cent of GDP in 1996) arising from the
government inability to collect taxes and contain expenditure; a large
short-term domestic debt; and the lack of structural reform in banking,
natural monopoly, and agricultural sectors. Furthermore, by contribut-
ing to weakening commodity prices (especially oil), the Asian crisis
sparked a sharp deterioration in Russia’s terms of trade — which resulted
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in a sudden decline in the trade balance from US$ 21.6 billion in 1996 to
US$ 14.9 billion in 1997; the contagions of the Asian crisis substantially
increased the cost of access and reduced the volume of foreign capital
(Owen and Robinson, 2003, p. 5). In such an environment, Russian
authorities secured a financing package with the IMF, the World Bank
and Japan, and announced emergency measures in August 1998 that
included a default on rouble-denominated government debt maturing
before end-1999, an adjustment to the exchange rate band from 5.3-7.1
roubles to 6.0-9.5 roubles, and the reintensification of capital controls,
in an attempt to quell the pressure on reserves. However, negative market
reaction, reflecting the residual fragile fiscal situation, forced the rouble
to fall quickly to the edge of the new exchange band; the band was aban-
doned on 2 September, leaving the exchange rate to float. Losses in inter-
national reserves were US$ 5.1 billion in 1998 and consumer prices rose
very sharply, with inflation reaching 86 per cent p.a. in 1999 (Table 4.2).

The initial output collapse that followed the August 1998 crisis in
Russia was not as deep as in most other crisis countries and recovery
was quicker and stronger than other crisis countries owing to a set fac-
tors that include: (i) import substitution stimulated by large exchange
rate depreciation; (ii) the fact that channels through shocks are gener-
ally transmitted to the real economy in crisis situations was less relevant
in the case of Russia than in other emerging market economies, because
private sector wealth was largely held outside the banking sector, and
relatively few enterprises had significant foreign currency liabilities not
matched by foreign currency income streams; and (iii) the positive terms
of trade change from rising oil prices gave a further boost to the economy
from mid-1999 and allowed a quick recovery of international reserves
(Owen and Robinson, 2003, pp. 7-9). Furthermore, the Bank of Russia —
Russia’s central bank — acted quickly to address the problems in the bank-
ing sector, rapidly improving the liquidity situation of the banks, which
avoided a general run on deposits and at the same time enhanced the
payments system.

As we have already stressed, growth performance after the Russian
crisis has been strong contrasting with the pre-crisis period. By 2000
high oil prices - the average oil price increased from US$ 12.8 in 1998
to US$ 28.4 in 2000 - contributed to a quick rise in investment rate of
the economy (Table 4.2). Furthermore, the rise of aggregate demand also
contributed to boosting economic growth, favoured by the increase in
both pensions and wages, the increase of net exports, and the decline
of interest rates due to the adoption of a more expansionary monetary
policy (Figure 4.12), that has stimulated the increase of banking credit,



Table 4.2 Russia — basic economic indicators

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP real growth (% p.a.) -8.7 -12.7 —-41 -36 14 -53 64 100 5.1 4.7 7.3 7.2 6.4

Gross fixed capital 204 21.8 211 200 183 161 144 169 189 179 184 183 18.2
formation (% GDP)

Consumer price index 874.6 304.6 197.5 47.7 148 27.7 857 208 21.5 158 13.7 109 12.7
(% p.a.)

Fiscal balance (% of GDP) - - -49 -74 -64 -48 -12 24 3.1 1.7 2.4 49 7.5

Public debt (% of GDP) 65.1 45.7 40.7 328 55 794 888 568 429 36.6 319 245 16.6

Oil price, brent blend 17.1 1596 17 206 192 128 178 284 244 249 288 382 54.4
(USD/bbl)

Exchange rate average 1.0 22 4.6 5.2 5.8 9.7 246 281 292 313 30.7 288 28.3
(ruble/USD)

International reserves (excl. gold, 5835 3980 14383 11276 12895 7801 8457 24264 32542 44054 73175 120809 175891
USD million)

Current account (% of GDP) 4.6 2.3 3.0 0.0 0.2 138 181 114 8.5 7.9 9.6 11.1

International reserves 247 11.7 20.5 226 192 286 569 619 713 920 1163 1324
(% of imports)

External debt (% of GDP) - - 393 346 314 1154 - - - 33.8 240 - 10.2

External debt/exports ratio - - 1.5 1.4 1.4 2.0 - - - 1.1 0.8 - 0.3

Income debt (% of exports) - 7.9 9.2 108 147 215 153 109 108 114 178 13.7 15.2

Trade balance (USD million) - 16928 19816 21591 14913 16429 36014 60172 48121 46335 59860 85825 118266

Current account (USD million) - 7844 6965 10847 -80 219 24616 46839 33935 29116 35410 58592 83184

Source: IMF - International Financial Statistics; Deutsche Bank Research (GDP, oil price and public debt).
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from 12 per cent of GDP in 1999 to 22 per cent in 2003 (IME 2004,
p- 10). Energy sector has had a direct impact on output growth as it
contributes about 20 per cent of GDP, and indirectly as it pushes other
industrial sectors (such as construction and machinery). However, the
economic recovery was broad-based as the marked real exchange rate
depreciation in late 1998 provided a strong boost to the competitiveness
of the tradable sector, which was translated into a surge in the output in
many sectors of the economy (Owen and Robinson, 2003, p. 51).

Pushed by the increase in the oil prices (US$ 54.4 in 2005), trade bal-
ance increased from US$ 16.4 billion in 1998 to US$ 36.0 billion in 1999,
rising steadily to reach US$ 118.3 billion in 2005, despite the recent dete-
rioration of non-fuel trade balance; as a result, the ratio current account
over GDP increased from 0.2 per cent in 1998 to 11.1 per cent in 2005.
Foreign reserves until 1999 were relatively low to satisfy the needs of
imports of goods by the Russian economy, as they covered on average
only 20 per cent of the Russian imports. However, since 2002, the ratio of
international reserves to imports has been around 88 per cent on average.
The continuous and sharp increase of foreign reserves, from US$ 8.5 bil-
lion in 1999 to US$ 175.0 billion in 2005, is due to an aggressive foreign
reserves accumulation policy within a context of high current account
surplus and capital flows reversal after 2002. Indeed, all the external vul-
nerability indicators have shown a very clear improvement since 1999, as
can be seen in Table 4.2. In particular, the external debt-to-exports ratio
declined from 2.0 in 1998 to only 0.3 in 2005. After many years of mas-
sive capital outflows, capital flows changed course in 2002, with signifi-
cant reduction in capital outflows and a surge in capital inflows, includ-
ing higher borrowing (see Figure 4.11). The combination of a prolonged
period of high world energy prices with some capital account surplus has
generated a real exchange rate trend, that has gradually returned to its
pre-crisis level, despite the efforts of the Bank of Russia to attenuate this
trend (see Figure 4.10). As nominal exchange rate has been stable, due
to the active performance of the Bank of Russia in the foreign exchange
market, the bulk of real appreciation took the form of a persistently high
inflation differential. The continued real appreciation, although partly
neutralized by productivity gains, has raised the risk of ‘Dutch disease’
that can reduce the efforts of diversification of Russia’s production and
export structure — a current concern of the Russian government.

After the 1998 crisis Russia adopted an administered floating exchange
regime, in the context of capital account partial convertibility. The Bank
of Russia has pursued multiple objectives, avoiding an unnecessarily
tight monetary policy for fear of slowing output growth. The main goal
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Figure 4.11 Russia — capital flows (liabilities, US$ million)
Source: IMF.
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Source: IMF.

of the Bank of Russia has been to accumulate reserves, and to prevent
overly rapid real exchange rate appreciation, by maintaining a stable
nominal effective exchange rate, in an effort to preserve the competi-
tiveness of the manufacturing sector, and also to smooth the path of
exchange-rate adjustment, while guiding down inflation has been an
important, but secondary, objective.!” Inflation, though still high, has
continued to edge downwards each year despite relatively lax monetary
conditions (Figure 4.13). The decline in inflation reflects the effect of
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Source: IMF.

REER appreciation, reduced duties on importation of beef above quota,
lower increase in administered prices, and a cap on petroleum prices.

Some controls on capital flows were introduced after the 1998 crisis
to help protect the Russian currency from speculative capital outflows
and also to protect the still weak banking sector from the more volatile
capital flows. Related directly to capital outflows, such controls included
the requirement permission from the Bank of Russia to portfolio invest-
ment abroad and the need that Russian credit institutions have to create
reserves for operations with offshore residents. Designed to dissuade
speculative inflows into the rouble, in 2004 the Bank of Russia created
a system of five accounts for non-residents, which included ‘S accounts’
to purchase rouble-denominated government debt — such accounts were
subject to reserve requirements of 15 per cent for a year in 2005.2° How-
ever, since June 2005 residents may open foreign exchange accounts
with authorized banks without restriction. In July 2006 the Russian gov-
ernment announced the gradual introduction of rouble convertibility
by eliminating all restrictions on non-resident transactions in domes-
tic securities (in practice, eliminating the Bank of Russia’s system of
accounts), a political decision as the Kremlin wants to establish the
rouble as a strong international currency.?!

Large-scale foreign exchange purchases by the Bank of Russia — via
unsterilized interventions — that have resulted in a rapid growth of mon-
etary aggregates, have been combined with large fiscal surplus. According
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to Owen and Robinson (2002, p. 12), fiscal restraint in the face of
burgeoning oil revenues allowed the government to quickly rebuild
international reserves while slowing the real appreciation of the rouble.
Since 1999 fiscal position strengthened due to a remarkable fiscal adjust-
ment of 9.5 per cent of GDP from 1997 to 2001, which resulted from
both higher oil revenues and a reduction of real government expendi-
tures. While in 2002 and 2003 fiscal surplus declined compared with the
previous period, it increased sharply in 2004 and 2005 (4.9 per cent and
7.5 per cent of GDP, respectively), due to the extra fiscal revenue arising
from higher oil prices since 2002.

The Oil Stabilization Fund,?? established in 2004, in which the bulk of
the windfall fiscal revenue is accumulated, plays a crucial role in main-
taining the fiscal surplus. In 2005, around two-thirds of the increase
in revenues from oil, gas and oil product exports was actually steril-
ized through the Stabilization Fund. Some flexibility in the fiscal policy
was introduced in 2006 with the creation of an Investment Fund in
the federal budget. The aim of the fund is to finance infrastructure
investment and innovation related projects in joint public—private part-
nerships (PPPs). The sums involved have been relatively small — around
0.26 per cent of projected GDP for 2006 and 0.34 per cent in 2007.

4.3.3 India

After years of low economic growth and after facing a financial crisis in
1991, India has had a dramatic change in economic growth: the real GDP
growth was on average 6.5 per cent in 1990-2006 (Figure 4.14), while it
was 3.1 per centin 1971-80 and 4.7 per cent in 1981-90 (Ariff and Khalid,
2005, p. 97). Although India still has an enormous lack of infrastructure,
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investment rate has increased from around 22 per cent in the first half of
the 1990s to around 24 per cent during the 2000s (Table 4.3). This good
economic performance has been the result, among other factors, of the
enormous potential of its domestic consumer market, the existence of a
segment of well-qualified workers, the strong productivity growth (more
than 3.5 per cent over the course of the 1990s), the management of a
well-coordinated economic policy, and the implementation of economic
reforms. Capital account liberalization has been part of a broad-based
programme of economic reform, that included the abolishment of
industrial license, the sharp reduction in import taxes, liberalization
of the transactions related to the current account and a more limited
liberalization of the capital flows related to the capital account.

Economic liberalization accelerated after the external debt crisis of
1991, when the rupee, the domestic currency, was depreciated in two
steps by almost 20 per cent against the US dollar (see Figure 4.15).
Liberalization began with a dramatic process of trade liberalization; as
a result, the imports tariffs reduced from 87.0 per cent on average in
1991 to 25.0 per cent on average in 1997 (IME 2001, p. 32). In the
context of economic reform, capital account has been gradually liber-
alized and the exchange rate regime changed from a pegged exchange
rate to a managed floating exchange regime. This change began with
the transition of a managed floating related to a basket of currencies to
a dual exchange rate regime in March 1992. Finally, India adopted a
floating and unified exchange rate regime in March 1993. The change
in the exchange rate regime was followed step-by-step by flexibility on
current account transactions, which resulted in the acceptance of full
convertibility of current account in August 1994, that is, the formal
acceptance of the obligations of the IMF’s Article VII. Although India
formally adopted a floating exchange regime, in practice it is a quasi-
managed float where the Reserve Bank of India (RBI) plays a crucial
role in the foreign exchange market. Indeed, RBI has been an import-
ant player in the foreign exchange market, acting to avoid that some
big transactions in this market can increase the exchange rate volatility,
and at the same time seeking to affect the real effective exchange rate
trajectory in the long run. For this purpose, RBI makes use of a very large
range of tools operating in the spot and derivative markets, and even
making use of administered measures. Such management has been pos-
sible because of the existence of extensive capital controls that result in
limited integration into international financial markets.

Compared with other countries that adopted floating exchange
regime, the volatility of nominal exchange rate has been lower in India



Table 4.3 India - basic economic indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP real growth 5.8 0.9 5.3 4.9 7.6 7.5 7.4 4.5 6.0 7.1 3.9 5.2 4.6 8.3 7.3 9.0
(% p.a.)

Gross fixed capital 22.9 220 224 21.4 21.9 24.4 22.8 21.7 21.5 23.3 22.7 23.1 24.1 24.7 259 -
formation (% GDP)

Consumer price 9.0 139 11.8 6.4 10.2 10.2 9.0 7.2 13.2 4.7 4.0 3.7 4.4 3.8 3.8 4.2
index (% p.a.)

Fiscal balance -7.6 -5.5 =53 -7.0 -5.6 -5.0 -4.9 -4.9 -5.3 -5.4 -5.2 -4.7 -5.9 —4.5 -4.0 —-4.1
(% of GDP)

Public debt - - 84.5 83.9 77.9 71.4 67.8 68.3 69.5 69.9 71.1 82.7 85.5 82.1 86.0 83.1
(% of GDP)

Exchange rate 17.5 22.7 259 30.5 31.4 32.4 354 36.3 41.3 43.1 44.9 47.2 48.6 46.6 45.3 44.1
average
(rupee/USD)

International reserves 5504 6841 8961 13916 23366 22046 24212 27933 30216 35744 40793 48819 71049 103582 131830 136932
(excl. gold, USD

million)

Current account -2.2 -1.7 -1.6 -0.7 -0.5 -1.6 -1.6 -0.8 -1.7 -0.7 -1.0 0.3 1.4 1.1 - -
(% of GDP)

International 23.5 324 391 57.7 78.7 58.1 55.3 61.1 67.4 78.5 75.7 95.3 1299 1519 - -

reserves
(% imports)

External debt 26.7 325 376 349 32.2 26.9 24.5 23.2 23.8 22.2 21.8 20.5 20.7 18.8 17.9 -
(% of GDP)

External debt/ 3.2 2.7 2.3 2.6 2.8 3.4 3.7 4.0 4.0 4.3 4.4 4.7 4.6 5.1 5.2 -
exports ratio

Income debt 20.6 239 218 19.1 17.5 17.0 14.1 14.3 16.3 15.8 17.5 17.7 14.1 14.0 - -
(% of exports)

Long-term debt 86.6 87.7 87.6 90.8 91.6 92.1 91.4 93.9 95.3 96.0 96.5 97.0 96.1 95.4 93.5 -
(% external debt)

Trade balance —5150.9 —2992 —-2911.2 —2092.5 —4150.1 —6718.8 —10052 —-10028 —10752 —8678.9 —10640 —6417.9 —3559.3 —8870.2 - -
(USD million)

Current account —7037 —4292 —4485 -1876 1676 —5563 —5956 —2965 —-6903 -3228 —4601 1410 7060 6853 - -

(USD million)

Source: IMF - International Financial Statistics; ADB (fiscal balance in 2002-2005; external debt).
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Figure 4.15 India — nominal exchange rate (rupee/dollar)
Source: Reserve Bank of India.
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(IMF, 2001, p. 152). Exchange rate has been used in India, combined
with other extra-exchange rate tools, to absorb external shocks. As a
general trend, nominal exchange rate has been gradually devaluated
since 1996 (Figure 4.15 and 4.16). Real effective exchange rate has been
most time stable, while recently there is a gradual appreciation trend.
Indeed, during the 1990s RBI followed a PPP rule whereby the nominal
exchange rate was indexed to the price level to target the real exchange
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rate (Kohli, 2005, p. 153). Since the end of the 1990s, exchange rate
policy has begun to change course a little, shifting from stabilizing the
real exchange rate towards a more flexible rate regime with no fixed tar-
get, but still concerned in curbing excessive volatility and calibrating
temporary mismatches in the demand and supply of foreign exchange.

As already stressed, after the 1991 external debt crisis, India began
a gradual but rapid process of liberalization of current account, that
included the end of the foreign exchange budget and the elimination of
controls on current transactions. Although some norms related to long-
term capital flows have been loosened, including the limits of ownership
share related to foreign direct investment, short-term capital controls
are still significant. The approach to capital account liberalization in
India has been cautious: what was liberalized has been specified while
everything else remained restricted or prohibited. The contours of liber-
alization were in large part shaped by the lessons of the 1991 external
debt crisis — mainly problems related to roll over short-term debt and
capital flight due to deposit withdrawals by non-resident Indians.

The Indian approach of gradual and limited liberalization of capital
account has emphasized opening up the economy to foreign direct
investment and portfolio equity investment, instead of external debt,
with the objective of reducing the country’s vulnerability to external
crises by reducing reliance on volatile short-term debt flows that char-
acterized the 1980s (Habermeier, 2000, p. 80). First, concerning capital
inflows, financial liberalization began in July 1991 with a more flexible
policy related to foreign direct investment (FDI) when FDI with up to
51 per cent equity was to receive automatic approval in 35 selected high
priority industries subject only to a registration procedure with the RBI,
while access through the automatic route has been progressively enlarged
over time. Secondly, liberalization was extended to portfolio investment
in September 1992, when foreign institutional investors were allowed to
invest in the domestic capital market, first in the secondary market for
equity subject to a ceiling of 5 per cent and later in the primary market
(maximum limit of 15 per cent of the new issue). Thirdly, liberaliza-
tion in the sphere of external commercial borrowings (ECBs) has been
limited, selective and variable. Commercial borrowings require case-
by-case approval from the government where the decision depends upon
the amount borrowed, the maturity period and the proposed utilization.
Deregulation of ECBs has been subject to annual ceilings decided on the
basis of the country’s external debt and balance of payments position.
Finally, concerning non-resident deposits, in order to avoid capital flight,
the Indian government reduced the interest rate differentials (typical of
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the 1980s), so that interest rates offered to these deposits were gradually
aligned with international rates, and RBI has no longer underwritten the
exchange rate risk (Nayyar, 2002).

Capital controls in India have been well-designed and are clearly effect-
ive in limiting measured capital flows. There has been a predominance
of quantitative capital controls rather than those market based, admin-
istratively enforced, and clearly demarcating the distinction between
resident (with more strict controls) and non-resident transactions. On
the other hand, there are more extensive controls on capital outflows and
considerable liberalization on capital inflows. In particular, capital out-
flows related to residents are more limited: while they are very restricted
to individuals, for domestic firms capital outflows are possible within
some limits stipulated by the government. More recently, restrictions
on individuals and domestic corporates have been loosened to allow
investments abroad.?® Capital controls in India have also been dynamic,
that is, government tends to tighten capital controls on outflows during
speculative periods and to loosen them after that (Epstein et al., 2003,
p. 30).

Due mainly to the increase of foreign exchange reserves and the limits
to accumulation of foreign debt (mostly short-term ones), most external
vulnerability indicators show a remarkable and continuous improve-
ment since 1991: the ratio current account over GDP has been below
to —2.0 per cent, and since 2001 the ratio has been positive, due mainly
to the increase of services and income and current transfers.?* Although
the traditional external solvency indicator (external debt over exports)
gradually increased during the 1990s, the external indebtedness declined
markedly, from a peak of 38 per cent of GDP in 1992 to less than
25 per cent in 1996, while the income debt ratio over exports declined
sharply in the early to mid-1990s. Furthermore, since 1993 the share
of the long-term debt on the total external debt has been more than
90 per cent — clear evidence that the reorientation of capital account
policy towards non-debt creating inflows and FDI since 1991 succeeded.
Finally, the international reserves-to-imports ratio increased to more
than 100 per cent by 2002, compared with less than 40 per cent in the
beginning of the 1990s. Indeed international reserves rose from US$ 30.2
billion in 1998 to US$ 136.9 billion in 2005 - an increase of 453 per cent
in just seven years — owing to RBI's more aggressive exchange reserve
accumulation policy (Table 4.3). Summing up, the improvement of exter-
nal vulnerability indexes in India resulted mainly from the low current
account deficit, a declining external debt and the increasing level of
foreign reserves.
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Figure 4.17 India - capital flows (liabilities, USD million)
Source: IMF.

The nature and pace of capital account liberalization exercised an influ-
ence on the dimensions and the composition of private foreign capital
inflows to, and outflows from, India - a shift from debt creating to non-
debt creating capital flows (Figure 4.17). Capital flows has increased a
great deal during the 1990s, followed by a sharp change in their com-
position: until 1993 there was a predominance of other investments
(which include, among other items, non-resident Indian deposits — NRI -
and foreign loans) while other types of capital flows were almost non-
existent; since 1994 capital flows have increased and diversified owing
to the increase of portfolio investments, other investments and foreign
direct investment. However, financial integration of the Indian econ-
omy into international capital markets has still been slow and limited:
FDI has been increasing during 1990s, but it is low compared with other
‘big’ emerging countries; according to IMF (2005, p. 20), the ratio FDI
over GDP in 2002 was 3.7 per cent in China, 3.1 per cent in Brazil,
2.1 per cent in Mexico and only 0.6 per cent in India.

Owing to the adoption of a managed floating exchange regime, which
has resulted in a stable nominal exchange rate, domestic interest rate has
had a more unstable behaviour, probably because interest rate has been
used as a tool to stabilize nominal exchange rate and also because of non-
sterilized operations related to foreign exchange accumulation policy.
Figure 4.18 shows that there was a remarkable declining trend of interest
rate in India after the adoption of the managed floating exchange rate
regime in 1993 and the steady reduction of the cash reserves requirement
since 1991. Such interest rate reduction has stimulated credit expansion
under a market based credit system. It seems that in India capital controls
have been used not only to reduce external vulnerability and to avoid
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Figure 4.18 India - interest rate (% p.a.)
Source: IMF.

currency crises, but also to drive a wedge between domestic and external
interest rates in order to provide RBI discretion to achieve some monetary
policy autonomy.

Finally, concerning inflation, there is a general declining trend in
the consumer prices index, for which the combination between trade
liberalisation with (the more recent) exchange rate appreciation has con-
tributed somehow. Fiscal deficit has been high (Table 4.3), that is, higher
than 4.0 per cent of GDP (but declining more recently), and public debt
has also been very high (more than 80 per cent of GDP); however, it is
mostly domestic, denominated in rupee and with the predominance of
long-term debt (IMF, 2005a). Inflation increased at two moments, during
the balance-of-payments crisis of 1991 and during the 1997 Asian crisis
(Figure 4.19). It should be stressed that inflation rate has been reduced
while domestic interest rate has also declined.

4.3.4 China

The performance of the Chinese economy has been impressive: the aver-
age real GDP growth was 9.8 per cent from 1990 to 2006 (Figure 4.20),
the same growth as 1980-89, which means that for more than 25 years
China is growing on average by 10 per cent p.a.! Investment is the driving
force of economic expansion: the investment rate has increased rapidly
from 25 per cent of GDP in 1990 to more than 30 per cent after 1992
and since 2004 more than 40 per cent. Banking credit to business sector



L.F. de Paula 81

16

VAN A
oL/ [\
AN/ [\

\Y4 N

4 \\

2

0 T T T T T T T T T T T T T T T
CAC ISR R I G g g g

Figure 4.19 India — consumer price index (% p.a.)
Source: IMF.

16
14
12 /
10

/

o N & O ®
J
NS

S DR PP H PR RS PP > O
FPI LT LS RPLLSS LS
RS I - I I S S S S S S

Figure 4.20 China - GDP real growth (% p.a.)
Source: IMF.

over GDP, under a bank-based system dominated by state-owned banks,
has been almost double compared with OECD area (OECD, 2005, p. 42).
Finally, the high growth performance is partly due to rapid growth in the
export sector. This growth has been followed step-by-step by a remark-
able expansion of China in the international trade: the country’s share
in world trade increased from 0.8 per cent to 7.7 per cent during 1988-
2005 (Zhao, 2006, p. 4). Economic aperture in the Chinese experience
has been gradual and incremental: reforms tend to be undertaken on an
experimental basis in some localities or provinces before programmes are
implemented on a nationwide basis; reforms started in the late 1970s,
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and in 1980 the first Special Economic Zones were created. From 1979 to
1986 China’s policy towards FDI was characterized by the attitude that
FDIs were welcome, but highly regulated; after 1986 China granted per-
mission for the operation of wholly-owned foreign enterprises (Haihong,
2000, pp- 19-20). Major changes in the functioning of the economy were
introduced in the 1990s, such as encouragement of foreign investment,
reduction of effective tariffs on imported inputs,?® the modernization of
the public corporations, the abolition of multiple exchange rates, and
the introduction of convertibility for current account transactions.

Since the end of the 1970s, exchange rate regime has changed some-
times: first it was centralized and still a fixed one; from 1986 to 1993 the
exchange rate was dual, where the official rate, which was subject to peri-
odic adjustments, coexisted with the market-determined rate in the swap
centres?® — the second rate was set at a relatively depreciated level com-
pared with the official rate. In 1994 the official rate was devaluated and
unified with the exchange rate at the swap centres, and a managed float-
ing exchange regime was officially adopted. In practice, however, after a
short period of some appreciation of nominal exchange rate, the renminbi
(RMB), the domestic currency, also known as yuan, was de facto fixed to
the US dollar from 1995 (Figure 4.19). Central bank’s intervention to
maintain a stable exchange rate has been large scale, with reserves rising
to more than 30 per cent of GDP by end 2004. In July 2005 the Chinese
authorities announced a revaluation of the exchange rate against the
dollar of 2.1 per cent, with the currency able to move daily in a narrow
range of +0.3 per cent.?’ In addition, the central rate for the RMB is
determined by a basket of currencies the composition of which was not
revealed. Again, in practice it has not resulted in greater changes in the
modus operandi of Chinese exchange rate policy.

Popular Bank of China, the central bank, acts as a market marker in the
foreign exchange market.?® The management of a (semi) fixed exchange
rate in China has been possible owing to the existence of widespread
capital controls on both inflows and outflows, mainly through the use
of prohibitions and quantitative limits. The objectives of the controls
evolved over time, but generally have included: (i) to help channel exter-
nal savings to desired uses; (ii) keeping monetary policy independent
of the influence of international developments, within a context of a
managed exchange rate regime; (iii) preventing firms and financial insti-
tutions from taking excessive external risks; (iv) maintaining balance of
payments equilibrium and keeping exchange rate stability; and (v) to
insulate the economy from foreign financial crises (Zhao, 2006, p. 8).
Indeed, China has followed a pattern of financial liberalization in which
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Figure 4.21 China - nominal exchange rate (% annual average)
Source: IMF.

the sequence starts with liberalizing the trade account, then relaxing
foreign exchange restrictions, then the long-term capital account, and
finally the short-term capital account (Epstein et al., 2005, pp. 33-4).

In 1996 China accepted the IMF Article VII, which resulted in the
liberalization of foreign exchange controls related to current account
transactions. Furthermore, since then controls over inflows and out-
flows by non-residents have been loosened, while maintaining strict but
porous controls on inflows and outflows by residents. In fact, at the
end of 1996 there were a lot of controls on foreign exchange transac-
tions: (i) non-residents were forbidden to operate in the money market,
stock market and derivative market; they could only buy some sort of
shares; (ii) residents could only operate in these markets abroad with
previous approval of the monetary authorities, while in some operations
there were quantitative restrictions; (iii) prior approval was required for
any foreign borrowing, foreign currency-denominated bond issues, and
guarantees in foreign exchange (Haihong, 2000). Therefore, portfolio
capitals were not welcome because of segregation among residents and
non-residents in the stock markets, while restrictions on other types of
external loans were pervasive and generally subject to strict ceilings —
controls on foreign debt accumulation prevented the excessive accumu-
lation of foreign debt by residents, controls on equity inflows prevented
a speculative bubble in the stock market, while controls on outflows in
general prevented devastating surges of capital flight.

The dynamic nature of the controls in China should be stressed, with
the authorities tightening enforcement during crisis periods and then
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Figure 4.22 China — NEER and REER (period average, index number 2000 = 100)
Source: IMF.

loosening them when the crisis subsides (Epstein et al., 2005, p. 35).
As can be seen in Table 4.4 and Figure 4.23, during 1997 Asian cri-
sis, although current account remained in surplus and FDI remained
strong, capital account deteriorated sharply. Under these circumstances,
the authorities intensified enforcement of exchange and capital con-
trols, and moved to reduce circumvention - including verification
requirements on current account transactions to demonstrate that the
transactions are in fact legitimate current transactions (Ariyoshi et al.,
2000, p. 63). More recently some tight controls on foreign exchange
transactions have been loosened, at the same time that tariffs and quo-
tas on imports were reduced or eliminated. Such measures in general
reduced the quantitative restrictions to the purchase of foreign currencies
by residents, relaxing the restrictions on extending external guarantee,
on issuing bonds in the international market and on foreign firms’ bor-
rowing in RMB.%? Chinese authorities have attempted to alleviate recent
appreciation pressures by easing controls on capital outflows.

The current level of exchange rate is considered devaluated in general.
The real effective exchange rate, based on the consumer price index, had
a lot of variations during the last 25 years: it depreciated sharply during
the 1980s and beginning of the 1990s, due to frequent nominal exchange
rate devaluations, and it appreciated for a short period until 1997, due to
the increase in the inflation. Indeed, RMB was devaluated by 21 per cent
in 1989, 9 per centin 1990, and 14 per cent in 1994. Since 1997 real



Table 4.4 China - basic economic indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP real growth 3.8 9.2 142 139 13.1 109 10.0 9.3 7.8 7.6 8.4 8.3 9.1 10.0 10.1 10.2
(% p.a.)

Gross fixed capital 250 26.8 309 36.0 345 330 324 31.8 33.0 33.6 34.3 34.6 36.3 39.2 40.6 41.9
formation (%GDP)

Consumer price 3.1 3.5 6.3 14.6 242 169 83 2.8 -0.8 -1.4 0.3 0.5 -0.8 1.2 4.0 1.8
index (% p.a.)

Fiscal balance -3.7 =33 =26 -19 -19 -14 -12 -1.1 -1.5 -2.2 -2.8 -4.0 -2.6 -2.1 -1.3 -1.2
(% of GDP)

Public debt - - - - - - - - - - - 17.7 18.9 19.2 18.5 17.9
(% of GDP)

Exchange rate 4.8 5.3 5.5 5.8 8.6 8.4 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.2
average (yuan/USD)

International reserves 29586 43674 20620 22387 52914 75377 107039 142762 149188 157728 168278 215605 291128 408151 614500 821514
(excl.gold, USD
million)

Current account 3.2 2.2 1.3 -1.8 1.2 0.2 0.8 3.7 3.0 1.9 1.7 1.3 2.4 2.8 3.5 7.0
(% of GDP)

International 573 701 271 227 469 584 78.6 102.3  109.4 97.0 76.0 89.9 100.2  100.1 110.3 1249
reserves
(% of imports)

External debt 149 145 151 13.5 169 155 144 14.9 13.8 13.8 12.2 9.0 12.8 12.7 12.0 -
(% of GDP)

External debt/ 1.07 1.02 1.04 1.14 098 092 0.85 0.80 0.78 0.78 0.58 0.69 0.57 0.48 0.42 -
exports ratio

Income debt 3.2 4.0 6.3 6.2 5.6 114 13.1 9.1 12.1 11.7 10.9 10.7 7.2 5.5 4.1 3.7
(% of exports)

Long-term debt 823 821 810 822 82.6 81.1 803 78.6 88.0 90.0 91.0 69.5 64.6 57.7 52.8 -
(% external debt)

Trade balance 9165 8743 5183 10654 7290 18050 19535 46222 46614 35982 34474 34017 44167 44652 58982 134189
(USD million)

Current account 11997 13272 6401 -11609 6908 1618 7243 36963 31472 21115 20518 17401 35422 45875 68659 160818

(USD million)

Source: IMF - International Financial Statistics; Deutsche Bank Research (public debt); ADB (external debt).
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Figure 4.23 China - capital flows (liabilities, USD million)
Source: IMFE.

effective exchange rate has had a stable trend, due to both low inflation
and the stable nominal exchange rate (see Figures 4.21 and 4.25). The
dramatic process of foreign reserves accumulation in China - reaching
more than US$ 800 billion in 2005 (see Table 4.4) — started in the begin-
ning of the 1990s, increasing in pace in particular since 2000, as a result
of the deliberate foreign reserves accumulation policy in a context of
increasing trade surplus and rising capital inflows, mainly FDI.

Considering the capital flows, it can be noted that there was a dramatic
growth in the volume of capital flows in China during the 1990s, due
mainly to the increase of FDI since 1993. Indeed, FDI increased dramat-
ically during the 1990s, from US$ 4.3 billion in 1991 to US$ 44 billion
in 1997, which made China the second largest recipient of FDI among
all countries. FDI has been attracted by the long-term growth perspec-
tive of the Chinese economy (and increasing exports performance), and
also by the fact that since the beginning of the reforms China sought
to attract FDI. Foreign loans, however, had a low growth in the period,
which is the result largely of the existence of restrictions on foreign debt.
Therefore, at the same time that China has sought to attract FD], it also
has been very cautious about foreign loans and portfolio investments,
although more recently such capital inflows have increased markedly,
notably portfolio investments and other investments, such as loans, cur-
rency and deposits. The pick-up in export growth since 1995 came as a
result of a set of factors, such as liberalization of the exports licensing
system, the increasing productivity of industry, the cheap wages and the
fall in the effective exchange rate. Overall, the current account surplus
rose to more than 3 per cent of GDP since 2004 (see Table 4.4).
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Figure 4.24 China - interest rate
Source: IMF.

As a consequence of the combination of the exceptional trade sur-
plus, the dramatic increase of foreign reserves and the low level of
external debt, the indexes of the external vulnerability of China show a
very comfortable situation: the external debt-to-GDP ratio has been low
and declining in the 1990-2004 period, reaching only 12.0 per cent in
2004. Further, the long-term debt over total external debt ratio had been
higher than 70 per cent until 2000, evidence that the maturity structure
of the debt is very healthy; more recently the ratio has declined due to
the increase of external indebtedness, including short-term ones. Other
indexes show additional evidence of a very good external situation: the
external debt-to-exports ratio declined to less than 50 per cent in 2003,
while reserve-to-imports ratio increased from 47 per cent on average in
1990-95 to 102 per cent in 1997 (Table 4.4).

After a short period of high inflation and high interest rates in the
mid-1990s, China experienced low domestic rates and declining infla-
tion and eventually even deflation (Figures 4.24 and 4.25). The combi-
nation of a stable exchange rate (and even real appreciation in 1994-98),
strong labour productivity growth (as a result of strong investment rates),
trade liberalization and declining commodity prices exerted significant
downward pressure on inflation in 1996-2002, while demand factors
played a smaller role (Prasad et al., 2004, p. 14). The reduction in inflation
has been followed by expansionist monetary and fiscal policies during
the period. China’s fiscal position has been healthy due to the strong
economic growth and low domestic interest rates, despite the fact that
the primary fiscal position may appear weaker (Prasad et al., 2004, ch.V).
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Figure 4.25 China — consumer price index (% p.a.)
Source: IMF.

More recently fiscal deficit over GDP has declined to 1.2 per cent in 2005.
The Chinese authorities have attempted to isolate the domestic econ-
omy from the consequences of the combination of a fixed exchange rate
and large capital inflows through sterilization. The sterilization of capital
inflows has been facilitated by the fact that domestic interest rates have
been lower than the interest rates of industrial country treasury bonds
(Prasad et al., 2005, p. 12).

4.4 Conclusion

China and India, managing their exchange rate regimes with a restrictive
capital account convertibility, have been successful cases of management
of macroeconomic policy — in which the stability of exchange rate has
a crucial role - that seek to create a stable environment for economic
growth. China’s and India’s cases show how to implement gradual and
careful management of capital account and policies oriented towards
the reduction of external vulnerability. These experiences also show that
capital controls can be helpful in protecting the economy against the
destabilizing aspects of capital flows and helping to resolve certain types
of policy dilemma, such as simultaneously managing exchange rate and
the short-term interest rate.

Russia is an interesting case, as until 1998 the economy performed very
badly, as a result of a chaotic transition process of liberalization to a mar-
ket economy; since the 1998 crisis the economy has performed very well,
due to both the increase in exports (mainly related to oil and gas) and
the better management of macroeconomic policy, which has combined
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Table 4.5 Exchange rate regime and capital account convertibility of BRICs
countries

Country Exchange Monetary Indicator of Capital Exchange
rate regime policy exchange rate account rate
framework convertibility volatility*
Brazil Floating, Inflation Nominal High High
with dirty  targeting bilateral
floating
China Semi-fixed Pegged Real effective  Partial, with ~ Very low
exchange many
rate restrictions
India Managed Multiple Nominal Partial, with ~ Very low
floating indicators  bilateral and  many
real effective  restrictions
Russia Managed Multiple Nominal Partial, with ~ Low
floating indicators  bilateral some
restrictions

Source: Author’s elaboration based on Mohanty and Scatigna (2005) and own data.
Note: *Exchange rate volatility related to 1999-2003, according to Mohanty and Scatigna
(2005, Table A2).

a more active exchange rate policy and decreasing interest rates, in a
context (at least until recently) of partial capital account convertibility.
Brazil, on the other hand, has adopted a more liberal and orthodox eco-
nomic policy, which includes a less interventionist approach related to
exchange rate policy and a very open capital account, resulting in higher
exchange rate volatility, higher interest rates, and a poorer economic per-
formance. Table 4.5 shows a comparative synthesis of the analysis of the
macroeconomic policy of each BRIC country.

Among the different factors that are important to the management of
macroeconomic policy this chapter has stressed in particular the import-
ance of reducing external vulnerability, which should be understood not
only in terms of the external solvency of the country, but also in terms of
its vulnerability to external shocks and changes in the market sentiment,
in which the lower or higher degree of capital account convertibility can
be an essential factor. In this particular concern, the recent experience
of the BRICs countries shows the importance of having:

(a) a gradual and careful process of capital account liberalization;

(b) well-designed and dynamic capital management techniques in the
sense that policy makers need to retain the ability to implement
a variety of management techniques and alter as circumstances
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warrant, but most importantly that they are coherent and consistent
with the overall aims of the economic policy regime;

a surplus balance in the current account or a deficit in low level,
financed by external capital with the predominance of long-term
capital;

The accumulation of exchange reserves by central banks, in order to
avoid speculative attacks on domestic currency and also to allow that
the monetary authorities enhance their capability to influence the
real effective exchange rate and to reduce the volatility of nominal
exchange rate;

A managed floating exchange regime, according to the specificities of
each country, which aims for the preservation of a competitive and
stable real exchange rate as an intermediate target of macroeconomic
policies oriented to employment and growth objectives.

Notes

1.

This chapter is the result of the author’s research at the Centre for Brazilian
Studies, University of Oxford. I am very grateful for CNPq financial support
and to Fabio Barcelos for his generous research support.

For the purpose of this chapter, we define macroeconomic stability as a
broader concept than just price stabilization, as it aims to reduce the uncer-
tainties intrinsic to the business world in order to provide a favourable
environment for investment and production decisions. Macroeconomic sta-
bility can also be defined as a situation of sustained economic growth with
financial stability, that is, with inflation under control and with low like-
lihood of financial/currency crises. See more on this subject in Oreiro and
Paula (2007, section 2).

. Mohanty and Scatigna (2005, p. 19), using the IMF’s de facto classification of

exchange rate regimes report that the number of emerging countries opting
for a flexible exchange rate has risen from a little above 15% in 1990 to about
one half at the end of 2001, while the share of hard peg regimes increased
moderately from under 10% at little above 15% during the same period, and
intermediate regime has fallen from over three quarters to less than 35%.
Reinhart and Rogoff (2002), however, using another classification based on
parallel exchange market activity and other special features, concluded that
many emerging economies have in effect crawling peg regimes.

According to Frenkel (2006, p. 579), ‘a competitive RER [real exchange rate]
involves the distortion of domestic relative prices in favor of tradable activi-
ties against nontradable activities: the combination of higher protection for
local activities that compete with imports with a higher competitiveness for
export activities. Consequently, the RER affects the employment growth rate
in the long run due to its influence on the output growth rate, through its
incentive on investment in tradable activities that accelerates productivity
growth and generates positive externalities in other sectors’.
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Cost of sterilization is calculated as the spread between the domestic and
the US one-year Treasury bill rate, applied to the total outstanding stock of
foreign exchange reserves in domestic currency.

Prudential controls can include: (i) to limit the opportunities for residents to
borrow in foreign currency and to monitor them when they do, and (ii) to
keep very tight constraints on banks’ ability to have open foreign exchange
positions or indirect exposure through foreign exchange loans.

. Criticism on capital controls are partially related to the possible benefits

of capital account liberalization, which are: increased opportunities for risk
diversification, a higher efficiency of global allocation of savings, and exter-
nal discipline on domestic macroeconomic policies (Fischer, 1998). However,
empirical evidence of capital account liberalization upon economic perform-
ance is ambiguous while their links with financial crises are quite evident.
IMF economists (Prasad et al., 2003, p. 3) resume the empirical findings of
the literature: ‘a systematic examination of the evidence suggests that is dif-
ficult to establish a robust causal relationship between the degree of financial
integration and output growth performance’.

Real effective exchange rate index (REER) is defined as a nominal effective rate
index (index of the period average exchange rate of the currency in question
to a weighted average of exchange rates for the currencies of selected coun-
tries) adjusted for relative movements in national price of home country and
selected countries. It should be stressed that REER in Brazil and other Latin
American countries is calculated differently from the more conventional way,
that is, REER is calculated by multiplying the nominal exchange rate by the
inflation rate of home country and dividing by that of a partner country,
while more frequently (as in case of China, India and Russia in this chapter)
REER is calculated by multiplying the nominal exchange rate by the inflation
rate of a partner country and dividing by that of home country. As a result, in
the case of Brazil, when REER increases this means undervaluation and when
it declines it means overvaluation.

Fiscal primary surplus (the budget surplus excluding interest payments) rose
from 0.0% of GDP in 1998 to 3.2% in the following year, reaching 4.4 in
2003 and almost 5.0% in 2005.

Inflation targets were 4.0% in 2001, 3.5% in 2002, and 3.5% in 2003 (later it
was changed to a maximum limit of 8.5%), with tolerance intervals of +2%;
the consumer price index (IPCA) was 7.7%, 12.5% and 9.3%, respectively in
2001, 2002 and 2003 (Figure 4.6).

Goldfajn and Minella (2005) report the norms on capital controls in Brazil.
The financial transaction tax was from 5% to 9% to Foreign Funds on
Securities in October 1994.

According Ariyoshi et al. (2000) these capital controls were not effective in
Brazil as capitals inflows increased a great deal and the sophistication of the
financial system enabled participants to circumvent most controls.

In March 2005, Central Bank of Brazil authorized individuals and corporates
to make transfer of resources abroad through their own bank accounts, a
simplification in the norms that meant the end of CC-5 account.

Souza and Hoff (2006), using Calvo-Reinhart’s fear of floating indicators,
show that from January 1999 to December 2005 the frequency that monthly
variation of exchange rate exceeded the band of £2.5% was 52% in Brazil,



92

16.

17.

18.

19.

20.
21.

22.

23.

24.

25.

26.

27.
28.

29.

Financial Liberalization and Economic Performance

compared to 27% in other emerging countries of Latin America, and to
19% in Asian emerging countries (Indonesia, Singapore, Thailand, and
South Korea).

‘Other investments’, according to IMF’s definition, include short-and long
term trade credits, loans, currency and deposits (transferable and other), etc.
Unemployment rate increased quickly to more than 10% in 1997.
Non-residents were allowed to open special rouble-denominated bank
accounts with which to buy government securities in either the primary or
secondary markets. See more in Ariyoshi et al. (2000, Ch 2).

Several econometric studies conclude that monetary policy has tended to
focus on an implicit exchange rate target since the late 1990s. See, among
others, Esanov et al. (2005).

For more details on exchange restrictions in Russia, see IMF (2006a).

There are some concerns about this announcement, although Russian domes-
tic interest rate settings have remained below those available in other
emerging countries, which should reduce speculation related to interest rate
arbitrage.

The Oil Stabilization Fund (OIF) was created in 2004 with the objective of
reducing the impact of fluctuations of oil prices on the resources available
to the budget. ‘Surplus’ revenues resulting from relatively high oil prices are
accumulated in the Fund automatically: 95% of the income from the natu-
ral resource extraction tax and 100% of the crude oil export duty above that
which would accrue at an oil price of $27/bbl (Urals) is automatically trans-
ferred to the Fund. Until the Fund accumulates a total of RUB 500 billion, Sta-
bilization Fund may spend only to finance the federal deficit arising as a result
of oil prices below the cut-off price of $27 for Urals crude (OECD, 2006, Ch 2).
For instance, mutual funds in India are now permitted to invest up to US$ 1
billion abroad.

India has had an increasing trade deficit due to the higher imports growth
than exports growth. Although India has managed to diversity its exports
towards higher value added goods, the country’s export performance has
lagged behind that of Asia with its share of global exports remaining low
(IMF, 2006b, ch. II).

Average import customs duty was reduced from 45% in 1992 to 17.5% in
2000 (Ariff and Khalid, 2005, p. 88).

In the swap centres, exporters, importers, and other parties with foreign
exchange supply or needs could transact at a market-determined exchange
rate. By 1991 all residents were allowed to sell foreign exchange at the swap
rate at the designed bank branches. In December 1998 swap centres were
closed and all exchange payments were bought into the banking settlement
system.

In May 2007 the range was enlarged to £0.5%.

State Administration of Foreign Exchange (SAFE) is responsible for control-
ling and monitoring cross-border exchange flows and all businesses in foreign
currency.

Liberalization of cross-border foreign exchange transactions include: author-
ization for purchase of foreign exchange for investments abroad in strategic
projects (2001); introduction of the Qualified Foreign Investor Initiative
(QFII) permitting non-residents to invest in the domestic stock market
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(A shares), subject to some restrictions (2002); registration with the gov-
ernment to repay loan principal is no longer required for residents wishing
to borrow foreign exchange from domestic Chinese financial institutions
(2003); the ceilings on residents’ foreign exchange for purposes of tourism
and overseas study were raised from US$ 2000 to US$ 3000 or US$ 5000
(2003). See more in Prasad et al. (2005).
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The Liberalization of Capital
Outflows in Brazil, India and South
Africa since the early 1990s

Ricardo Gottschalk and Cecilia Azevedo Sodré

5.1 Introduction

During the 1990s, a number of developing countries took major steps
towards liberalizing their capital accounts. In a context of increasing
availability of international capital, the liberalization process resulted in
these countries attracting large amounts of capital flows. In the second
half of the 1990s these countries faced major capital flow reversals which
in many cases resulted in deep financial crises. Because liberalization was
associated with so many crises, a great deal of work has been done on
the topic.!

The literature has mainly analysed the liberalization of capital inflows,
and has extensively discussed the use of capital controls aimed either
at slowing down the inflows in times of capital surges, or at avoiding
major capital reversals in times of international financial instability and
crises.2 However, much less has been done to examine the liberalization
of capital outflows by residents.

This chapter aims to contribute to the literature on capital account lib-
eralization (CAL) by focusing on the liberalization of capital outflows by
residents, which, in our view, is a dimension of the liberalization process
that has been overlooked. To this end, it examines the experience with
the liberalization of capital outflows in Brazil, India and South Africa,
in which similarities and differences are highlighted. Examining CAL in
Brazil, India and South Africa is particularly pertinent for two reasons.

First, the process of capital account opening in these countries has
gone furthest on the inflows side, which is a pattern of liberalization
also observed in many other developing countries. Many of this larger
group of countries face the challenge now of how to manage the pro-
cess regarding the opening of the capital account for outflows (see for
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example Gottschalk, 2002). In analysing the experience of Brazil, India
and South Africa, which are among those countries that have partially
liberalized capital outflows, it is possible to draw lessons and offer rec-
ommendations for countries that have not liberalized such flows yet on
how to do so in a sustainable manner.

Second, nowadays India along with China is seen as an emerging
power in the world economy. The country has experienced rapid GDP
growth in the past decade or so, and has accumulated large amounts of
international reserves. All these facts have generated the expectations
that India may take major steps towards further liberalization of its cap-
ital account, mainly on the outflows side. This, if confirmed, would
imply breaking with the past when a rather cautious approach was fol-
lowed. More broadly, the so-called BRICS countries — Brazil, Russia, India,
China and South Africa - are becoming important (and sometimes allied)
players in the world economy as a reflection of their growing combined
economic power. In connection with this, a debate seems to be emerging
on whether these countries’ growing economic power might (or should)
be matched by fuller capital account convertibility (CAC). We believe
that examining the past CAL experience in these countries and explor-
ing their intentions on possible further liberalization in the future can
help inform the debate.

In addition, the chapter discusses the current strengths and weak-
nesses of the three countries, and addresses the questions: what are the
main sources of vulnerability that governments should take into account
before taking further CAL; and is full CAL appropriate even in the event
that all remaining vulnerabilities have been eliminated?

The chapter shows that, among the countries discussed — Brazil, India
and South Africa — Brazil has been the one that has liberalized furthest its
capital outflows; also, it has been the country that has suffered most from
the international financial instability, both in the 1990s and early this
century. The chapter thus suggests the existence of causal links between
the degree of liberalization of capital outflows and foreign exchange
instability. In particular it suggests that, in Brazil, the capital that has
flown out through legal channels has had an important role in the cur-
rency instability experienced by the country since CAL took place in the
early 1990s. Both India and South Africa, in turn, have adopted a more
cautious liberalization strategy, which can be seen among the factors
that explain why these two countries have been far less affected by the
various international turbulences in the recent past.

The chapter is organized in six sections. Section 5.2 describes the
various measures undertaken regarding the liberalization of capital
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outflows in Brazil. Section 5.3 discusses the experience of South
Africa, and section 5.4, India’s experience. Section 5.5 provides a
comparative analysis of the countries’ experiences and is followed by
conclusions.

5.2 The liberalization of capital outflows in Brazil

During the Collor government of 1990-92, Brazil took major liberaliza-
tion steps, especially on the side of capital inflows.> On the outflows
side, which is our interest here, in early 1992 the government permit-
ted foreign banks to hold bank accounts in Brazil through which they
could acquire dollars in the floating rate segment of the foreign exchange
market, and send these abroad. Holding these bank accounts whereby
such transactions could take place was made possible through a mechan-
ism called Carta-Circular no 5 — hereafter CC-5. The liberalization of
capital outflows took further steps in 1994 with the creation of the spe-
cial investment funds abroad, known as Fiex (nowadays called Fundos de
Divida Externa).* In addition, in 1996 Brazilian investors were permitted
to acquire Brazilian Depositary Receipts (BDRs) from foreign corporates.
In what follows we discuss the CC-5, the Fiex and the BDRs, which
between their creation and early 2005 (when further liberalization was
undertaken) were the main mechanisms through which residents could
send capital abroad through legal means.

5.2.1 The CC-5

The CC-5 was until very recently the main way through which residents
could invest abroad. It was created in 1969 to allow non-residents with
business in Brazil to send money abroad.® Specifically, the CC-5 estab-
lished that non-residents could only use national currency to buy foreign
currency and send these abroad if the resources in domestic currency
were the result of previous conversion from foreign currency brought by
the non-resident to the country.

In February 1992, the Brazilian government deepened the liberaliza-
tion process by creating a sub-account that foreign banks could draw
upon to send dollars abroad without the need of previous internalization
of equivalent amount of resources.® But the additional relevant element
was that corporates and individual residents in Brazil could use these
sub-accounts to make a direct investment abroad or to send money to
their own account abroad. It was a de facto convertibility of domestic
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currency deposited in the CC-5 accounts that belonged to foreign banks
(Van Der Laan et al., 2006).

In the case of individuals, there was no limit, at that point in time,
to send resources abroad, nor restrictions as to how such resources
could be used or invested. For those transactions involving values above
R$ 10 thousand or more, individuals were expected to provide infor-
mation on origin, destiny and aim of the transaction. Moreover, the
operations had to be registered with the Central Bank.” Individuals then
made use of this mechanism to send resources to their own accounts
abroad, aiming to acquire real estate and/or invest directly in stocks or
through an investment fund.

For corporates, investments above US$ 5 million required previous
authorization from the Central Bank. These agents reportedly sent
resources abroad as investment in fixed capital and for lending to other
corporates.?

The importance of the CC-5 accounts lies in the fact that it was
through them that most of the capital owned by residents left the coun-
try in periods of crises. For instance, US$ 1.4 billion was transferred
abroad in December 2001, as a result of the uncertainties generated by
the crisis in neighbouring Argentina towards the end of that year. In
2002, when the Lula presidential candidacy generated high uncertainty
among investors, US$ 1.6 billion and US$ 2.2 billion left the country
in August and October that year. Over the whole year, outflows reached
US$ 9.1 billion, a 50 per cent increase in relation to the previous year, an
outflow that resulted in strong pressure over the foreign exchange mar-
ket. The largest outflows — US$ 24.8 billion — occurred in 1998 as a result
of the contagion effects of the Russian crisis, a process that culminated
in the large currency devaluation in January 1999. Sicst (2005) points
out that net outflows through CC-5 accounts were above US$ 113 billion
between 1993 and 2004.

The increase in outflows in times of heightened expectations around
exchange rate devaluation was to a considerable extent explained by
the transfer by corporates of resources to meet external commitments in
advance. In response to this, in 2004 the government authorized corpo-
rates to make payments relative to external commitments in advance if
they so wished. Until then, debt obligations could be met only at the
due dates. The aim was to reduce the use of the CC-5 for that purpose.

In March 2005 the CC-5, as a major mechanism for transfer abroad
by residents, came to an end. By then, the Central Bank took the step
of authorizing individuals and corporates to make transfer of resources
abroad through their own bank accounts. Moreover, they can now obtain
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foreign exchange through foreign exchange contracts with authorized
dealers, and face no quantitative limits to do so. The only remaining
restriction faced by residents is to specify the purpose of the transfer. This
measure took place together with the merging of the foreign exchange
markets, which until then were split into the free-rate market and the
floating rate segment.

In September 2006 further liberalization for residents took place. Cor-
porates and individuals have been allowed to send resources abroad
through the foreign exchange market to acquire stocks, derivatives and
other investments (such as in investment and pension funds) in the
international capital markets. Until then, residents could only acquire
stocks from Mercosur countries, and securities issued by Brazilian corpo-
rates abroad (e.g. ADRs), by foreign corporates domestically (BDRs), or
through the Fiex — see below.

The new measures of March 2005 and September 2006 could be
interpreted as providing more transparent mechanisms for a de facto
situation. But in removing an important bureaucratic barrier, it in fact
represents a major liberalization step of the capital account, as the ease
with each resources can be sent abroad has increased significantly.

5.2.2 The special investment funds abroad (Fiex)

The Fiex (or Fundos de Divida Externa as noted earlier) is a special
investment fund created in 1994 which domestic institutional investors,
financial institutions, non-financial corporates and individuals could use
to invest abroad. The rules that initially governed the fund were that
at least 60 per cent of the total resources had to be invested in Brazil-
ian foreign debt, with the remaining being permitted to be invested
in other securities, derivatives or held in the form of bank deposits
abroad.’ For monitoring purposes, all investments made via the Fiex
had to take place through financial institutions authorized to operate
in the foreign exchange market and all operations had to be registered
with the Central Bank. The fund clearly represented an additional mech-
anism through which resources could be sent abroad; and perhaps even
more importantly, it constituted a new institutional framework that chal-
lenged the notion that national savings had to remain within national
borders.

Following the currency crisis of January 1999, the Brazilian author-
ities increased the minimum limit for investing in Brazil’s external debt,
from 60 per cent to 80 per cent. This measure was undertaken in February
that year. In March, a further restrictive measure was adopted — of forbid-
ding financial institutions to invest in the Fiex. But for individuals and
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non-financial corporates, Fiex became an important vehicle for their
portfolio diversification.

Institutional investors were also permitted to invest in the Fiex, as
mentioned above. However, they could only invest 10 per cent of their
total resources in it. This limit applied for pension funds as well as insur-
ance companies, among other institutional investors. According to a
major pension fund in Brazil, pension funds did not invest abroad in
spite of being able to do so through the Fiex, because it would imply
losing fiscal exemptions that are valid only for domestic investments.

Restrictions on foreign investment by pension funds is publicly jus-
tified to ensure prudential investment patterns, but an alternative
explanation is that it is felt to be necessary to protect the country from the
possible occurrence of major capital outflows (Carvalho, 2004), which
could have major destabilizing effects over the foreign exchange markets.
From the country’s perspective, this sort of legal restriction is import-
ant not only to avoid major currency instability, but also to ensure that
national savings held by institutional investors are used for long-term
investments within the country, and to support the mortgage and capital
markets. 10

5.2.3 Brazilian Depositary Receipts (BDRs)

In addition to CC-5 and Fiex, residents could invest abroad through
acquiring Depositary Receipts (DRs) of Brazilian corporates, as well as
Brazilian Depositary Receipts (BDRs) of foreign corporates. As is known,
DRs are securities that represent shares of Brazilian corporates that
can be transacted in international markets, while BDRs are securities
representing shares issued by foreign public corporates.!’ Of course,
from a micro perspective, DRs constitute an investment abroad, but also
and in equivalent terms external borrowing by domestic public corpo-
rates; therefore, DRs are neutral from a balance of payments perspective.
The BDRs represent an outright outflow of resources, although when
the investment comes to an end, resources cannot be used for another
investment modality abroad, thus returning to the country instead.

5.2.4 Comments on Brazil’s experience

Brazil liberalized first, and in a major way, outflows by corporates and
individuals (via changes in the CC-5 in 1992). More recently, the new
measures brought the CC-5 to an end as a vehicle for capital outflows by
residents, by permitting non-financial corporates and individuals to buy
and sell foreign currency through their own bank accounts. While before-
hand all such operations occurred in the floating segment of the foreign
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exchange markets, nowadays these take place in the unified foreign
exchange market. These changes represent further reduction of barriers
to capital outflows. At the same time, they give the Central Bank greater
capacity to monitor the operations and check their legality. The liberal-
ization of capital outflows by institutional investors, however, has been
more limited, with the imposition of quantitative and other restrictions.

The liberalization of capital outflows in Brazil has occurred simultan-
eously with efforts to adopt prudent macroeconomic policies, especially
after the implementation of the Real Plan in 1994. However, despite
such efforts, the liberalization process contributed to increased macro-
economic volatility and currency crisis. After witnessing a currency crisis
in early 1999, and a fairly long period of decline in the net flows of capital
and poor growth performance, capital started to flow back in increasing
amounts and the Brazilian economy began to recover in a more sustain-
able fashion at the end of 2003. Brazil’s new cabinet — which took office at
the beginning of 2003 — maintained the macroeconomic orientation that
prevailed in the previous government. This included floating exchange
rate regime, fiscal austerity and an inflation targeting framework.

Since then, some positive macroeconomic trends have been observed:
inflation has converged towards the official target of 4.5 per cent, and
the external indicators have improved considerably, with growing trade
balance and a surplus in the current account emerging after many years
of continued deficit (from a deficit of approximately 4.25 per cent of
GDP in 1998, the current account registered a surplus of 1.75 per cent of
GDP in 2005; IMF, 2006a; Paiva, 2006).

The external debt also has been brought down, with the total debt
service ratio (in per cent of exports of goods and services) declining from
136.5 per cent in 2000 to 68.9 per cent in 2005 (IMF, 2006a). At the same
time, international reserves have shown a moderate increase, reaching
about US$ 75 billion in October 2006. On the fiscal front, Brazil’s non-
financial public sector primary surplus reached 4.8 per cent of GDP in
2005 - above the target of 4.25 per cent — and net public debt declined
from 54.3 per cent of GDP at end-2004 to around 51.8 per cent in 2005,
reflecting the combined effects of the primary surplus and exchange rate
appreciation (Paiva, 2006).

However, these positive trends should be tempered. The currency has
appreciated in the recent past thus undermining future export perform-
ance, reserves have not grown as much as it could have (to protect the
economy from possible future shocks such as a decline in international
commodity prices and higher international interest rates following pos-
sible sharp adjustment in the US economy); and on the fiscal side, both
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overall public deficit and debt are still very high. These are key indicators
that should throw caution on plans for future CAL.

Despite these areas of remaining vulnerability, there is an ongoing
debate in Brazil as to whether the country should adopt full capital
account convertibility or not. Those in favour argue that capital con-
trols can be circumvented by domestic investors fairly easily. A more
elaborate argument that has been put forward is that full capital account
convertibility would increase investors’ confidence in the country’s cur-
rency and that this would permit lower risk premium on Brazil’s debt (see
Arida, 2003). This argument is, however, contested. Oreiro et al. (2004)
for example test this claim econometrically and find no relationship
between capital controls and country risk-premium for Brazil.

A main concern among those that defend caution towards CAL is with
the macroeconomic volatility and macroeconomic management chal-
lenges a fully convertible capital account creates, the loss of autonomy
in macroeconomic policy formulation, and the risk of full-blown crises
caused by sudden capital flow reversals, which can be very costly both
in economic and social terms. A further current concern in Brazil is with
the related liberalization steps in the current account, such as the recent
permission granted to exporters to hold their export revenues in exter-
nal accounts up to one year. This increases the unpredictability of foreign
exchange flows and in times of heightened uncertainty greater potential
for speculative actions in the foreign exchange market.

In what follows, we discuss liberalization in South Africa where, con-
trary to Brazil (and India as will be seen further below), outflows by insti-
tutional investors has been given priority over other resident investors.

5.3 The South African experience

Since 1994, when the South African economy was reintegrated into the
world economy, the country’s authorities promoted the liberalization of
the capital account in two phases. First, they liberalized capital flows for
non-residents in March 1995, and in July of the same year they initiated
a liberalization process on the side of capital flows by residents.

The first phase, on liberalization of capital flows by non-residents, took
place very rapidly during March 1995 when restrictions on non-residents
in the foreign exchange market were removed with the unification of the
foreign exchange (Wesso, 2001). The liberalization was adopted for all
forms of flows, including short-term capital.

In relation to the second phase, which was focused on residents, the
liberalization of capital flows has been gradual and sequenced.
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Starting in mid-1995, institutional investors were granted permission
to invest abroad via an asset-swap mechanism, amounting to 5 per cent
of their total assets. According to this mechanism, the resident investor
had to find an external counterpart interested in investing in South
Africa’s financial assets, and this investment had to be equivalent in
value to the financial investment of the South African investor abroad.
The aim was to ensure balance of payments neutrality (National Trea-
sury, 2001). The S per cent limit was increased to 10 per cent in 1996,
coupled with the requirement that investors could transfer resources
abroad amounting to 3 per cent of the net inflows of funds during the pre-
vious year. Moreover, corporations were allowed to expand their offshore
investments, provided that these were financed from profits generated
or financed abroad.

Since then, significant steps have been taken regarding the liberaliza-
tion of capital outflows. The limit on institutional investors’ external
assets was increased to 15 per cent of total assets in 1999, with the limit
of foreign exchange purchase increasing from 3 to 5 per cent of the net
inflows of fund during the previous year. In 2001, the asset-swap mech-
anism was eliminated, as well as restrictions relative to annual inflows.
This applied for long-term insurers, pension funds and fund managers.
Unit trusts could hold external assets up to 20 per cent of their total
assets, subject to the upper limit of 10 per cent of annual net inflows
in the previous period (IMF, 2002; National Treasury, 2001; Hviding,
2005).

Corporations and individuals are also permitted to hold financial assets
abroad, although the limits they face were initially more restrictive, espe-
cially for individuals. Corporations have permission to invest in fixed
capital abroad, but there is no specification for financial investments. As
for individuals, initially they could invest up to 750 thousand rands, and
maintain foreign-earned income abroad. Nowadays, they are allowed to
invest up to 2 million rands abroad. In addition to the above, there
are remaining restrictions on the transfer of funds abroad by emigrants
(denominated ‘blocked funds’), and the investment of currency proceeds
from exports (they must be repatriated within 180 days).!? Finally, in
2004 South Africa gave permission for residents to hold foreign instru-
ments listed on South African exchanges (bond exchange South Africa
and JSE Securities Exchange South Africa; IMF, 2005).

We can thus see that liberalization of capital outflows (not inflows) has
been not only in a gradual fashion, but also sequenced, as institutional
investors have been subjected to fewer restrictions to invest abroad than
corporates and individuals. As we can see, this order of liberalization is
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opposite to that followed in Brazil, where liberalization took place first
and more extensively for corporates and individuals.

It could be said that South Africa meets a number of the pre-conditions
to broaden the liberalization of capital account. First, the government
has pursued prudent macroeconomic policies, reforms in the financial
sector and tax policy reforms. In the macroeconomic area, the fiscal
deficit has declined gradually over time and inflation has been progres-
sively lowered to about 3 per cent in mid-2005, after reaching between
10 and 15 per cent in the early 1990s (Nowak, 2005), despite periods of
sharp exchange rate depreciation. In the fiscal area, improvements have
taken place related to tax collection, facilitated by the creation of the
South African Revenue Service (SARS); moreover, the government imple-
mented the Public Finance Management Act (1999), designed to better
monitor and control public spending, and also to provide safeguards
against waste in government.

However, important areas of concern remain. First, since the change in
the political regime in 1994, growth has accelerated, but from a very low
level, up to an average of less than 3 per cent, although it has accelerated
more recently, reaching nearly 5 per cent in 2005 (IME, 2006c¢). Sluggish
growth for most of the period can to a significant extent be explained by
the macroeconomic policy responses adopted in South Africa. These have
taken the form of high interest rates that South African policy makers
adopted to deal with the successive external shocks that hit South Africa
during the second half of the 1990s and early this century, to which the
economy was vulnerable due to a fairly open capital account. Moreover,
under a regime of fully flexible exchange rate, adopted by South Africa
at the end of Apartheid (a policy option that was made in part due to the
country’s very low levels of international reserves at the time), economic
growth has been hindered even during periods of capital surges, as these
caused sharp exchange rate appreciation, which in turn undermined the
competitiveness of the export activities.

A more worrying trend, however, can be observed in the current
account deficit more recently. After reaching 1.3 per cent of GDP, it
increased to 4.2 per cent of GDP in 2005 and to 6.4 per cent of GDP
in the first quarter of 2006 (IMF, 2006b). The widening of the current
account deficit has reflected the increasing deficit in the trade balance
(from a surplus of US$ 4.1 billion in 2002 it reached a deficit of US$ 3.5
billion in 2005) and large dividend payments to foreign shareholders.
The growing trade deficit is a particularly worrying trend because it has
happened at a time of a primary commodity export boom. This deficit
has been financed by FDI and portfolio flows,!3 enabling the country to
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increase its gross international reserves (from US$ 7.4 billion to US$ 24.1
billion between end-1999 and May 2006; IME, 2006b).

Until now, South Africa has escaped financial crises because it has
a relatively strong and sophisticated financial system, and a floating
exchange rate regime. But the costs to external shocks have been high
in terms of high macroeconomic volatility, sluggish economic growth,
high unemployment rates and increased income inequalities (see Leite
et al., 2000).

Although the international environment is relatively benign at
present, it can deteriorate very rapidly, and cause rapid outflows of cap-
ital, with destabilizing effects. The full liberalization of capital outflows
by residents would only reinforce these effects. Also, it should be empha-
sized that although some (not all) of the country’s external indicators are
favourable at present, they could deteriorate very quickly. Despite the
increase in international reserves, which are a key economic indicator,
they are not as high as could be. Considering this, the best course of
action would be to be caution towards further CAL.

More generally, despite the relative political stability after the end
of Apartheid, structural weaknesses of the South African economy that
limited diversification and stifled investment may contribute to capi-
tal flight. Liberalizing further outflows by residents would just ease the
process. This should be avoided, as domestic investors tend to be the
first to pull out of the country when things are not going well, thereby
triggering a crisis, as the crisis experiences in other countries have
shown.

Of course, the argument that the effectiveness of restrictions is
limited should not be dismissed. Domestic savers often find a way around
restrictions to invest their capital in foreign assets. This is true, but
only to a certain extent. While many capital holders in fact succeed
in sending their capital abroad, this is done at a price. Most import-
antly, restrictions help reduce major outflows by banks, institutional
investors and brokers, who are under strict supervision by the coun-
try’s supervisory bodies, when these are in place.!* Liberalization of
outflows could have certain benefits, like those of diversification of risk
for residents, but the risks associated with it are enormous (Gottschalk,
2002).

In what follows, we discuss India’s case, which will show that, of the
three countries here analyzed, it is the one that has adopted the slowest
liberalization strategy, and where it furthermore signals that it intends
to maintain this strategy despite increased expectations and mounting
pressure to speed up liberalization for capital outflows.
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5.4 The experience of India

India has taken non-trivial steps towards CAL since June 1997 when
the Tarapore Committee recommended a timetable for implementing it
(Reserve Bank of India, 2000). Until then, India’s capital account was
fairly restricted, as a result of a very slow liberalization process that had
started back in the early 1990s.

According to the proposed timetable by the Tarapore Committee I, the
capital account in India would be liberalized gradually, in three phases
covering a total of three years: 1997-98 (phase 1); 1998-99 (phase 2); and
1999-2000 (phase 3). The proposed liberalization included both capital
inflows and outflows. Thus, an important feature was the concomitant
liberalization of these flows, though at different speeds.

As regards capital outflows, which are the focus of this chapter, the
proposal made by the committee involved the following categories of
residents:

1. Corporates

2. The Security Exchange Board of India (SEBI), which registers Indian
investors (including mutual funds)

3. Individuals.

Corporates would initially be permitted to make transfers of financial
capital abroad up to US$ 25 thousand. Later this limit would be raised to
US$ 50 thousand and US$ 100 thousand in the second and third phases
of the proposed liberalization.!® Banks, in their turn, would be permitted
to invest up to US$ 10 million in overseas money markets, mutual funds
and/or debt instruments. This limit was increased to US$ 25 million in
November 2002.

For the Security Exchange Board of India (SEBI), the Tarapore Commit-
tee I proposed, from an initial situation in which no investment abroad
was permitted, that investors be permitted to invest in overseas finan-
cial markets, subject to an overall ceiling of US$ 500 million in the first
phase, US$ 1 billion in the second phase and US$ 2 billion in the third
phase. The Committee observed that it was important to ensure that the
total amount was not met by just a few large-sized funds.

Similarly to institutional investors, until 1997 individuals were not
permitted to invest abroad. The Tarapore Committee changed it by
proposing that individuals be able to invest in financial markets and/or
hold deposits abroad up to US$ 25 thousand per annum in the first phase,
US$ 50 thousand in the second phase and US$ 100 thousand in the third
phase. (The same limits were given to Indian non-residents regarding
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their non-repatriable assets in India.) They were also permitted to invest
without any limits in overseas corporates listed on a stock exchange and
which had a shareholding of at least 10 per cent in an Indian company
listed on a local stock exchange, as well as in rated bonds/fixed income
securities.

Among institutional investors, in practical terms there was no liberal-
ization of capital outflows for pension funds and insurance companies,
as these are nearly all public and therefore controlled and/or managed
by the government.

At the time of the announcement of the report, it was believed that the
liberalization of capital outflows would represent a strong commitment
to CAL. Moreover, it was hoped that liberalizing outflows would work
as an important instrument to compensate at least partially for surges of
capital inflows that India was expecting to face with the liberalization
of capital inflows, thereby contributing to attenuate pressures on the
country’s exchange rate towards appreciation of the rupee as well as on
the monetary aggregates.

The recommendations for the liberalization of the capital account by
the Tarapore Committee were made on the back of positive macroeco-
nomic indicators for India. These included average annual economic
growth of 7 per cent, a declining fiscal deficit from 8 per cent in 1990-91
to 5 per cent in 1996-97, an inflation rate below 6 per cent, a current
account deficit of only 1 per cent in 1996-97, a debt to GDP ratio of 29
per cent in 1995-96 and a debt service ratio of 25.7 per cent in 1995-96
(Reserve Bank of India, 2000).

However, the Committee recognized that India still exhibited some
weaknesses. These were mainly related to the financial system, by then
still partially repressed (with administered interest rates and high levels of
cash reserve requirements). Moreover, the country had a large quasi-fiscal
deficit owing to a high level of public sector debt.

In view of these weaknesses, the Tarapore Committee made the imple-
mentation of the liberalization steps conditional on the country meeting
certain preconditions. These were: bringing the fiscal deficit from 4.5
per cent in 1997-98 to 3.5 per cent in 1999-2000; maintaining inflation
between 3 per cent and 5 per cent between 1997 and 2000; reducing
the non-performing assets of the public sector banking system from 13.7
per cent to 5 per cent in 2000; reducing the cash reserve requirements
from 9 per cent to 3 per cent; implementing a band system for the
exchange rate, with a +/— 5 per cent band around a neutral real effect-
ive exchange rate, and finally reducing the debt service ratio from 25 per
cent to 20 per cent (Indian Investment Center, 1997). In addition to these
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preconditions, the Tarapore Committee placed a great deal of importance
on the level of international reserves.

Of all these preconditions, it was recognized that the most import-
ant was the need to strengthen the domestic financial system which,
together with the public debt, were seen as the two major sources of vul-
nerability of the Indian economy. These vulnerabilities were perceived
as the major obstacles for a successful capital account liberalization. In
fact, the weakness of the country’s financial system, and the fact that it
remained largely repressed during the 1990s, was the main reason why
India adopted a very cautious liberalization path for the capital account.

It is widely known that the timetable proposed by the 1997 Tarapore
Committee was not fully implemented. Admittedly the main reason
for this was the fact that the East Asian crisis occurred just after the
Tarapore report was released. However, even if the East Asian crisis had
not occurred, the recommendations still probably would not have been
adopted in full owing to the failure to meet some of the above-mentioned
preconditions.

Having said that, as the macroeconomic conditions in India have
improved in the recent years and the financial system has become less
repressed and stronger, the country has in certain areas undertaken
liberalization steps beyond what has been proposed by the Tarapore
Committee. Nowadays, international reserves have reached a comfort-
able position of US$ 151.6 billion in 2005-06 which correspond to about
11.6 months of imports. In terms of total external liabilities (which
include portfolio stock), India’s reserves cover over one half of such liabil-
ities. This high level of reserves is a fact that has given the country the
confidence to move further in the liberalization process.

Reflecting this, a new Tarapore Committee (called Tarapore Committee
II) on CAL was set up in March 2006 and a report was made public at the
end of July 2006. It recommended a phased increase in the ceilings on
outward transfer of resources by the different types of investors. More-
over, this report proposed the roadmap for capital account convertibility
(CAC), which will be briefly discussed in this section.

Like the previous report, the Tarapore Il recommended a three-phased
approach over a five-year period for further CAL in India: 2006-07
(phase 1); 2007-09 (phase 2); 2009-11 (phase 3). As established in Tara-
pore Committee I, the latest report has included further liberalization
of outflows for corporates, Security Exchange Board of India (SEBI) and
individuals.

1. Corporates: these will initially be permitted to invest up to
25 per cent of their net worth in overseas corporates having at least
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10 per cent shareholding in listed Indian corporates and in rated
bonds/fixed income securities. This restriction should be abolished at
the end of phase 1. Banks should maintain the same limits observed
previously in Tarapore I without any changes.

2. SEBI registered Indian investors (including mutual funds): the Tara-
pore II proposed that investors should be allowed to invest from an
overall ceiling of US$ 2 billion to US$ 3 billion in the first phase. An
overall ceiling of US$ 4 billion is expected to be observed in the second
phase and of US$ 5 billion in the third phase.

3. Individuals: the committee changed the annual limits of transfers of
money abroad by individuals. It should be raised to US$ 50 thousand
in the first phase from the existing US$ 25 thousand per annum; to
US$ 100 thousand in the second phase and to US$ 200 thousand in
the third phase. The present rule regarding investments without any
limit in overseas corporates listed on a stock exchange (and having a
shareholding of at least 10 per cent in an Indian company) should be
banned in the context of the large increase in the limits mentioned
above. It is expected the committee will review this scheme in case of
difficulties in managing it.

As was the case with the CAL recommendations made by the Tarapore
Committee in 1997, the 2006 recommendations were made in a context
of positive macroeconomic indicators for the Indian economy. These
include average annual GDP growth of 8.1 per cent in 2005-06; an
annual inflation rate below 5 per cent at the time the Tarapore II was
announced; a debt service ratio of 10.2 for 2005-06, against 25.7 per cent
back in 1995-96. The fiscal deficit as a proportion of the GDP declined
from 8 per cent in 1990-91 to S per cent in 1996-97 and to 4.1 per cent
in 2005-06 (Reserve Bank of India, 2000; Reserve Bank of India, 2006).

While the Indian government claims to have made significant efforts at
fiscal consolidation and fiscal transparency, some weaknesses still exist.
The domestic liabilities of the central government as a percentage of GDP
grew from 45.4 per cent in 1996-97 to 60.3 per cent in 2005-06.

The committee’s report also suggests a road map for Fuller Capital
Account Convertibility (FCAC) — which does not necessarily mean zero
capital restrictions. The report addresses some important implications
of FCAC for monetary and exchange rate management, the financial
system, and for fiscal revenues and fiscal deficit of both the central gov-
ernment and Indian states. It also addresses the need for strengthening
the financial sector, which is still not sufficiently developed in India.

In view of such weaknesses, the Tarapore Committee II indicates
that there is a need to set out a broad framework for designing the
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sequencing and timing of further capital account liberalization. For this
purpose, the report believes it is important that India meets certain pre-
conditions. These are: reducing the fiscal deficit to 3 per cent of GDP by
31 March, 2009;'¢ bringing inflation rates down towards international
levels; setting out the objectives of monetary policy; restructuring and
strengthening the banking system!” and developing segments of finan-
cial markets like foreign exchange, money and government securities.
In addition, the government should monitor the current account deficit
which increased in 2004-06, after reaching a surplus in the preceding
three years (2001-04); it should maintain the existing band system for
the exchange rate, with a +/— S per cent band around a neutral real
effective exchange rate. However, if the current account deficit persists
beyond 3 per cent of GDP, the exchange rate policy should be reviewed
(see Reserve Bank of India, 2006).

Of all these preconditions, it was once more recognized that the most
important is the need to strengthen the domestic financial system. This
and the large public debt remain as two major sources of vulnerabili-
ties in the Indian economy. These vulnerabilities are still perceived as
major obstacles to a successful CAL or to a FCAC as intended by the gov-
ernment. Particularly in regard to the financial sector, the committee’s
view is that the Indian banking system is weak and fragmented, which
cannot co-exist with an opened and liberalized system. In addition, a
gradual increase in the presence of foreign banks is expected after 2009,
thereby contributing to exposing domestic banks to intense competition
from large global banks.

In sum, the Tarapore II report has proposed further liberalization steps
regarding capital outflows by granting corporates in particular more free-
dom to invest abroad.'® However, there are still some concerns related to
the liberalization of outflows especially for individuals because of fears of
waves of capital flight. Reflecting this, the increase of the limits for indi-
viduals’ investments abroad has been moderate. For some analysts this
however appears to be a move backwards, if one takes the recommen-
dations of Tarapore I as a benchmark. What the Indian resident may be
allowed to transfer abroad by 2008/09, that is US$ 100 thousand, was in
fact supposed to be reached fully by 1999/2000 and it is about 30 per cent
less in real terms than was recommended at that time.?

Moving briefly towards the issue of capital account convertibility in
India, the Tarapore II report reflects some doubts related to the alleged
benefits of CAC, which have been intensively debated among academics.
It transpires from the debate that it is still not clear that capital account
convertibility results in rapid growth especially in developing countries.
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It may well be the case that being on the side of caution brings more bene-
fits than costs. Panagariya and Mukerji (2006) offer some reasons why
India should not rush into full convertibility of capital account. First,
they argue that persuasive empirical evidence on the benefits resulting
from full CAC is lacking. On the fiscal side, despite the high average
growth rate during 2003-06, the fiscal deficit will become even higher if
the GDP growth rate turns down after 2006-07. Besides, convertibility
could hurt export growth by causing appreciation of the exchange rate
and by making it more volatile.

For those who are in favour of speeding up the convertibility process,
the adoption of CAC will improve the reforms, especially in the financial
sector. As a result, corporations and individuals will have full access to
the international financial markets, which may bring pressure on the
domestic banks to become more competitive. An additional argument
is that FCAC could reduce the cost of capital which the economy badly
needs to sustain its high growth rates (The Economist, 2006).

Another argument in favour of FCAC is that it could help India turn
into a major financial centre in Asia, which might be possible due to
the country’s high skilled labour force as well as its developed ICT indus-
try. However, as observed by Panagariya and Mukerji (2006), a question
can be raised: how could India, which has a financial sector heavily
dominated by the public sector, be turned into an international finan-
cial centre without privatizing what is still a largely public owned system?
It seems that the Indian government has no intention of promoting a
broad privatization programme for the financial sector; the authorities
may encourage the setting up of new private sector banks instead.

The setting up of two Tarapore committees over the years shows that,
in India, a consultative process preceding a decision-making process pro-
vides in-built mechanisms to ensure prudence; moreover, Tarapore II
indicates that prudence will continue to be the case despite government
intentions to broaden liberalization. Having said that, Tarapore I and
II are reports that endeavour to provide clear guidelines for when and
how to liberalize the capital account, but policy makers are not strictly
bound by it and therefore may have some flexibility in how to conduct
the process.

5.5 Brief comparative analysis

It is interesting to observe the contrasting liberalization experiences
between South Africa, on the one hand, and India and Brazil, on the
other. While South Africa has prioritized liberalization of financial



Table 5.1 Liberalization of financial outflows by residents: limits/restrictions

Institutional investors

Corporates

Individuals

Brazil

India

Investment funds have no
limits to invest abroad;
end-use restrictions.

Pension funds can invest
abroad up to 10% of total
assets; end-use
restrictions.

Aggregate limit of US$ 2
billion per annum set by
Tarapore I. Recommended
by Tarapore II to be
increased to US$ 5 billion
by 2009-11.

This is in practice valid

for investment funds, but
not pension funds or
insurers, which are mainly
public-owned.

Until 2005, investment
through CC-5 accounts
beyond US$ 5 million
required previous
authorization from the
Central Bank. Since
then, transfer can be
made directly, and
restrictions have been
removed.

Need to specify
purpose of transfers.

Restrictive quantitative
limits. Tarapore II
indicates they will be
permitted to invest up to
25% of their net

worth in overseas
companies having at

least 10% shareholding in listed

Indian companies and in
rated bonds/fixed income
securities.

Until 2005, transfers
could be made through
CC-5 accounts. Since
then, transfers can be
made directly, with no
limits.

Need to specify
purpose of transfer.

Current limit of US$ 25
thousand per annum to
be increased to US$ 50
thousand, US$ 100
thousand and US$ 200
thousand by 2006-07,
2007-09 and 2009-11,
as recommended by
Tarapore II.

Existing permission
to invest without
limits in overseas

(48!



South Africa

In 2002, Banks
permitted to invest
up to US$ 25
million.

Pension funds, insurers N/a
and mutual funds

permitted to invest abroad

subject to the aggregate

limit of 15% of total assets

(20% for unit trust

industry).

Limits of up to 5%

of total net inflows in the
previous year (but
removed since 2001,
except for unit trusts,
which still face a higher
limit, of up to 10%).

companies listed on

a stock exchange, and
having a at least 10%
shareholding in an
Indian company
should be banned.

Upper limit of R750
thousand, later increased
to R2 million; they can
also maintain abroad
foreign-earned income.

Residents permitted
to invest in foreign
instruments listed on
South African
exchanges (Bond
Exchange South
Africa and JSE
Securities Exchange
South Africa).

€1l
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outflows by all institutional investors, India and especially Brazil to a
greater extent have liberalized outflows by corporations and individuals.
As regards financial outflows by institutional investors, Brazil and India
have both have maintained some restrictions, including end-use restric-
tion in the case of Brazil. In India, mutual funds face overall upper limits
to investing abroad; while institutional investors such as pension funds
are public-owned investing mainly in domestic assets and the insur-
ance industry is almost totally public-owned, being subject to reforms
involving privatization only very recently.?’

In Brazil, individuals and corporates were fully liberalized at a time
the country was witnessing large capital inflows, and this measure was
not reversed during the periods of international financial instability that
followed. India started to liberalize first financial outflows by corpora-
tions and individuals and investment funds, but this process was set to
be gradual and conditioned on meeting clearly established macroeco-
nomic targets. South Africa has prioritized liberalization for institutional
investors, apparently in response to strong pressures by such investors.
But it has restricted liberalization for corporates and individuals because
of fear that a sudden and large outflow could happen due to lack of
confidence in the country, which could cause strong exchange rate
instability.

As a result of a more cautious approach and as noted earlier, unlike
Brazil, India escaped unscathed from the various financial crises of the
late 1990s. Although South Africa did not suffer a currency crisis like
Brazil, it did witness sharp currency volatility, and its growth perfor-
mance has been for many years rather poor, in part because of the
monetary and fiscal policies pursued in response to the contagion effects
the country suffered from the various financial crises since 1994/95.

Nowadays, all three countries are either signalling or effectively under-
taking further liberalization steps. Brazil has concretely done so in the
recent past, and India is proposing a timetable to further the process. The
arguments backing these new liberalization initiatives are varied, and
include signalling to external investors that the country is committed to
financial liberalization and that it has confidence in its own currency sys-
tem. Moreover, it is recurrently raised the argument that controls over
outflows are largely ineffective and that therefore it is better to create
legal mechanisms for something that already occurs in reality. A related
argument is that maintaining restrictions on outflows when inflows are
largely liberalized in countries with fairly developed financial systems —
the cases of Brazil and South Africa — would only make economic agents
find alternative ways to send financial resources abroad.
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However, the premise that outflows take place anyway regardless of
restrictions is, in our view, exaggerated. It is true that some capital is
sent abroad through illegal means, and that these may achieve large
amounts in periods of heightened uncertainty or in instances where the
country face chronic confidence deficit. But the bulk of national domes-
tic financial capital is held by institutional investors and others who do
not have the flexibility to send resources abroad, are not prepared to take
risks and do not want to face the costs associated with it.

5.6 Conclusions

The experiences with the liberalization of capital outflows show that
these have occurred in diverse ways among the three countries under
analysis.

Brazil took first the step towards liberalizing the capital outflows in
the early 1990s when it granted permission for foreign banks to hold
accounts - in the form of sub-accounts within the CC-5 - in the country,
through which they could purchase dollars in the floating segment of
the foreign exchange market and send these abroad. Still in the first half
of the 1990s, the Brazilian government created another outflow channel
by permitting the acquisition by domestic investors of Brazil’s external
debt via the Fiex. This investment channel was opened to corporations,
individuals and institutional investors. As we highlighted above, these
funds became important instruments through which both individuals
and non-financial corporates could diversify their investment portfolios.
This however did not occur among pension funds and insurers, which
have faced quantitative restrictions to invest abroad.

South Africa was considerably more cautious than Brazil concerning
the liberalization of capital outflows. Starting in 1995 when the country
fully liberalized the capital account for inflows, it kept strong restrictions
for outflows by corporations and individuals, but provided somewhat
greater openness for institutional investors.

India has been among the three countries the one that adopted the
slowest liberalization process for capital outflows. In the 1990s, the
government of India established quantitative limits for outflows by indi-
viduals and corporations. At the same time, overall quantitative limits
have been imposed on SEBI investors. As regards institutional investors,
such as pension funds and insurance corporates, practically no invest-
ments abroad took place, as these are controlled by the State. Overall,
liberalization in India has been linked to meeting macroeconomic pre-
conditions and to the need of a strengthened financial system; these
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factors constituted important elements to explain why liberalization has
been gradual and, in fact, slower than proposed by the Tarapore Com-
mittee. This together with a similarly gradual liberalization for capital
inflows, seem to have contributed to the country’s reduced external
vulnerability.

The Brazilian experience with capital outflows seems to have been
the one that went furthest in the past 15 years or so. Of the three
experiences, Brazil was the only one that suffered currency crises in
the past few years. It seems there is no doubt that rapid and deep
liberalization for capital inflows was among the most important fac-
tors in explaining the country’s external vulnerability which resulted
in the 1999 currency crisis and in the large depreciation of the Real
in the second semester of 2002. However, the large liberalization of
capital outflows by corporations and individuals appears to have con-
tributed to external instability as well, as it permitted such agents to send
resources abroad easily and safely, in response to growing uncertainties
regarding the government’s capacity to defend the exchange rate (in the
second half of 1998) and to honour its financial commitments (during
2002).

In South Africa, a currency crisis has only been averted since liberal-
ization in 1995 despite contagion effects due to the adoption of a fully
flexible exchange rate regime. However, notwithstanding the fact the
country did not suffer a currency crisis in a strict sense, it suffered a great
deal of exchange rate volatility caused by the mobility of capital that
could flow in and out of the country freely due to total liberalization of
capital flows by non-residents.

At present, Brazil, India and South Africa are proposing and/or under-
taking further liberalization steps for capital outflows, which at least for
Brazil and South Africa, is in practical terms the last area to be fully
liberalized. However, the relatively benign international environment
these countries are facing at present may come to an end soon and
abruptly if adjustments to the current global financial imbalances are
not addressed in an organized, co-ordinated fashion. A strong adjust-
ment in the global economy will probably have an immediate effect on
the three countries’ key macroeconomic variables, but the Indian liber-
alization process is the only one that provides safeguards in case that
happens.

The recent past has shown that India and other countries that have
adopted a gradual liberalization approach have escaped full blown crises
and that therefore this approach seems more appropriate for countries
that have not truly achieved macroeconomic stability in a sustainable
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manner, have relatively low levels of domestic savings and whose
financial system is not sufficiently developed.

But even if these conditions are met in Brazil, India and South Africa
in the near future, would full capital account convertibility still be
appropriate?

All three countries are regional powers and, in the case of India, a
world power-house seems to be emerging. They therefore have at least
regional ambitions. South Africa, for example, clearly has the aim of
turning itself into an important international financial centre with a
dominant role in the African continent for the provision of sophisti-
cated financial services. However, all three countries still face striking
levels of poverty, high unemployment rates (especially in South Africa)
and highly unequal income distribution (or not so large in India though
becoming so rapidly). These shortcomings are partly historical, but partly
a by-product of the unbalanced growth these countries are experiencing
at present. Their development challenges are therefore huge. Full CAC
might possibly bring some benefits, though these are very uncertain. It is
more likely, however, that it will just accentuate the existing imbalances
and increase the possibility of future financial crises.

Notes

1. See, inter alia, Fischer and Reisen (1992); Mathieson & Rojas-Suarez (1993);
Eichengreen & Mussa (1998); Rodrik (1998); Radelet & Sachs (1998); Ariyoshi
et al. (2000); Griffith-Jones et al. (2003).

2. Chile’s unremunerated reserve requirements (URR) is a classical example
of the literature on controls to reduce the amount of capital flowing to a
country; and Malaysia’s capital controls has been widely debated as a mech-
anism to stem capital outflows in times of crisis — see, for example, Le Fort
and Lehmann (2000) and Ariyoshi et al. (2000) on Chile’s and Malaysia’s
experiences respectively.

3. These steps included further opening of the domestic capital markets to for-
eign portfolio investment (involving both the stock and derivative markets
and fixed income) following limited opening in 1987, and permission given
to Brazilian companies to issue different types of securities abroad (Prates,
1998).

4. Fiex is the acronym for Fundos de Investimento no Exterior, which we translate

into English as special investment funds abroad. Fundos de Divida Externa can

be translated as External Debt Funds.

See Carta-Circular No 5, of 27 February 1969.

Cartas-Circulares 2.242 of 7 October 1992.

Resolution 1.846 of 29 July 1992 and Carta-Circular 2.242/92.

Information obtained from interviews with foreign banks in Brazil.

PN
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9.
10.
11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

See Circular of the Central Bank of Brazil No 2.111 of 22 September 1994 and
Circular No 2.714 of 28 August 1996.

Interview material.

In the case of DRs, see Resolution No. 1.848 of 10 August 1991, later replaced
with 1.927 of 18 May 1992. In the case of BDRs, see Resolution No. 2.318 of
25 September 1996.

The transfer of blocked funds over 2 million rands for individuals and 4
million rands for families is allowed, provided it pays 10 per cent exit levy.
Dividends and interest payments on these funds are freely transferable abroad
and travel allowances can be augmented if documented (IMF, 2006b).

These inflows have recently been dominated by equity flows and in 2005
included a large foreign direct investment transaction when Barclays Bank
acquired one of the four largest South African banks.

This point is made by Cooper (1998) in his analysis of capital account
convertibility.

Of course, the proposed upper limits for FDI abroad were much higher. For
FDI in the form of joint venture and/or wholly-owned subsidiaries these were
proposed to be raised from US$ 4 million to US$ 50 million per annum. In
the 2002/03 budget, this limit was in fact raised again to US$ 100 million.
The Twelfth Finance Commission (TFC) recommended that the States should
eliminate their revenue deficits by 2008-09 and their fiscal deficits should be
reduced to 3 per cent of GDP.

For achieving this purpose, the Tarapore Committee II recommended some
measures as follows: establishing a single Banking Legislation which, in prac-
tice, will abolish separate frameworks for groups of public sector banks;
decreasing the minimum share of government/RBI in the capital of public
sector banks from 51 per cent to 33 per cent, following the Narasimham
Committee on Banking Sector and Reforms (1998). The committee also rec-
ommended putting on hold the proposed transfer of ownership of SBI (State
Bank of India) from the Reserve Bank of India to government, due to the
necessity of strengthening the capital of banks in the context of Basel II and
FCAC. Finally it proposed to revisit the issue of investments by foreign banks
in Indian banking system. For more details see Report of the Committee on
Fuller Capital Account Convertibility, Reserve Bank of India (2006).

It can be expected that in a full capital account convertibility environment the
existing limits on corporates and individuals’ acquisitions of financial assets
and other capital assets abroad will be banned. This will probably be posi-
tively appraised especially by companies that intend to leverage acquisitions
overseas broadening their position in the global market.

This point was made by Surjit S. Bhalla, who is a member of the Tarapore
Committee. See Bhalla (2006).

Interview material.
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6

Financial Liberalization in Brazil
and Argentina

Fernando ]. Cardim de Carvalho

6.1 Introduction

Debating the results of financial liberalization processes in countries like
Brazil or Argentina is not an easy task. Except in the improbable world of
textbooks, a financial liberalization process rarely comes alone. Practic-
ally everywhere, it was implemented as an element of a much wider
liberalization strategy that touched a large numbers of sectors of the
economy more or less simultaneously. Its effects are hard to isolate from
the impacts caused by other liberalization processes or even from the
general change in world view that gave it its initial push. In addition, as
Stallings and Studart (2006) warn us, the concept usually conflates two
different, although to some extent interdependent, processes. On the
one hand, a large part of the literature takes it to mean the process of
domestic financial liberalization through which the burden of regulation
over domestic financial institutions and markets is alleviated. Ceilings on
interest rates are eliminated, forced market segmentation is attenuated,
strict rules of behaviour for institutions are softened or have their nature
transformed, financial supervisors as well as monetary policy makers
adopt market-friendly instruments to implement decisions. All these
changes are elements of the liberal approach according to which gov-
ernment policy has to act through incentives to desired private action,
not through proscription of undesired behaviours.

But a second process usually accompanies domestic liberalization
albeit obeying a different logic: external financial liberalization or cap-
ital account liberalization. In this case, obstacles to the free circulation
of financial flows into and out of the country are totally or partially
removed, moving towards what the IMF calls capital account convert-
ibility. Capital and/or exchange controls are dismantled so that private
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agents can freely decide the currency in which they prefer to hold their
assets.

With the exception of Chile, which began liberalizing its economy
right after the 1973 military coup, most middle-income countries in
Latin America initiated a liberalization process in the aftermath of the
debt crisis of the early 1980s. Although external pressures were certainly
not the only factors to explain the engagement of these countries in the
liberalization processes, one cannot neglect the fact that the IMF played
an important role in the protracted process whereby a solution for the
debt crisis was worked out and that that institution pushed strongly for
capital account liberalization, at least until the Asian crises of the late
1990s. Be that as it may, the choice of the liberalization path has shown
itself to be surprisingly durable. Deep crises in the 1990s and the election
of left-leaning leaders all over the region have not substantially thwarted
these countries from the liberal path nor have they reversed some or most
of the major characteristics of the financial regimes created in the liberal-
ization process. The resilience of liberal choices in view of the problems
the economies of Argentina and Brazil went through in the 1990s and
2000s is a puzzle that demands careful investigation. We certainly do
not aspire to explain this resilience in this chapter but we want to try to
speculate about some of its possible causes.

Domestic and external financial liberalization respond to different
stimuli and address different difficulties and either one of the two can
certainly go a long way without the other. In the cases of Brazil and
Argentina, however, as in many others, they developed more or less
simultaneously, in part as elements of a long-term stabilization pro-
gramme, but also because of another common cause: the identification
of previous modes of state intervention with the authoritarianism of
military regimes that reigned in the region between the 1960s and the
1980s.

Financial liberalization, at its dawn, fed great expectations that these
economies would be able to unleash their entrepreneurial energies and
reach a sustained high growth path supported by external savings. In
this chapter we will try to examine the extent to which these expec-
tations were confirmed or disappointed. To do so, we begin, in the
next section, by examining what was expected from financial liberal-
ization, domestic and external. Section 6.3 will summarily describe the
main steps in the financial liberalization process undergone by Brazil and
Argentina. Section 6.4 supplies statistical information to help evaluate
how far financial liberalization was successful in fulfilling the hopes it
generated. Section 6.5 concludes the chapter.
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6.2 Reasons for financial liberalization

Theoretically, domestic financial liberalization is defended to combat
financial repression and the problems it creates. Financial repression
manifests itself mostly in the form of negative (or below equilibrium)
real interest rates causing households to avoid saving and atrophying
financial intermediaries. Societies where financial repression prevails,
therefore, should exhibit low savings, low financial intermediation, with
undeveloped banking systems and shallow, if any, capital markets.!
Liberalization means first and foremost to liberalize interest rate forma-
tion. As a result, in the aftermath of liberalization interest rates should
increase. However, this should not penalize investments. Under finan-
cial repression, investments would be stimulated by low interest rates
but could not materialize because there would be insufficient finance to
support them. In fact, some of these desired investments would represent
potential overinvestment, since they would only be justified by interest
rates that were unsustainably low. When these rates increase, after liber-
alization, some of the investment plans will be sacrificed, but these are
the investments that should be cut anyway. In contrast, those invest-
ments that should be realized, because their rate of return would equal
the rate of discount of future consumption with respect to present con-
sumption, would find the necessary saving available in the financial
system.

Therefore, one should find that ending domestic financial repression
would increase savings and investment, and at the same time it would
also improve the efficiency of the financial system, with more diver-
sification and financial deepening.? Welfare should increase, even if
the economy as a whole did not grow, because a better, more diversi-
fied financial system would allocate resources more efficiently between
present and future consumption. Of course, one should expect that
higher investments would bring about higher income growth rates.

External financial liberalization should also stimulate financial diversi-
fication and deepening. Its impact on interest rates, however, should be
the opposite of domestic liberalization, at least in developing countries.
While domestic liberalization would increase domestic interest rates,
external liberalization should reduce them. Ceteris paribus, dismantling
the obstacles to the free circulation of financial flows would allow capital
to flow from countries where it is abundant (and therefore earns a low
rate of return) to those where it is scarce (and therefore enjoys higher
rates of return).? The increasing supply of financial capital in developing
countries should thus reduce domestic interest rates, by reducing local
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scarcity of capital. If liberalization of capital flows is accompanied by
liberalization of entry of foreign financial institutions, it is also expected
that banks and other intermediaries from developed countries would
upgrade the operation of local financial markets in developing countries.
Foreign banks are supposed to bring to developing countries better tech-
nologies, better operational practices and better risk analysis systems. In
addition, it was usually said that a large presence of foreign banks in a
developing country would reduce its vulnerability to financial distress
because the local subsidiaries could always appeal to the deep pockets of
their headquarters.*

In sum, the standard arguments in favour of full, domestic and exter-
nal, liberalization included greater efficiency of the financial system,
with greater financial deepening and diversification, stronger induce-
ments to save and, thus, to finance investments, greater supply of capital
and less external vulnerability. A welcome by-product of financial liber-
alization was supposed to be the imposition of tougher market discipline
on governments that are always assumed to be short-sighted and willing
to sacrifice long-term permanent gains to short-term temporary bene-
fits. Governments and democratic methods are always suspicious in the
eyes of orthodox economic theory. When one is dealing with developing
countries, the situation is automatically assumed to be worse, so tougher
market discipline would represent a greater gain for developing than for
developed countries. Therefore, the enthusiasts of financial liberaliza-
tion would not lament the loss of government autonomy that would
result from the process: quite the opposite.

This kind of reasoning helped to anchor the financial liberalization
process in the attempts to eliminate the high inflation regimes that lasted
more than 20 years in Brazil and Argentina. For those who believed that
inflation resulted from continuing irresponsible and short-sighted policy
making, financial markets discipline would help to control governments
once the pace of price increase was broken. In fact, the assumption
that governments are inherently inflationary helped to influence the
sentiment of the population in favour of liberalization.

There were additional reasons for Brazilians and Argentineans to
expect a positive role for financial liberalization. In the mid-1980s when
liberalization was initiated both countries had for some time already been
going through a period of stagnation and high inflation attributed by lib-
eral critics to the state-intensive import substitution process developed in
the postwar period. Policymaking was characterized as chaotic, incom-
petent and corrupt. Governments were not just unable to control the
main scourge of these societies, high and accelerating inflation, their
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decisions were also seen as actually causing crises, culminating with the
bankruptcy of the two countries in the early 1980s.

Finally, another association was made in the period that was to work
as a powerful lever in favour of liberalization. In the minds of a large frac-
tion of the population, state interventionism came to be associated with
military authoritarianism. It was a great victory for liberal ideologues
that the defeat of the military regimes in the region and the restor-
ation of political democracy came also to be identified with economic
liberalization.

In sum, the shift toward liberalization was motivated at the very least as
much by high expectations as to the ability of private agents to respond
to the challenges placed by a freer market economy as it was by the dis-
illusionment with the performance of government. This disillusionment
was a particularly strong element in persuading the population to accept
a large privatization initiative in the 1990s. State-owned companies were
seen as dominated by special interests, squandering public resources to
the benefit of a few crony capitalists and other minor and less than legit-
imate interests.> It helped liberal critics that many of these companies
were effectively unable to offer the expected services, as was the case most
visibly with the telecommunications companies in Brazil.® Even though
not all state firms were in the same situation, the state control of firms
had few defenders in the 1990s, let alone the nationalization of new ones.

6.3 The process of financial liberalization

Financial liberalization proceeded along parallel lines in Brazil and
Argentina. Argentina, however, led the process in time and rooted it
more deeply in the institutional structure of its economy than Brazil.

6.3.1 Argentina

The landmark of financial liberalization in Argentina was the Finan-
cial Entities Law of 1977 (Studart and Hermann, n.d.). This piece of
legislation allowed the formation of universal banks, stimulating the
formation of financial conglomerates. At the same time, the authorities
gave incentives to increase the degree of concentration in the industry. It
was expected that taking advantage of scale and scope economies would
lead financial institutions to operate more efficiently, reducing the cost
of capital to borrowers.

Argentina had embarked earlier in a process of external financial open-
ing, conducted by Finance Minister Martinez de Oz during the military
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regime. Both liberalization processes were interwoven through the pass-
ing of legislation allowing domestic banks to seek resources with foreign
investors. Accordingly, a second step in the process was the authoriza-
tion, given in December 1978, for Argentinean banks to accept deposits
by non-residents denominated in foreign currencies, as long as these
resources remained in the country for at least one year. This latter require-
ment was gradually abandoned though, until it disappeared in 1979.

As is well known, this experiment with liberalization, and particularly
with external financial liberalization ended in a large wave of capital
flight and a huge crisis at the beginning of the 1980s. To this day the
name of Martinez de Oz is associated in Argentina with the idea of irre-
sponsible, possibly corrupt, policies of financial opening, capital flight
and balance of payments crises. Martinazo became the Argentinean word
for a balance of payments crisis induced by wrong-headed liberalization
policies.

President Carlos Menem launched a new liberal offensive, after polit-
ical democracy was restored, beginning in the late 1980s. Domestic and
external liberalization were now elements of an explicit strategy to fight
inflation which, after two hyperinflationary episodes, had become then
by far the foremost economic problem for Argentinean society. Studart
and Hermann (n.d.) listed the main initiatives in this offensive:

® In August 1989, an Economic Emergency Law was passed according
to which foreign direct investment would enjoy the same legal status
recognized to domestic investment.

® Alsoin August 1989, a State Reform Law determined ways and rules for
the privatization of public companies, including national and provin-
cial banks, and conceding stimuli for the participation of foreign
investors in the process.

® In July 1989, and again in March 1991, the Central Bank defined
norms regulating deposit-taking and loan-making activities in US
dollars by Argentinean banks.

® In December 1989, and again in April 1991, the Central Bank issued
instructions liberalizing exchange market operations.

® In November 1991, the Deregulating Securities Markets Decree elim-
inated taxes and other restrictions on securities transactions.

® In September 1992, a new statute was adopted by the Central Bank,
giving it independence and practically eliminating its role as lender
of last resort.

® In 1994, decree 146 extended national treatment to foreign financial
institutions.
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Most of these measures, plus the permission for foreign financial institu-
tions to freely enter the domestic market, were taken under the umbrella
of the Cavallo stabilization plan, that created a quasi-currency board”
and reduced inflation drastically in a short period of time. In fact, both
sets of measures, the monetary reform and the domestic and external
financial liberalization were largely seen as elements of the same strategy.

The tequila crisis of 1995 led to some new initiatives directed at increas-
ing the resilience of the financial system in the absence of lender of last
resort facilities. A facility to fund recapitalization of problem banks or to
finance the purchase of problem banks by healthy ones was created in
March 1995. In May, a Deposit Guarantee Fund, funded by banks them-
selves, was constituted, and the main clauses of the 1988 Basle Accord
and its 1996 amendment were adopted. In addition, the Argentinean
government negotiated with international banks the pre-establishment
of credit lines in foreign currency to be used in emergency situations to
allow the central bank to act as a lender of last resort without violating
the currency board rules.

Itis worth noting that, besides financial liberalization, the Argentinean
government implemented a far-reaching privatization programme, sell-
ing practically everything, from the Post Office to the national airline,
from banks to electric power generators. The liberal programme was
sustained until the 2001 crisis.

6.3.2 Brazil

Financial liberalization in Brazil basically began with a banking reform
in 1988. The reform itself represented little more than giving the gov-
ernment’s blessing to changes that had been going on in the banking
sector for quite a while. Officially, the financial sector was organized in
1988 as it was structured by the 1964 and 1965 reforms. Law segmented
financial markets and financial institutions were constrained to operate
only in a given segment or a small set of segments. The financial reform
act of 1965 was largely inspired by the Glass/Steagal Act, which imposed
segmentation and functional specialization in the United States. In the
Brazilian case, however, many loopholes in the financial laws ended up
allowing financial institutions to conglomerate and form universal banks
all but in name. The 1988 reform just recognized this reality, allowing
financial institutions to diversify and to organize themselves as universal
banks (locally called multiple banks). The reforms also freed most interest
rates and rationalized the monetary system by breaking the connections
between Banco do Brasil (a federally-owned commercial bank) and the
Central Bank that in practice allowed the former to literally create money.
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In that time, under the first civilian administration after 21 years of
military dictatorship, the notion of privatization was being tentatively
advanced in the political arena. As it was (and still is) typical of Brazil,
no ideological arguments were proposed to defend it. In fact, privatiza-
tion was being proposed for pragmatic reasons: under high inflation,
real government tax revenues were being eaten by the rapid rise in
prices. The federal government was on the verge of bankruptcy and was
thus unable to make the necessary investments in the sectors it con-
trolled, such as telecommunications, railways, power generation, and
so on. Privatization was not proposed because of an alleged superior
entrepreneurial ability of private investors but because it would allow
those sectors to survive the bankruptcy of the state.

The overall picture was also important in understanding the impact of
financial liberalization. Inflation in Brazil had not destroyed the domes-
tic financial system, quite the contrary. However, since the mid-1980s,
domestic financial institutions (banks being by far the most important
type of institution) were mostly dedicated to treasury operations with
public debt. At the same time, banks’ customers demanded more and
more agile payments systems to deal with accelerating inflation. Domes-
tic banks, private and public, were able to respond to these demands,
developing very advanced payments systems technologies.

The permission to organize as universal banks allowed former com-
mercial banks to develop their securities trading activities. Non-bank
financial institutions, on the other hand, transformed themselves into
universal banks in order to receive demand deposits to be able to partici-
pate in the public securities primary markets as well as to have access
to liquidity finance in the interbank market and from the central bank.
In other words, in a situation where dealing with public securities was
practically the only business that was safe and profitable, universal banks
were created not exactly to allow diversification of existing institutions
into new lines of business. What the reform did was to increase the
number of potential participants in the market for public debt. This was
not an accident, since guaranteeing the existence of a permanent mar-
ket for public securities was a major goal of the authorities running a
government starved of tax revenues.

The point just made is, in fact, more general. It is an important feature
of Brazilian political culture that few decisions are ever made because of
ideological reasons. Even major choices, such as those pertaining to the
role of the state in the economy, can be better understood as expedients
to solve short, or medium, term problems than as the result of a firm
commitment to a strategic view. A telling example of the validity of
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this proposition relates to the opening of the Brazilian domestic banking
market to foreign banks.®

In 1995, in the aftermath of the Real Stabilization Plan,® the Brazilian
banking sector was subjected to strong pressures. Banks were adapted
to the high inflation regime and to giving priority to treasury opera-
tions. As a result, all the leading banks had a large network of branches
spread throughout the country in order to capture as many deposits as
possible in order to finance the purchase of public securities and receive
the large remuneration offered by these assets. ‘Inflation revenues’ gen-
erated by the payment of generous overnight interest rates on banks’
securities portfolios represented more than 40 per cent of banks’ rev-
enues before the Real Plan. After stabilization, with the pace of price
increases falling dramatically, banks expected that the buyers’ market for
public securities would quickly disappear. They had to shift their strate-
gic focus to supplying credit to the private sector to remain profitable.
However, without many skills in this area and under the high inter-
est rates that were maintained as part of the effort to control inflation,
many banks quickly ran into problems in 1995. After two among the
ten largest private banks had to be put under intervention, with a third
under serious threat, the risk of a large-scale banking crisis was real. The
monetary authorities decided then to create a programme to finance,
under very generous terms, the absorption of problem banks by healthy
ones, known by the acronym PROER. It was also decided to stimulate
mergers and acquisitions to strengthen the remaining banks.

It was in this general picture that the decision was made to allow new
foreign banks to enter the domestic market. This decision was taken to
avoid having the largest domestic banks taking over the weak ones and
increasing the already significant degree of concentration to unaccept-
able levels. The domestic market, however, was never really opened,
though. Foreign banks had to obtain specific authorizations from the
authorities and these authorizations were only conceded while there was
the need to guarantee the stability of the banking system. From 1997 on,
when the distress had already dissipated, no new authorizations were
issued.

This episode dramatically illustrates the difference in approaches
to financial liberalization that characterized the Argentinean and the
Brazilian cases. Argentina made a bet on liberalization to overcome the
persistent difficulties that prevented the country to control inflation and
recover its ability to grow. Liberalizing reforms were deep and wide.
Brazil never committed to liberalization to the same extent. Most of
the reforms, including privatization and financial liberalization, were
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implemented because (and to the extent that) they could solve some
problem at some point in time. Once the problem was solved, the pro-
grammes were interrupted. A telling example relates to the financial
sector itself. Privatization of public banks owned by state governments
was strongly stimulated because such banks created difficulties for the
federal government. They lent money to governments, and when these
loans didn’t perform, the central bank had to extend credit lines to
the banks to avoid distressing the banking market. Thus, state banks
prevented both fiscal and monetary policies from being effectively run
by the federal government. For this reason, almost all banks owned
by the states were privatized. However, no federal bank was privatized
or was even considered for privatization. Not even President Cardoso’s
conservative administrations went that far.!%

A significant exception to the proposed rule about the unimportance
of ideology in Brazilian policy-making, however, relates to external
financial liberalization. Until the 1970s, Brazil maintained extensive
capital controls, over both in and outflows. Controls over capital
inflows were imposed on an on-and-off basis, whenever excess liquid-
ity prevailed in international financial markets. Controls on outflows
by residents were permanent. In 1996, they were weakened by an
arguably illegal initiative of the Central Bank.!! Since then controls on
outflows have been continuously weakened being nowadays practically
ineffective.!?

Dismantling capital controls did not respond to any particular emer-
gency demand but it obviously agreed with very definite interests of
financial investors, a social group that was strengthened in the 1990s
and 2000s by the policies of Presidents Cardoso and Lula. The process of
capital account liberalization in fact is still moving forward under specific
pressures of investors, exporters, banks, and so on.

Many institutional reforms were introduced in the 1990s and 2000s to
stimulate growth and diversification in the financial sector. In particu-
lar, initiatives to support growth of capital markets abounded although
their efficacy was always very low because of the negative impact of the
high interest rates paid by the federal government on its debt. A new
electronic payment system among banks was introduced to improve sys-
temic safety. Specific legal provisions stimulated securitization processes.
The 1988 Basle agreement was introduced in the country in 1994, and
there is already a chronogram to introduce Basle II until 2011. An active
process of reform has been unfolding but it is not clear if it should be
construed as financial liberalization as such. Of course, they are market
friendly reforms but it is unclear the extent to which they really alter
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the balance between state activities and private activities as conceived
by liberalization proponents.

6.3.3 The present state of financial liberalization

Around the turn of the millennium, Brazil and Argentina parted ways.
Argentina, which had committed herself to a radical process of liberal-
ization, suffered a catastrophic crisis at the end of 2001. The crisis led to
a steep fall in GDP and to deep political instability. A measure of control
was recovered with the implementation of exceptional policy measures,
such as the ‘corralito’, which interrupted a bank run by forcing banks
to stay closed or to make only low value operations. The imposition of
controls on bank activities served also as capital controls, since the pub-
lic could not access their cash balances to move resources away from
Argentina. Most importantly, the Argentinean government decided to
default on its debt and opened a process of renegotiation of its terms.

By 2003 the Argentinean economy began a process of recovery which
turned into a growth process that has been proceeding at ‘Chinese’ rates.
Some of the liberalizing reforms of the 1990s have been rolled back.
Presently, controls on capital inflows are in force and the authorities
monitor capital outflows.!® As a consequence of the restructuring of
public debt, the Central Bank has been able to maintain low interest
rates. At the same time, the currency board of the 1990s was replaced
by a dirty floating exchange rates regime through which exchange rate
overvaluation has been successfully prevented. As a result, Argentina
is experiencing its fourth year of intense growth, with consumption,
investment and exports growing at high rates.

Brazil, on the other hand, was spared a crisis of Argentinean mag-
nitude but this does not mean that liberalization has been costless. The
exchange regime was changed in 1999 to a floating exchange rate regime,
with eventual interventions by the Central Bank. The permanence of
the public debt overhang contributes to keeping interest rates too high
to allow private investments to grow. At the same time, servicing public
debt strangles the ability of the government to invest. With low levels of
private and public investment, growth rates have been among the lowest
among emerging economies.

The World Bank calculates a financial liberalization index that tries
to capture the direction and intensity of liberalization processes among
member countries. The index is broken down into three components:
domestic financial liberalization, capital account liberalization and stock
market liberalization. Figures 6.1 and 6.2 show the evolution of these
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indices for Argentina and Brazil, respectively, since 1990. The values
of the index range from 1 to 3 (3 meaning complete liberalization). One
can see from Figure 6.1 that Argentina, after experimenting with a radical
liberalization process, retracted to a more controlled environment with
the crisis of the early 2000s. Brazil, on the other hand, moved more
slowly toward liberalization, reaching the highest possible value by the
end of the period.

The series was interrupted in 2002, so we cannot follow the indices
after that year. It is at the very least intriguing, in any case, that growth
has accelerated in Argentina after she significantly moved away from full
liberalization (at least as measured by the World Bank), while Brazil has
been unable to grow more rapidly while fully liberalizing its financial
system.
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6.4 An evaluation

As was pointed out in the introduction, it is extremely difficult to make
a precise evaluation of the results of the financial liberalization process
because, in the case of both Argentina and Brazil, it was enmeshed in
at least two larger movements: the overall process of economic liberal-
ization inspired by a rejection of the activist state of the past; and the
fight for price stabilization. Many steps on the way to liberalization were
actually taken because of these other concerns. But, in the same sense,
liberalization processes may have been cut short because of concerns
with other sectors of the economy or because liberalization, at least in
the Brazilian case, was rarely a goal in itself but an instrument to reach
something else.

If we take the two most important macroeconomic variables, out-
put and prices, the results of the liberalization process are certainly
ambiguous. The fight against inflation was extremely successful in both
countries (see Table 6.1). Not only the process of ever-accelerating infla-
tion was broken but, in fact, price stability has been very resilient,
resisting important pressures, particularly supply shocks. The price stabil-
ization process was so successful that we cannot in the same figure draw
the trajectory of prices or of rates of growth of prices before and after the
1991 stabilization plan in Argentina and the 1994 plan in Brazil.

The output criterion, on the other hand, has been more than just
disappointing. Economic growth in Brazil has been less than mediocre
even if we only consider the post debt-crisis years, after the late 1980s.
In particular, if we contrast the liberal years since the 1990s with the

Table 6.1 Inflation rates in Argentina and Brazil
Annual rates of change in consumer prices (%)

Year Argentina Brazil
1995 1.6 22.4
1996 0.1 9.6
1997 0.3 5.2
1998 0.7 1.7
1999 -1.8 8.9
2000 -0.7 6
2001 -1.5 7.7
2002 41 12.5
2003 3.7 9.3

Source: CEPAL data base.
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preceding period, as shown in Figure 6.3, the poverty of the liberal alter-
native is even more visible. Argentina, on the other hand, has followed
a path that was even more volatile. Figure 6.4 shows, however, that the
liberal 1990s were also disappointing. Price stabilization in 1991 appar-
ently gave a strong push forward to the Argentinean economy, but this
push was strongly helped by the overvaluation of the Brazilian currency
and did not survive the devaluation of the Brazilian real in 1999. It was
only after the 2001 crisis, when many of the liberal reforms were rolled
back that Argentina reached very high rates of growth.

Of course, we cannot attribute either the success in the fight against
inflation or the failure to revive growth to financial liberalization alone.
Monetary policies, exchange rate regimes, and fiscal policies adopted
under duress (first with the debt crisis of the early 1980s and the tutorship
of the IMF in the years that followed, later under the crises of the 1990s)
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certainly contributed decisively for both positive and negative results.
Trade opening was also a decisive element to keep prices down but also
to push towards deindustrialization in both countries. But financial lib-
eralization, particularly in relation to the capital account of the balance
of payments, was a central element of the price stabilization strategy of
the 1990s at the price of intensifying output volatility in the period. On
the other hand, the hopes that financial liberalization would stimulate
investment and growth were widely dashed. Investment as a fraction of
GDP remained low during all the relevant period in both countries, as is
shown in Table 6.2.

Foreign savings, defined as the current account deficit in the balance
of payments did grow in both countries in the 1990s (see Table 6.3). Far
from having the positive effect on growth expected by the conventional
theory, though, the capital inflows necessary to cover current account
deficits led to an accumulation of foreign debt that was a strong factor in
the exchange crises suffered by both countries by the end of the decade.

Proponents of financial liberalization also expected an increase in the
supply of credit to the private sector and an increase in financial deep-
ening. The supply of credit did grow in the period, although it started
from very low levels (see Table 6.4). As a result, after more than a decade
of price stabilization, financial deepening indicators in both countries
still exhibit below-average numbers (Figure 6.5).

One should also point out that financial liberalization, domestic and
external, did not reduce the vulnerability to bank crises. In particular,
the expected effect of an increasing participation of foreign banks in
domestic markets, that is, that international banks would support their

Table 6.2 Investment/GDP ratio

Year Argentina Brazil
1995 18.5 22.3
1996 19.6 20.9
1997 20.9 21.5
1998 21 21.1
1999 17.9 20.2
2000 17.5 21.5
2001 15.6 21.2
2002 10.8 19.8
2003 14.2 20.1

Source: CEPAL database.
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Table 6.3 Foreign savings and gross foreign debt
As shares of GDP (%)

Year Argentina Brazil

Foreign saving Foreign debt Foreign saving Foreign debt

1995 2 38.2 2.8 23.5
1996 2.5 40.6 3.1 24.1
1997 4.2 42.7 4.1 25.8
1998 4.9 47.5 4.3 32

1999 4.2 51.2 4.7 45

2000 3.2 S1.5 4.2 39.2
2001 1.7 52.2 4.5 44.5
2002 —8.7 131.5 1.1 49.4
2003 -5.7 112.2 -0.8 47.8

Source: CEPAL data base.

Table 6.4 Credit supply in Argentina and Brazil
Total credit supply directed to the private sector

Year Argentina* Brazil**
1990 10.753 4.493
1991 22.770 25.737
1992 35.005 431.107
1993 43.244 13.570
1994 52.029 179.705
1995 51.505 226.475
1996 54.939 236.488
1997 64.234 266.642
1998 72.206 311.725
1999 70.578 331.922
2000 67.910 381.941
2001 56.006 410.676

Notes: *Millions of Pesos; **Millions of Reals.
Source: IMF, International Financial Statistics, May 1997, December 2002.

local subsidiaries in moment of crises, was grossly falsified by the Argen-
tinean crisis of 2001. Brazil does not confirm the conventional thesis but
neither can it be cited to disprove it since entry of foreign banks was kept
under strict control.
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Figure 6.5 Total credit supply/GDP ratio

Finally, one has to examine the impact of financial liberalization on the
operation of domestic financial systems. Again, we have to keep in mind
that the financial liberalization process did not happen in a vacuum.
The effect on interest rates, for instance, cannot be examined without
explicitly taking into consideration that liberalization took place during
the implementation of stabilization plans. This adds two complications
to an already complex picture. First, it is extremely difficult to compare
interest rates, and especially real interest rates, before and after liberaliza-
tion given the difficulty of comparing interest rates before and after price
stabilization. Second, high interest rates were instrumental in pushing
inflation down after the adoption of price stabilization plans in 1991 in
Argentina and 1994 in Brazil.

If one turns to operational efficiency, the data are still ambiguous. The
presence of foreign banks in domestic markets should exert pressures
to make domestic banks more efficient and more focused on supply-
ing credit to the private sector. The Brazilian experience amply falsified
these expectations.!> Foreign banks were not instrumental in chan-
ging the mode of operation of domestic banks in Brazil. In fact, the
opposite happened. Foreign banks do not seem to exhibit any partic-
ular advantage or any different behaviour from that exhibited by local
banks. There are some important differences in behaviour between pri-
vate (domestic and foreign) and public banks, but not between domestic
and foreign institutions.

One can always argue, correctly, that these processes take longer than
we are allowing for. Be that as it may, there is still no evidence that, at
least in the Brazilian case, any change of substance will come out of the
entry of foreign banks in local markets.
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6.5 Summary and conclusions

The policy regime built in Argentina during the 1990s crashed down in
late 2001. In Brazil, the liberalization process was already moving slowly
under the conservative Cardoso administration. After Lula’s inaugur-
ation, in 2003, the process slowed down a little further, except for capital
account liberalization, led by the Central Bank. Be that as it may, if one
accepts the measure of liberalization proposed by the World Bank, shown
in Figures 6.1 and 6.2, the financial liberalization process was all but
complete already in 1999.

Financial liberalization was promoted in Argentina and Brazil as part
of an overall attempt to reduce the role of the state in the economy,
which was in itself an element of the attempt to reduce the perceived
influence of the state on the lives of people. The activist state was suc-
cessfully associated with liberal circles close to the military state that
eliminated political as well as economic liberties. Authoritarianism, cor-
ruption and incompetence became widely accepted characteristics of the
activist state, so that economic liberalization came to be seen as a neces-
sary parallel to political liberalization, that is, as equally needed to build
democratic ways of decision-making.

The ideological view of the state as an obstacle to freedom took deeper
roots in Argentina than in Brazil.!® Accordingly, liberalization processes
in general, and financial liberalization in particular, were taken much
further in Argentina than in Brazil. The expectations surrounding finan-
cial liberalization, however, were similar in the two countries. One
expected more efficient financial systems, more savings, more invest-
ment and more growth, all of it with price stability. Price stabilization
was indeed achieved and it has so far proven more durable than even
the more optimistic analysts would have expected when the stabiliza-
tion plans were adopted in the two countries. The expectations related
to investment and growth, however, have been largely disappointed.

It may not be possible to measure the actual impact of financial
liberalization per se on the efficiency and growth capabilities of both
economies. It may very well be the case that financial liberalization
did contribute positively to growth but that these effects were counter-
balanced by the negative influences of contractionary monetary and
fiscal policies, overvalued exchange rates, political instability and so
forth. The available data so far, however, does not warrant such opti-
mism. Financial repression is long gone, although some remnants
remain in the form of, for instance, required destinations of a frac-
tion of the credit supply still practised in Brazil. Capital markets grew
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and diversified but private investors still display a strong resistance to
invest in anything other than short-term public securities. Year after
year growth has been disappointing, even though it is always possible to
find ad hoc explanations for each failure episode. Argentina is growing
strongly, but the country has reneged on many of its liberal reforms.

Currently, there is no significant constituency fighting for a re-
instatement of controls over domestic financial systems (although an
important debate remains about whether capital controls should be
recreated or not). But there is an important school of opinion that sug-
gests that activist states and liberalized financial systems can co-exist if
only adequate ways to decide and implement policies can be found. This
may very well be wishful thinking. But the failure of Brazil in reviving
growth and the recent success of Argentina in recovering from its deep
2001 crisis suggest that this may be the best bet.

Notes

1. A classical, if not original, reference to financial repression is given by Fry
(1988). A presentation and critique of the concept is also given in Studart
(1995), chapter 2.

2. Without financial repression, savings would grow and financial institutions
would compete to capture them, by offering new instruments to fit the
diversity of profiles among savers.

3. Foradiscussion and critique of the expected advantages of external financial
liberalization, see Carvalho and Sicst (2004).

4. ‘A banking system with an internationally diversified asset base is less likely
to be destabilized by adverse domestic conditions and in turn to worsen them
into crises. Domestic branches of foreign banks effectively possess their own
private lender of last resort in the form of the foreign head office, and the
latter has potential access to last-resort lending by the central bank of the
country in which the home office resides, typically one of the mature mar-
kets.” (IMF, 1998, p. 76). Most of these expectations were actually falsified
both by the Argentinean and the Brazilian experience. On Argentina, cf.
Vanoli (2007). On Brazil, see Carvalho (2000) and (2002).

5. In Brazil state companies were usually called ‘jobs cloth-hangers’, meaning
that politicians used them to give favours to their constituents.

6. Home telephones were such rare commodities that taxpayers were supposed
to declare in their income tax returns whether they had one, informing
their market values. Private firms worked as telephone exchanges where tele-
phone lines could be bought and sold at ‘free’ market prices. In fact, buying
a phone line was a normal ‘investment’ opportunity considered by private
investors.

7. See O’Connel (2005).

8. The following paragraphs are based on Carvalho (1998).
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9. Real is the name of the new currency created with the launching of the plan.
10. It is interesting to note that in the 2006 presidential campaign neither the
incumbent President Lula, nor his main opponent from former president
Cardoso’s party, PSDB, proposed further privatizations. The latter, in fact,
stated emphatically that he would not privatize anything, making a point of
appearing in public with badges of Banco do Brazil, the oil company, Petro-
brés, and the National Savings Bank (Caixa Econdmica Federal) stuck to his
shirt.

11. A paper by two former directors of the Brazilian Central Bank practically
admits this much. See Franco and Pinho Neto (2004).

12. For an exhaustive list of measures of liberalization, see Sicsu (2006).

13. I thank Diego Bastourre and Roberto Frenkel for directing me to the Comu-
nicado 48633, dated 10 October, 2006, issued by the Central Bank of the
Argentine Republic, listing the present regulations in force in the exchange
market.

14. Argentina has already moved from a cyclical recovery stage to a growth phase.
In the first quarter of 2006, GDP reached a level 9.2% higher than the pre-
crisis peak reached in the second quarter of 1998. See graph 1 in CEP (2006).
For an examination of the policies that led to Argentina’s recovery and rapid
growth, see Frenkel and Rapetti (2007).

15. See Carvalho (2002).

16. Which may not be an accident given the fact that military regimes in
post-1966 Argentina were much more bloody than those in post-1964
Brazil.
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Capital Controls and Economic
Development in China
Hansjorg Herr

7.1 Introduction

The People’s Republic of China is one of most successful developing
countries in recent decades.! However, it is not a showcase for policies
recommended by mainstream neoclassical thinking and international
institutions, especially the International Monetary Fund (IMF). China
did not follow the policies of the so-called Washington Consensus.?
Showcases for such policies, from Argentina to Mongolia, did not
perform very well. Often China is considered as a very special case
not transferable to other countries. This is not true; other developing
countries can learn from China.

In the second section economic development since the start of reforms
in China is sketched. The third section gives an overview of capital flow
regulations in China. It follows with an empirical analyses of capital
flows in section four and a discussion of the high Chinese official reserves
in section five. Section six evaluates the Chinese development. The last
section raises the question what other countries can learn from China.

7.2 Chinese economic transition

Since economic reforms were introduced in 1978, China has experienced
over 25 years rapid GDP growth of around 9 per cent per year. Growth
in the 1980s was high and slowed down a bit at the end of the decade.
Then it increased again until it was slightly reduced after the Asian crisis
in 1997. In 2002 a new strong growth wave began (see Table 7.1). Taking
one US dollar a day as a measure, China is the country with the biggest
absolute reduction in poverty. This shows that China has not only been
able to bring about overall economic prosperity, but has also reduced
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Table 7.1 Basic macroeconomic data for China 1990-2005

Annual GDP* per Gross capital Final consumption Exports of goods Inflation Overall budget Current account

real GDP capita formation in expenditure in and services rate (CPI)* balance in %  balance in %

growth* growth % of GDP % of GDP in % of GDP of GDP of GDP
1990 3.8 2.3 34.7 62.1 17.5 3.1 n.a 3.1
1991 9.2 7.7 34.8 61.9 19.4 3.4 n.a 3.3
1992 143 12.8 36.2 62.3 19.5 6.4 n.a 1.3
1993 13.5 12.2 43.3 58.2 17.1 14.7 n.a -2.0
1994 128 11.3 41.2 56.9 25.3 24.1 n.a 1.4
1995 10.5 9.3 40.8 56.9 23.9 17.1 n.a 0.2
1996 9.6 8.5 39.6 58.3 21.0 8.3 n.a 0.9
1997 8.8 7.7 38.2 57.0 23.1 2.8 -1.9 3.8
1998 7.8 6.8 37.7 57.7 21.9 -0.8 -3.0 3.3
1999 7.1 6.1 37.7 59.9 22.3 -1.4 —-4.0 1.6
2000 8.0 7.2 36.3 60.1 28.9 0.4 -3.6 1.9
2001 7.5 6.7 38.5 59.1 25.5 0.7 -3.1 1.5
2002 8.3 7.6 40.4 56.6 28.9 -0.8 -3.3 2.8
2003 9.3 8.6 44.4 53.1 34.3 1.2 -2.8 3.2
2004 9.5 8.8 44.9 n.a 40.2 3.9 -1.7 4.2
2005 8.5 8.0 n.a n.a n.a 3.0 n.a 4.1

Note: * GDP in constant local currency or constant USD; change to previous year.
Source: World Bank, World Development Indicators 2005, IMF World Economic Outlook, September 2006.

el
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poverty substantially in spite of the more unequal income distribution
today than at the beginning of the reform period (Priewe and Herr, 2005).

China did not follow a big-bang strategy. Instead, a gradual strategy
of reform was chosen with far-reaching government intervention. For
example, in the sequence of transition, privatization was put at the end
and property rights remained rather unclear. Prices were also liberalized
gradually as well as the foreign trade. International capital flows were
strictly controlled (see section 2). China grew slowly out of the plan
(Naughton, 1994). As one pillar of development state-owned enterprises
stimulated development and were used for keeping investment high and
for industrial policy. As a second pillar small- and medium-sized mar-
ket based enterprises were allowed to grow and were also supported.
In many cases small enterprises were organized as collectives and later
became ordinary private firms. Over the years the share of state-owned
enterprises in producing Chinese GDP became smaller but in industrial
production it is still around 30 per cent.

In looking at the different demand elements it becomes clear that
growth in China is driven by high investment demand. Growth rates
in gross capital formation as well as the proportion of gross capital for-
mation in per cent of GDP have been high (see Table 7.1). During the
high growth in the 1980s foreign direct investment (FDI) was very low.
From the early 1990s on FDI increased sharply and added to investment
demand. However, more important is that part of FDI was a way of
importing technology and management skills and open export chan-
nels. For a developing country inflation rates in China were rather low.
There was an inflationary wave at the end of the 1980s with inflation
rates in two years of nearly 20 per cent. In 1990 inflation was reduced
along with a fall in growth rates. The following strong upswing brought
an inflation rate of over 20 per cent in 1994 - the year with the highest
inflation rate since the start of reforms. The inflation could be reduced
without a drastic fall in GDP growth. After the Asian crisis in 1997, China
fell into mild deflation with lower GDP-growth rates. Expansionary fiscal
policy together with the investment of state-owned enterprise were the
main policy instruments used to stabilize demand and output and to
control deflation. By 2003 deflation had been overcome and growth rates
increased again, leading to a strong economic upswing. This overall good
performance as far as inflation rates and GDP growth is concerned led to
high confidence in the domestic currency, which never eroded as in the
case of many other developing countries. Of course currencies like the
US dollar are more attractive than the renminbi (RMB), but China never
had to fight in a fundamental way against cumulative capital flight and
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dollarization both of which were widespread in many other developing
countries.

Development in China would not have been possible without the
financial system supporting and even pushing investment. The back-
bone of the financial system are the four big state-owned commercial
banks, which up to the present day cover two-thirds of deposit col-
lection and bank credits given. Until the late 1990s there had been a
credit plan with credit ceilings and politically influenced credit allo-
cation. The People’s Bank of China, the central bank, sets deposits
and lending rates and uses moral persuasion to control credit volumes.
The financial system and especially the nexus of state-owned banks
and state-owned enterprises has been the demand-side backbone of the
Chinese economy (Herr and Priewe, 1999). It stimulated permanently
high investment with all of its multiplier effects for the other sectors
of the economy. Due to a high savings rate, large increases in income
led to high savings and not the other way round. There is paramount
evidence that China has managed to create a Schumpeterian-Keynesian
credit-investment-income-creation process which has led to economic
prosperity.3

In 1994 China changed from a system of several exchange rates, which
was typical for planned economies, to a system with only one exchange
rate. Before that year the RMB had been weak and had devalued fre-
quently. In 1994 the official exchange rate was adjusted close to the
black market exchange rate and the RMB was unofficially pegged to the
US dollar allowing only minimal fluctuations around the central rate.*
In spite of depreciation pressures after the Asian Crisis in 1997 and appre-
ciation pressures later on, the RMB-US-dollar peg was kept until July
2005. Then China changed to a managed floating exchange rate system
pegging to a basket of currencies the composition of which was not made
public. Floating was limited to 0.3 per cent around the central rate. The
step led to a 2.1 per cent appreciation and then a permanent further small
appreciation against the US dollar (Federal Reserve Bank of Dallas 2005).
The stable nominal exchange rate anchor vis-a-vis the US dollar plus the
appreciation pressure of the RMB undoubtedly increased the reputation
of the Chinese currency.

China has been integrating into the world economy at top speed. In
1980, it realized one per cent of total world exports. In 2003 (first half
of the year) it reached 5.8 per cent, compared with Germany 9.2 per
cent, Japan 6.4 per cent, NIEs (Hong Kong, Korea, Singapore, Taiwan)
8.8 per cent and the United States 10.4 per cent. China became com-
petitive in low-tech industrial production, but step-by-step increased its
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technological know-how (Rumbaugh and Blancher, 2004). China’s trade
openness (the value of exports and imports divided by GDP) reached 76
per cent in 2004, compared with about 25 per cent in Japan or the USA
or 39 per cent in India, although Malaysia realized 221 per cent in 2004,
Vietnam 142 per cent and Thailand 135 per cent (World Bank 2005). For
a large economy, Chinese openness is high. It is a success because of the
strong link to the international division of labour, but it is also a problem
because it makes development in China dependent on the world market.
This point is even more conspicuous as the less developed parts of the
Chinese economy are largely excluded from the export boom, so eco-
nomic integration into the world market adds to the regional problems
in China.

From the beginning of reforms until the mid-1990s, China realized
an overall balanced current account with a deficit in some years and a
surplus in others. Since the mid-1990s China became one of the big sur-
plus countries in the world. With an estimated current account surplus
of US 184 billion dollars in 2006 China joined the group of countries
with traditionally the largest surpluses in the world: Japan with a sur-
plus of US 167 billion dollars and Germany of US 121 billion dollars.
These figures correspond to an estimated US current account deficit of
869 billion in 2006 (IMF 2006a). China realizes a large proportion of its
surplus vis-a-vis the United States. As Japan and other Asian countries
realize current account surpluses vis-a-vis China, it became a wheel for
trade and a growth locomotive for many Asian countries (Rumbaugh and
Blancher, 2004).

China obviously did not follow a strategy of import-led development.
It never had the aim of attracting net-capital imports to achieve a deficit
in the current account and net resource inflow. It was very reluctant to
take foreign credits as it did not want to become dependent on foreign
creditors including foreign governments and international institutions.
China does not fit the traditional World Bank model (Chenery and
Strout, 1966) based on the assumption that developing countries have a
lack of domestic savings and of a physical capital stock, and that foreign
savings and a deficit in the current account should augment domestic
savings and increase the domestic capital stock. This fact has become
even clearer since the second half of the 1990s when China realized high
current account surpluses (see Table 7.1).

China managed to establish an ideal macroeconomic constellation
for development as it combined high domestic investment with cur-
rent account surpluses, the two growth drivers, with FDI inflows, one
of the technology drivers, and a stable nominal exchange rate, one of
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the drivers to create confidence in the RMB. Such a constellation stimu-
lates domestic demand, avoids foreign indebtedness, relies on a mostly
positive type of capital inflow and at the same time improves the
reputation of the domestic currency. It is clear that without capital
import controls to influence the structure and the volume of capital flow
and central bank interventions such a constellation is difficult to achieve
over a long period of time.

7.3 The capital control regime in China

China used in the past and still uses a comprehensive system of cap-
ital controls. This system is mainly based on administrative approval
and quantitative limitation. Market-based instruments to regulate capital
flows have not been developed as yet (Icard, 2003, p. 20).

Using the IMF country table matrix in the ‘Annual Reports on
Exchange Arrangements and Exchange Restrictions’ (AREAER), the
situation of China’s capital account controls at the end of 2005 is listed
in Table 7.2. According to this table, at the end of 2005 among the 41
categories of cross-border financial transactions defined by the IMF, 27
are partially convertible, 10 are not convertible and four are without
information. The table reveals that China is indeed a country with some
integration in the international financial markets, albeit without a very
high degree of capital account liberalization. The high number of par-
tially open cross-border transactions shows that China is following a
gradual strategy of capital account liberalization. The table also makes
clear that capital account convertibility for non-residents has been real-
ized to alarge extent. On the other hand, many cross-border transactions
in the capital account are prohibited or partly prohibited for residents.

7.3.1 Institutions of control

Controls on cross-border capital flows are imposed by several gov-
ernment departments like the State Development and Planning Com-
mission, the People’s Bank of China, the China Security Regulation
Commission or the Ministry of Commerce (before March 2003, the
Ministry of Foreign Trade and Economic Cooperation, MOFTEC).®
A large administrative body, entitled State Administration of Foreign
Exchange (SAFE), is the key institution, which carries out controls,
enforces the rules and makes discretionary decisions in many areas. The
role and function of SAFE is also to draft policies concerning RMB capital
account convertibility, to oversee statistics on capital and financial trans-
actions and to provide warning signals concerning the external sector.



Table 7.2 Overview of China’s capital account convertibility, end 2005

Capital market
securities

Money market
securities

Collective investment
securities

Shares
Purchase locally
by non-residents

Sale or issue locally
by non-residents
Purchase abroad
by residents

Sale or issue

abroad by
residents

Partially
convertible

Partially
convertible
Partially
convertible

Partially
convertible

Bonds
Purchase locally Partially
by non-residents convertible*
Sale or issue locally Partially
by non-residents convertible**
Purchase abroad Partially
by residents convertible

Sale or issue abroad Partially
by residents convertible

Purchase locally Non-
by non-residents convertible

Sale or issue locally Non-

by non-residents  convertible
Purchase abroad Partially
by residents convertible

Sale or issue abroad Partially
by residents convertible

Purchase locally Non-
by non-residents convertible

Sale or issue locally Non-

by non-residents convertible
Purchase abroad Partially
by residents convertible

Sale or issue abroad Partially
by residents convertible

Derivatives and
other instruments

Real estate

Commercial credits

Financial credits

Purchase locally
by non-residents

Sale or issue locally
by non-residents
Purchase abroad
by residents

Sale or issue
abroad by
residents

Non-conver
tible

Non-
convertible
Partially
convertible

Partially
convertible

Purchase locally Non-

by non-residents convertible
Sale locally by Partially
non-residents convertible
Purchase abroad Non-

by residents convertible

By residents Partially
to non-residents convertible

To residents from  Partially
non-residents convertible

By residents Partially
to non-residents convertible

To residents from  Partially
non-residents convertible




Guarantees, sureties, Direct Personal capital

and financial backup investment transactions
facilities
Loans Gifts, endowments,
inheritance and
legacies
By residents to Partially Outward direct Partially By residents to Non- By residents to Partially
non-residents convertible investment convertible  non-residents convertible  non-residents convertible
To residents Partially Inward direct Partially To residents from Non- To residents from Partially
non-residents convertible  investment convertible  non-residents convertible  non-residents convertible
Personal capital Liquidation of
transactions direct investment

Transfer of Transfer of
assets gambling and

prize earnings
Transfer Partially Transfer Information Of inward direct Partially
abroad by convertible  out not available investment convertible
emigrants
Transfer into Information Transfer in Information Of outward direct ~ Information
the country not available not available investment not available

by immigrants

Notes: * According to the People’s Bank of China public notice No. 28 of 30 April 2005 the Pacific Asian Index Fund (PAIF), which is a qualified foreign
institutional investor, is allowed to transact in the domestic inter-bank bond market with an approved quota of US 0.18 billion dollars.

** According to the Provisional Administrative Rules on International Development Institutions’ Issuance of RMB Bonds on 18 February 2005,
international financial institutions lending or investing for development purposes may issue RMB denominated bonds in China.

Source: IMF Annual Reports on AREAER and People’s Bank of China documents.
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It sets up and carries out rules and regulations to manage and super-
vise cross-border capital and financial transactions and foreign exchange
transactions. SAFE also drafts domestic foreign exchange market manage-
ment regulations; supervises domestic foreign exchange market opera-
tions, initiates and coordinates anti-laundering activities, examines the
execution of foreign exchange management regulation by financial insti-
tutions, and effects punishment to those who violate the regulations.

7.3.2 Current account transactions

At the end of 1996 full current account convertibility was realized. In
spite of this to control cross-border capital flows in a comprehensive
way it is necessary to control current account transactions. Otherwise
exporters for example could keep their revenues abroad and export and
import prices could be declared wrongly to transfer capital.

From 1953 to 1978, under the planned economy, foreign exchange was
monopolized by the state. Import and export were conducted by the state
through designated state-owned companies and were totally controlled.
From 1979 to 1993, a so-called retaining system was implemented. Under
such a system, entities (foreign-funded enterprises excluded) could retain
certain foreign currency revenues in their foreign exchange account.
The ratio was determined by the foreign currency received, according
to different entities and districts, and overall state policy. The remain-
ing foreign exchange receipt had to be sold to the state through the
Bank of China, one of the four big state-owned commercial banks. From
1994 to the present, a system called ‘purchasing and surrendering’ has
been implemented. Under this system, Chinese-funded enterprises or
organizations must change foreign exchange receipts into RMB (except
the foreign exchange receipts which are allowed to be kept in designated
banks). But all foreign currency needed to pay for imports can be bought
from designated banks with effective contracts and commercial docu-
ments, such as a commercial invoice or payment notice. Foreign-funded
enterprises have been incorporated in the purchasing and surrendering
system. For both Chinese and foreign-funded enterprises, there is a limit
to foreign currency accounts, although different for the two types of
enterprises. For instance, to those Chinese-funded enterprises, which
satisfy certain requirements for international trading volume and regis-
tered capital and financial position set by SAFE, the limit is 15 per cent of
the previous year’s import plus export volume. Foreign exchange receipts
within the limit can be kept in the foreign currency account, or sold to
designated banks. For foreign-funded enterprises, the limit is higher.
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7.3.3 Foreign direct investment

In the last 25 years, the Chinese government has gradually eased
restrictions and encouraged inward FDI. Encouragement included set-
ting up special economic zones, preferential tax treatment, preferential
arrangement of land use rights, and the release of profit remittance
requirements, and so on. Now there are no restrictions with regard to
inward FDI except that they follow the industrial guidance for invest-
ment set by the Chinese government. The Chinese government began
to allow and regulate FDI outflows in 1991. FDI outflows at that time
had to be approved by MOFTEC and registered by SAFE. In 2001 the
purchase of foreign exchange was authorized for investment abroad in
strategic foreign projects approved by the State Council, projects that
entail especially imports of natural resources and technology. In 2003
some provinces and regions raised the limits on individual outward direct
investment from US 1 million dollar to US 3 million dollar. Looking at
FDI, Chinais a very open country and much more open than for example
the United States, which shelters a large part of its industry to prevent
military and high-tech knowledge spreading to other countries.®

7.3.4 Cross-border credit relations

Before 1979 external debt in China was prohibited. After 1979 it was
allowed under a national plan and regulations were later frequently
modified. According to these laws, the state manages the country’s
foreign debt completely. The National Development and Reform Com-
mission (before its existence, its predecessor), the Ministry of Finance and
SAFE are in charge of controlling national foreign debt. The National
Development and Reform Commission, together with related authori-
ties, are in charge of setting up a national foreign debt plan, including
the total volume and the structure of debt, based on the situation of the
national economy, social development, balance of payment status, and
national solvency. For this purpose quantitative controls are executed.
Specifically, medium- and long-term foreign credits and annual develop-
ment of external debt are regulated. The allocation of external debt to
industries and regions, as well as arrangements of maturity and currency
denomination of foreign debt is also decided by the commission. For
Chinese-funded organizations, SAFE controls the outstanding balance
of their foreign short-term borrowing, while the National Development
and Reform Commission exercises quota management on medium- and
long-term foreign loans according to the overall national plan.

Loans from international financial organizations and foreign gov-
ernments must be conducted by the state. In particular, the National
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Development and Reform Commission, together with the Ministry of
Finance and other related authorities, set the list of loans, and then the
Ministry of Finance organizes negotiation, signing and transferring to
domestic debtors. Overseas bond issuance by the Ministry of Finance on
behalf of the state requires approval from the State Council, and the scale
must be incorporated into the national foreign debt plan. For foreign
enterprises there are special regulations. For them the sum of foreign
debt should not exceed the gap between the total project investment
and the registered capital. Within the gap, foreign-funded enterprises
are free of any restrictions on raising short-, medium-, and long-term
debt in foreign markets.

All domestic entities including foreign-funded enterprises (except for
the Ministry of Finance overseas bonds issuance) must get approval from
the National Development and Reform Commission, SAFE and the State
Council, if they want to issue bonds in overseas markets. With the estab-
lishment of ‘Qualified Foreign Institutional Investors’ in 2002 foreign
institutions were allowed to take part in the Chinese bond market to a
limited extent.

Capital outflows in the form of credits are also strictly controlled. As
for bonds, only banks authorized by the People’s Bank of China may pur-
chase foreign bonds but must use their own foreign exchange funds and
are not permitted to purchase foreign exchange for this purpose. Con-
cerning derivatives and other instruments, only financial institutions
approved by the People’s Bank of China and those that carry out for-
eign exchange trading operations for their own account or on behalf of
customers are allowed to purchase derivative instruments without prior
SAFE approval.

7.3.5 Cross-border portfolio investment in stocks

China strictly controls portfolio investment in the form of buying and
selling shares. At the end of the 1980s/early 1990s stock markets in China
were opened in Shenzhen and Shanghai. Stocks — so-called A-shares —
could be sold and bought by Chinese citizens and firms in domestic cur-
rency. In 1992 B-shares were offered, providing foreign investors with a
legal channel of investment in China’s equity market. B-shares had to
be bought in foreign currency. Since 27 February 2001, B-shares were
opened to individual Chinese investors. However, like foreigners they
have to use foreign currency to buy shares. Apart from B-shares with the
approval of SAFE, domestic corporations are allowed to issue H-shares in
Hong Kong, N-shares in New York, and S-shares in Singapore. Foreign
portfolio investment in China in shares has been small and was not very



H. Herr 153

attractive for foreigners. This is not surprising. Only state-owned enter-
prises issued shares, only minority ownership was possible, equity was
not well protected, there was insider trading and a lack of transparency,
and so on.

In 2002 there was a further opening of the stock market. Accord-
ing to the ‘Qualified Foreign Institutional Investors Regulation’ overseas
investors were allowed to invest in Chinese A-shares (as well as in bonds
traded).” Foreign funds, insurance companies and other asset manage-
ment institutions have to run through a strict application process to
get investment quotas and are forced to follow a certain settlement
mechanism and reporting process to take part in the Chinese capital
market. Shares held by each ‘qualified foreign institutional investor’
in one listed company should not exceed 10 per cent of the total
outstanding shares of the company; total shares held by all ‘quali-
fied foreign institutional investors’ in one listed company should not
exceed 20 per cent of the total outstanding shares of the company.
The China Securities Regulatory Commission has the right to adjust
the percentage according to the development of the securities market.?
In addition from the same year domestic companies listed overseas
and China-held foreign listed companies have been allowed to sell
shares abroad with prior approval by the China Securities Regulatory
Commission.

Concerning capital outflows, the listing of overseas companies in
the Shanghai or Shenzhen Stock Exchange is not permitted. Individual
residents are forbidden to invest in overseas stock markets. Since 2004
the Chinese government has begun to smooth and enlarge the channels
for capital outflow. Insurance companies are allowed to invest in equities
in overseas securities markets within approved investment quotas. The
establishment of ‘Qualified Domestic Institutional Investors’ will further
stimulate controlled capital outflow in the field of stocks in China in
future.

7.3.6 RMB offshore market

In China there is no relevant offshore currency market, which in many
developing countries played a destabilizing role and has no other func-
tion than to help tax evasion, money laundering and other criminal
activities. Such markets need domestic deposits held by offshore banks
as well as free capital in- and outflow in the form of taking foreign credit
and investing domestic deposits abroad. None of these conditions exist
in China.
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7.3.7 Dollarization

In the past Chinese exporting enterprises have been and still are allowed
to keep part of their export revenues in foreign currency. This is one
of the sources of deposit dollarization in China. Over time regulations
made it easier to hold foreign currency deposits. For example, in 1996
individuals were allowed to hold foreign currency deposits and sell them
to designated banks, and they were allowed to purchase foreign currency
through designated banks within a set limit. Domestic credits in foreign
currency are restricted. In 2002 it was allowed that under certain con-
ditions large and medium-sized domestic state-owned enterprises issue
foreign currency bonds to Chinese investors.

7.4 The empirical development

Not taking into account central bank interventions, FDI flows dominated
net capital flows in China (see Figure 7.1). FDI inflows were small in the
1980s but jumped to high levels after Deng Xiaoping announced the
new opening of China in the early 1990s. Since the mid 1990s net FDI
inflows have been high and stable at a level of around 40 billion US
dollar. Most FDI, more than 40 per cent, over the whole period came
from Hong Kong and the Virgin Islands. Two explanations are possible.
First, there might be substantial legal and illegal ‘round-tripping’ from
mainland China to Hong Kong or the Virgin Islands and back to exploit

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

— — - Net FDI — - - Net portfolio investment
—-—-- Netother investment - - - . Neterrors and omissions

Figure 7.1 Net FDI, portfolio investment, ‘other investment’ and errors and
omissions in US billion dollars 1990-2005 — China
Source: IMF, International Financial Statistics 2006.
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preferential tax treatment, subsidies from local governments, etc. which
do not exist for domestic investment. Taking ‘round-tripping’ into con-
sideration, the actual FDI flows to China may be much smaller than
statistically reported. Secondly, Hong Kong and the Virgin Islands may
be used by investors from Europe, Japan, the United States, Taiwan, etc.
to evade tax payments and other regulations in their home countries.
In contrast to the general assumption most FDI-flows to China did not
come from the industrial centres (United States, Japan, or the European
Union). China, rather, became a host country for FDI from its neighbour-
ing countries. This is the case even if it is assumed that a large part of FDI
from Hong Kong and the Virgin Islands comes from industrial centres.
Most FDI-inflows (from 2000 to 2004, more than 60 per cent) went
into the manufacturing sector and were concentrated in coastal regions.
During the last few years the share of electronics and communication
equipment was increased substantially (Prasad and Wei, 2005).

Not all FDI flows are good. For example, part of FDI-inflows especially
form neighbouring countries went to export-processing involving back-
ward technology and very poor working conditions. FDI-inflows in the
real estate sectors were about 10 per cent of total FDI-inflows during
recent years and added to the real estate bubble which developed in the
coastal regions in China. Last but not least foreign-owned firms were
given many channels to export and import capital.

Although foreign debt transactions were strictly controlled, China did
not fully suppress foreign credits. Until the mid-1990s foreign borrowing
stayed low. Looking at ‘net other investment’, mainly credit relations,
after the Asian crisis in 1997 outflows increased up to US 43 billion dollars
in 1998. Then in 2001 there was a net inflow of around US 17 billion
dollars. The following years’ net flows became low again (see Figure 7.1).
Due to capital controls Chinese foreign debt is relatively low. From 1979
to 1982, the volume of Chinese foreign borrowing was US 10.7 billion
dollars and until 1987 increased only by US 26.5 billion dollars (Tian
2004). In the 1990s foreign debt increased faster and reached according
to SAFE around US 300 billion dollars in September 2006.° Since the
mid-1990s the stock of foreign debt has been around 15 per cent of GDP.
This is less than 50 per cent of the average debt quota of emerging markets
and developing countries.! Compared with the Chinese official reserves
of over US 900 billion dollars in 2006 foreign debt is relatively low.

International net portfolio investment in China has been small. Until
the Asian crises in 1997 it was usually positive. However, after the Asian
crises it turned negative with the highest outflow of nearly US 20 billion
dollars in 2001. Then it became positive again.
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There is no doubt that capital controls in China successfully shaped
the structure of capital flows away from portfolio investment and bank
credits towards FDI. FDI flows clearly dominated legal capital flows in
China. This is a big difference to other developing countries, which
showed much higher percentages of portfolio investment and ‘other
investment’ to aggregate cross-border flows (see Table 7.3). FDI flows
together with portfolio investment in the form of shares have a funda-
mental advantage in that they do not create foreign debt. Foreign debt of
developing countries is always denominated in foreign currency. In such
a case depreciation increases the debt burden of domestic debtors. In a
long list of countries this effect led to twin-crises — a simultaneous cur-
rency and domestic liquidity or even solvency crises. In case of FDI the
exchange rate risk is on the side of the foreign investor. Indeed, China
never had a foreign debt crisis with its disastrous effects.

FDI is not automatically positive for a country but it is usually the most
stable type of capital flow. Portfolio investment is short-term oriented
and increases the volatility of international capital flows. The same is
the case for short-term credit, which also increases the volatility of inter-
national capital flows. Owing to the large share of FDI flows China has
overall a relatively low volatility of international capital flows.!! ‘Net
other investment’ and portfolio investment were not stable in China.
They became negative after the Asian crisis in 1997 when it was expected
that contagion would spread to China and the RMB would devalue sub-
stantially. Then half a decade later appreciation pressure of RMB led to
reducing capital outflows and later to increasing capital inflows.

Capital controls never work perfectly. Thus illegal capital flows, first
among all outflows, in China are not surprising. The explanation can be
found in the motives of portfolio diversification, higher returns abroad,
tax evasion and as a camouflage of criminal activities. As capital con-
trols were comprehensive in the 1980s, illegal capital movements in that
period were very small in China. However, beginning in the early 1990s
with the new wave of opening in China new channels of illegal capital
flows were opened, too. Errors and omissions in the balance of payment
statistics can be taken as a rough indicator of illegal capital flows. In the
first half of the 1990s errors and omissions showed small but increasing
illegal capital outflows. In 1997, the year of the outbreak of the Asian cri-
sis, errors and omissions signalled the highest illegal outflow of around
US 22 billion dollars. However, in per cent of GDP the volume was mod-
erate and far below 0.5 per cent. Later outflows became smaller and in
2003 strong pressure to appreciate the Chinese currency reversed illegal
capital flows and ‘hot’ money was imported illegally (see Figure 7.1).



Table 7.3 FDI, portfolio investment and ‘other investment’ for selected countries 1990-2005
Percentage (%) of total inflows and outflows of the aggregate of the three types of capital flows

Brazil Hong Kong Singapore South Africa Chile Malaysia Russia Argentina China

FDI

1990 19.3 n.a. 65.2 3.7 23.3 81.0 n.a. 16.9 73.7
1991 14.4 n.a. 48.8 14.1 27.9 71.1 n.a. 11.1 48.7
1992 17.0 n.a. 19.8 40.9 29.1 47.2 n.a. 48.4 64.9
1993 8.6 n.a. 20.7 16.6 36.3 35.5 n.a. 6.3 82.2
1994 4.4 n.a. 34.6 28.5 43.0 51.7 3.1 20.5 83.7
1995 16.6 n.a. 39.6 35.2 82.3 49.1 26.8 23.7 84.4
1996 28.7 n.a. 30.4 17.0 59.9 50.7 9.3 28.4 88.7
1997 52.2 n.a. 20.9 23.5 54.3 43.2 15.7 30.9 43.7
1998 42.3 9.6 27.1 10.2 39.4 27.1 13.7 34.7 49.4
1999 53.5 16.8 35.4 11.3 47.8 37.2 22.5 69.1 50.7
2000 65.8 48.6 33.4 15.4 67.3 41.8 14.8 64.5 344
2001 69.5 19.8 66.9 46.4 57.6 15.6 54.9 11.8 52.3
2002 51.9 19.5 25.0 24.5 31.9 39.4 40.3 10.2 74.3
2003 33.6 17.7 19.8 13.6 40.3 36.2 28.5 12.7 53.3
2004 70.9 36.7 31.5 15.9 46.5 21.8 35.5 25.8 49.6
2005 59.0 41.1 23.3 31.9 47.4 39.2 23.5 40.6 39.0
Portfolio investment

1990 7.5 n.a. 18.7 24.0 12.6 8.8 n.a. 12.4 4.0
1991 25.9 n.a. 8.2 31.3 5.6 3.0 n.a. 74.9 8.3
1992 56.8 n.a. 14.0 40.9 10.0 10.2 n.a. 41.2 3.6
1993 65.0 n.a. 32.5 41.3 22.5 5.0 n.a. 66.0 10.9
1994 54.3 n.a. 20.9 52.4 19.8 19.6 0.7 49.9 10.1
1995 29.6 n.a. 15.4 31.8 1.4 5.1 24.5 25.4 1.8
1996 52.6 n.a. 24.3 58.8 14.1 2.7 12.6 48.1 6.3
1997 27.0 n.a. 12.8 60.8 29.1 2.1 35.1 32.0 8.2

(Continued)

LST



Table 7.3 (Continued)

Brazil Hong Kong Singapore South Africa Chile Malaysia Russia Argentina China

1998 24.0 8.7 32.2 72.3 26.8 3.5 22.2 45.4 4.2
1999 6.7 32.1 22.0 69.2 35.3 7.2 8.8 18.2 14.0
2000 19.4 27.5 21.8 67.5 6.8 18.2 33.7 14.7 16.3
2001 4.7 23.3 27.2 35.7 28.9 17.4 8.0 50.3 22.4
2002 13.9 27.9 35.9 28.7 47.5 10.8 26.2 20.6 19.8
2003 17.2 34.0 31.3 10.2 45.2 12.9 7.3 40.5 12.9
2004 12.2 21.7 21.7 66.0 31.0 29.9 10.0 48.4 17.2
2005 28.1 33.8 20.7 30.0 29.4 20.9 10.0 22.5 20.5
Other investment

1990 73.2 n.a. 16.1 72.3 64.2 10.2 n.a. 70.8 22.2
1991 59.7 n.a. 43.0 54.6 66.5 25.8 n.a. 13.9 43.0
1992 26.2 n.a. 66.2 18.2 60.8 42.6 n.a. 10.4 31.5
1993 26.5 n.a. 46.8 42.0 41.2 59.4 n.a. 27.7 6.9
1994 41.4 n.a. 44.5 19.1 37.2 28.7 96.2 29.6 6.3
1995 53.7 n.a. 45.0 33.1 16.3 45.8 48.7 50.9 13.8
1996 18.7 n.a. 45.3 24.2 25.9 46.6 78.1 23.5 5.0
1997 20.8 n.a. 66.3 15.7 16.6 54.8 48.7 37.1 48.2
1998 33.7 81.7 40.7 17.5 33.9 69.4 64.2 19.9 46.5
1999 39.8 51.0 42.6 19.5 16.9 55.6 68.3 12.6 35.3
2000 14.8 23.9 44.7 17.1 25.9 40.0 51.4 20.8 49.2
2001 25.8 57.0 5.9 17.9 13.6 67.0 39.7 37.9 25.3
2002 34.1 52.6 39.0 46.8 20.6 49.8 33.4 69.2 5.9
2003 49.2 48.3 48.8 76.3 14.4 50.9 64.3 46.9 33.8
2004 16.9 41.6 46.8 18.1 22.5 48.3 54.5 25.8 33.2
2005 12.9 25.1 55.9 38.1 23.2 39.8 66.5 36.9 40.5

Source: IMF, International Financial Statistics 2006, own calculations.
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Illegal flows follow to a large extent the same incentives as legal flows.
This is also the case in China. Taking legal and illegal flows together
after the Asian crisis China experienced aggregate outflows of portfolio
investment, ‘other investment’ and errors and omissions of yearly US 40
to 50 billion dollars with the peak in 1998 at about US 60 billion dollars.
Without the stabilizing effect of high FDI inflows of around US 40 bil-
lion dollars the RMB foreign value may have come under severe pressure
during these years. There is no guarantee that FDI inflows are stable. To
a certain extent China was lucky that FDI flows were not affected by the
Asian crisis.

There are a number of investigations about Chinese capital flows,
which follow market incentives like exchange rate expectations and
interest rate differentials. Some of these flows are illegal; others use legal
channels but follow market incentives. The different estimates of market
based capital flows show two important results (Zhu et al., 2005; Wu and
Tang 2000; Song 1999; Gunter 2004; Chen 2003). First, there were always
capital outflows. This signals that there is a strong incentive for Chinese
wealth holders to keep foreign currency assets abroad as part of port-
folio diversification and to keep wealth in superior currencies like the US
dollar and to a smaller extent the euro or yen. A sudden deregulation of
capital exports would most likely lead to high and sudden capital exports.
Secondly, all the estimates show that such flows in China were low in
the 1980s but picked up throughout the 1990s. In the second half of the
1990s especially some of the estimates show outflows of a yearly volume
of about US 100 billion dollars, especially in the years of the Asian crisis
in 1997 and 1998. However, most estimates arrived at figures of about US
20 to 30 billion dollars or less. After 1998 such capital outflows dropped
substantially, reflecting that depreciation expectations had disappeared
and later changed into appreciation expectations of the RMB. Thus the
Chinese capital account cannot be considered closed, and under certain
constellations strong purely market-based flows are obviously possible.
However, the quantitative volume of these capital flows was relatively
low compared with the overall constellation. Without capital controls
China would have been severely hit by the Asian crisis and inflows of
‘hot’ money also would have been much higher in the period of RMB
strength.1?

Compared with other developing countries dollarization in China is
relatively low. Deposit dollarization in the period 1992-2001 for which
data are available was between 8 and 15 per cent of domestic deposits
and mostly in the form of dollar deposits.!*> Domestic foreign currency
credits (credit dollarization) in China were lower, fluctuating between 6
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and 12 per cent of domestic bank credits in the same period (People’s
Bank of China, 2006). The difference can be explained by restrictions of
domestic credits in foreign currency. Ma and McCauley (2003) showed
that interest rate differentials, exchange rate expectations and deregula-
tion steps explain a large part of changes in foreign currency holdings
especially by households. These holdings increased substantially after
the Asian crisis as many market participants expected a devaluation of
RMB. Chinese foreign currency deposits also reacted to interest rate dif-
ferentials between onshore dollar deposits and RMB deposits. When the
B-share market was opened for Chinese citizens in February 2001, for-
eign currency deposits dropped by US 2.5 billion dollars within a few
months as Chinese investors with dollar deposits bought B-shares; they
‘snapped them up’ (Ma and McCauley, 2003, p. 28).

7.5 Chinese foreign reserves

In China during the 1980s the current account was more or less bal-
anced. Since the 1990s except the year 1993, the year before the large
RMB depreciation, Chinese current account has been in surplus and has
become bigger and bigger. At the same time high net capital inflows,
mainly caused by FDI inflows but also increasingly caused by other flows,
caused a surplus in the capital balance. Of course such a constellation
is only possible if the central bank intervenes in the foreign exchange
market. The double surplus in the balance of payments led to an explo-
sion of central bank interventions by the People’s Bank of China (see
Figure 7.2). With over US 900 billion dollar at end-2006 China (without

100

- —
-~ S e =

-50

—100

—150

—200

0
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Central bank intervention == = = Current account balance

Figure 7.2 Current account balance and central bank interventions in US billion
dollar from 1990-2005 - China

Source: IMF International Financial Statistics 2006, IMF World Economic Outlook September
2006.
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Taiwan) kept the highest official reserves in the world. The Bank of Japan,
traditionally the central bank with the highest reserves, is now in second
place also close to US 900 billion dollar (IMF, 2006). Using any indicator
of foreign reserves requirements (level of short-tem debt, import needs,
etc.) China owns reserves in abundance. There are no official publica-
tions about the currency composition of Chinese reserves. However, it
is known that China holds a substantial part of US treasury bonds and
also US government’s debt-securities with longer maturity. During recent
years it seems that China has started to invest more in corporate bonds
and slowly increases, as other central banks, its share of the euro in its
official reserves (Galati and Wooldridge 2006).

Foreign exchange interventions are sterilized by issuing central bank
bills to reduce the liquidity created. So far the People’s Bank of China has
had no serous difficulties sterilizing the huge foreign exchange inter-
ventions. For some central banks, however, sterilization is costly as
interest rates offered are higher than interest rates earned by invested
reserves abroad. However, because of the low interest rates in China
the People’s Bank of China does not suffer from this effect (Prasad and
Wei, 2005, p. 13). But sterilization costs are of secondary importance.
The paramount aim of such interventions is to prevent an appreci-
ation of the RMB to guarantee surpluses in the current account. Thus,
the People’s Bank of China defends the market constellation of export-
supported growth, which has been so beneficial for China. The benefits
for China of such a constellation by far outweigh the potential ster-
ilization costs. In any event central banks are not profit maximizing
institutions. Nobody, for example, would argue that the European Cen-
tral Bank should increase interest rates as high as possible to earn a high
profit.

In recent years and especially after the Asian crisis in 1997 central
banks in many developing countries intervened in foreign exchange
markets to prevent the appreciation of their currencies and defend cur-
rent account surpluses or prevent increases in current account deficits.
These countries obviously do not want to be pushed again into danger-
ous current account deficits and a constellation of high foreign debt.
Foreign exchange interventions stabilize the situation of these countries
and reduce the danger of twin crises. The German ‘miracle’ of the 1950s
and 1960s, which was based on export-led growth, would not have
been possible without foreign exchange interventions by the German
Bundesbank. Many countries in the group of the NIEs, and other
examples, have been characterized by the same policy: Japan has been
doing it for decades.
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The explosion of international reserves held by central banks led to
the speculation that the world economy has implicitly fallen back to
a revived Bretton Woods system with the US dollar in the centre and
developing countries like China and developed countries like Japan on
the periphery (Dooley et al., 2003). The new system, so says the argu-
ment, is of mutual interest and can last for decades as the periphery
can follow export-led growth and the United States can realize high
welfare gains due to their overvalued currency. The hypothesis of a
revived Bretton Woods system is not very convincing (Palley, 2006;
Eichengreen, 2004). The higher foreign US debt and foreign official
reserves in US dollars (measured as percentage of US GDP), the more
likely trust in the US dollar erodes. The longer the present system
prevails the more fragile the situation becomes. The so-called revived
Bretton Woods system is not based on an international treaty. It is rather
a kind of private cartel to stabilize the exchange rate of the US dollar. The
European Monetary Union with the euro, the most important competi-
tor of the US dollar, takes no part in the system. Only the first central
bank switching from US dollar to euro or other currencies avoids losses
in case the external value of the US dollar collapses. As the number of
countries in the revived Bretton Woods system is large the private cartel
can break down any time. And even if central banks stick to the cartel
the millions of international wealth holders keeping huge sums of mon-
etary wealth in US dollars may change their expectations and switch to
other currencies. There is the likelihood that the present system violently
breaks down and adds to worldwide instability. For the United States the
present system is of mixed blessing. It increases without doubt domestic
consumption. And more important, the United States has the privilege
of having foreign debt dominated in domestic currency and the sweet-
ness of building up foreign debt will not turn into the bitterness of a twin
crisis when the US dollar devalues. However, the present system reduces
domestic growth and employment in the United States and sooner or
later may create a big disadvantage for the USA.

The accumulation of foreign reserves in China and other countries
with the huge US current account deficit as the other side of the coin
reflects the failure of international institutions and the leading indus-
trial nations to develop a suitable international reserve medium. The
Special Drawing Rights, created as international reserves in the 1960s,
are quantitatively unimportant and were not developed further. The
world is lacking an international reserve medium like the ‘bancor’ sug-
gested by Keynes (1942) or the ‘global greenback’ brought into discussion
by Stiglitz (2006). In the present unstable world economy central bank
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interventions and high official reserves are a legitimate instrument
in protecting developing countries form unstable international capital
flows, current account deficit and high foreign debt. In addition they
function as a buffer against world market shocks. It can be discussed
whether for the sake of world market equilibrium the appreciation of
RMB could have been stronger over the last years and the Chinese cur-
rent account surplus smaller. But there are no good arguments to blame
China that it prevented the high capital inflows destroying its current
account surplus and overall positive market constellation.

7.6 Evaluation of capital controls and foreign exchange
interventions in China

Capital controls and foreign exchange interventions have been creating
a number of positive effects for China and are an important part of the
Chinese economic success story.

First, capital controls in China had the function of preventing boom-
bust cycles which in so many developing countries led to temporary high
net capital inflows, pushed countries into current account deficits and
a constellation of high foreign debt before sudden destabilizing capital
outflows resulted in destructive currency and banking crises. Capital con-
trols together with foreign exchange interventions by the People’s Bank
of China have been safeguarding China against disastrous and unsus-
tainable capital inflows and high foreign debt. Since China started its
reform in 1978 it has never experienced a currency crisis, which in many
countries in the world led to deep crises and even long-term stagnation.
China has never had to go to the IMF, which definitely demanded a
transitions strategy not wanted by the Chinese government and which
most likely would have produced the same bad results as in many other
countries following the spirit of the Washington Consensus (Stiglitz,
2006).

Secondly, due to capital controls the People’s Bank of China could use
monetary policy more or less entirely for domestic purposes, both in
periods of inflationary pressure and in periods of a slowdown in eco-
nomic growth. Nominal deposit and lending rates, which were fixed
by the People’s Bank of China were regulated at a level which guaran-
teed slightly positive real rates. This is in deep contrast to the very high
real interest rates in many other developing countries, which opened
their capital account. It is self-evident that low interest rates are good
for investment and economic growth. Without capital controls such a
policy would not have been possible. The Chinese way of supporting
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investment and the industrial sector, keeping interest rates low as well
as politically influencing credit allocation is not unique. It was the
backbone of the south-east Asian miracle after the Second World War
(World Bank, 1993, Stiglitz and Uy, 1996).'* Politically, in China and in
many other successful Asian countries, holders of monetary wealth got
their share of income. However, policies were geared towards economic
growth and the development of industry (Wade, 2005).

Thirdly, China was able, as mentioned above, to trigger a domestically
based Schumpeterian-Keynesian credit-investment-income-creation
process which led to economic prosperity. Capital controls protected the
domestic financial system; List’s (1841) argument to protect infant indus-
tries was transferred to the financial system. The expansionary effect of
the credit system in China becomes clear when the ratio between domes-
tic bank credit to GDP in China is compared with other countries (see
Table 7.4). Using this ratio China is in the group of developed countries
and has a unique position for a developing country with comparable
GDP per capita.!®

How can the extraordinary credit expansion in China be explained?
Let us analyse a typical economic expansion process in a developed
country: Commercial banks give credit to firms in domestic currency
and are refinanced by the central bank; firms invest the money and
create demand for investment goods, intermediate goods etc.; produc-
tion increases as well as employment; income is created and stimulates

Table 7.4 Domestic credit provided by the banking sector in per
cent to GDP in 2003 (in domestic and foreign currency)

Low-income countries 45.31
Middle-income countries 85.35
High-income countries 181.89
China 177.80
India 57.32
Indonesia 55.70
Vietnam 52.47
Uganda 12.46
South Africa 15.82
Mozambique 11.03
Nigeria 23.38
Russian Federation 27.57
Belarus 21.22
Brazil 61.08

Source: World Bank, World Development Indicators 2005.
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consumption demand which further stimulates aggregate demand, pro-
duction and income; and saving will be created subsequently out of
the new income to mach net investment. The act of giving credits in
domestic currency by the commercial banking system creates deposits in
domestic currency at the same time. The deposits created by the commer-
cial banking system during the economic expansion are kept by private
households and firms. They are partly restructured in other forms of
monetary wealth like time deposits, bonds, and so on, but this is the
only modification of the liability side of the balance sheets of financial
institutions. What is important here is that credit expansion and cre-
ation of monetary wealth — both in domestic currency — takes place at
the same time and the public is prepared to keep the domestic monetary
wealth created. Central banks accommodate such a process, as there is
no inflationary danger.

The key point is now that developing countries are confronted with
a systematically tighter constraint for credit expansion. Let us assume
that in a developing country 100 units of domestic monetary wealth is
created. According to the preference of wealth owners a certain percent-
age of the newly created wealth will be exchanged in hard currencies.
If wealth holders want to keep 50 per cent of their monetary wealth in
hard currency inside (dollarization) and/or outside the country (capital
exports) — a very conservative assumption for most developing coun-
tries — 50 units of domestic wealth will be exchanged in hard currency.
Everything unchanged this leads to a depreciation of the domestic cur-
rency which can be accepted only to a limited extent by a central bank
as it leads to an increase in the real burden of domestic debt, to inflation-
ary developments, and so on. It follows that countries with low-quality
currencies — more or less all developing countries — have a distorted
financial system and are only to a very limited extent able to create
a credit-investment-income-creating process which is the backbone of
economic development. Capital controls and a low degree of dollariza-
tion allow a higher domestic credit expansion in developing countries
than otherwise would be possible. And this happened in China.'®

Some critiques argue that the Chinese credit expansion led to the accu-
mulation of non-performing loans (Aziz and Duenwald, 2002). Indeed,
parts of the credits were used to finance loss-making state-owned enter-
prises and probably not all investment projects financed were successful.
The result was the increase of non-performing loans in the Chinese bank-
ing system. Despite several attempts to reduce non-performing loans
it is estimated that nowadays at least 15 per cent of credits given by
commercial banks are non-performing and most Chinese banks are not
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able to fulfil the eight per cent minimum capital adequacy ratio con-
sistent with the Basel I international standard (Federal Reserve Bank
of Dallas, 2005). Obviously the flow problem of non-performing loans
is not yet sufficiently solved and creates a stock problem again and
again. The banking system in China still takes over quasi-fiscal func-
tions to keep loss-making enterprises alive and to slow down socially
and politically costly restructuring. However, it should be noted that
the non-performing loan problem in China is not out of control. Non-
performing loans in per cent of GDP are not especially high in China and,
more important, are denominated in domestic currency. As government
debt to GDP in China is below 30 per cent there is room to reorganize the
banking system. The huge foreign reserves held by the People’s Bank of
China can also be used (and were used) to control the problem. Recently
foreign investors have been allowed to become minority shareholders
of the four big commercial banks, which increased their equity. Finally
it should not be forgotten that China is a fast growing country and this
helps to reduce the problem. Overall non-performing loans in China can
be controlled and despite their disadvantage they served a positive social
purpose.

Capital controls in China were not without costs. There are not only
the administrative costs for SAFE and other institutions to carry out
supervision and controls, like any controls capital controls can become
a source of corruption, injustice and income inequality. Capital con-
trols can also lead to lower efficiency compared with ‘optimal allocation
of resources’ in neoclassical static models. In China requirements of
macroeconomic stability clearly dominated microeconomic efficiency.
However, the protection of macroeconomic stability including the
growth constellation in China stimulated productivity development in
a dynamic way.!” In the trade-off between costs and benefits of capital
controls China is an exemplary case for a high net advantage of such
controls.

In the past China followed a control system based on direct restric-
tions mainly with administrative approvals and quantitative restrictions.
There is a lot of room to implement more market-based instruments to
regulate cross-border capital flows. Market instruments reduce the pos-
sibility of rent seeking and corruption. Also banking supervision, for
example to strictly control currency mismatches of domestic financial
institutions and firms, could partly substitute capital controls. There
is great demand from Chinese households to invest abroad and also
from foreign investors to channel capital to China. In a regulated way
such flows can be combined with macroeconomic stability. The model
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of selected ‘qualified institutionally investors’ represents an innovative
approach to partly liberalize international capital flows.

Which way China’s future will develop remains unknown. It seems
that full convertibility is one of the final aims of transition. Before the
Asian crisis in 1997 China had planned to liberalize capital flows within
a few years. Now Chinese government seems to be more cautious. How-
ever, it cannot be excluded that outside pressure and interests of groups
inside China may lead to a quick liberalization of international capital
flows. Such a development would be dangerous as China is still a develop-
ing country and the financial system and the economy as a whole needs
protection form an unstable world financial market. Some channels of
cross border capital flows are already too open. China should, for exam-
ple, become more selective in allowing FDI-inflows. It is questionable
whether China benefits from high FDI inflows in the real estate sector.
Also some FDI inflows in labour intensive low-tech areas benefit from
regulations in China which are more of a Manchester type of early capi-
talism including child labour than of a country still struggling for a social
dimension in development. It is also questionable whether the opening
up of the financial system to foreign financial institutions benefits China.
There is no good argument to speed up deregulation of international cap-
ital flows. It is desirable, even if liberalization takes place, to keep all the
instruments in place to use them again when needed.

7.7 What can we learn from China?

China’s high growth is based on a stable macroeconomic constellation
and a mix of clever government interventions and productively set mar-
ket incentives (which cannot be discussed here (Rodrik 2005)). The
Chinese macroeconomic constellation, which can be transferred to other
countries, has been created and protected by

(a) capital controls shaping the structure of capital flows and controlling
the volume of flows without isolating China from the international
financial market;

(b) large central bank interventions and sterilization to keep the current
account in surplus;

(c) exchange rate stability with elements of flexibility since 2005; and

(d) macroeconomic domestic stability, especially low inflation rates and
manageable fiscal deficits, to avoid the erosion of the quality of the
domestic currency.
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Capital controls can be of different nature and strict banking supervi-
sion can especially help to prevent destabilizing capital inflows. Inter-
national institutions like the IMF should help countries to create clever
and efficient capital controls. Controls in developing countries should be
supported by regulations in developed countries to prevent over-lending,
which took place in the past.

Exchange rate stability does not mean fixed exchange rates. Different
exchange rate regimes are possible including formally flexible exchange
rates with central bank interventions and capital controls. Independent
of the policy mix, current account deficits should be avoided to prevent
high foreign debt with all its disastrous effects for developing countries.
The higher the foreign debt is, the smaller the degree of freedom to
use the exchange rate to keep the current account positive or at least
balanced. The prevention of current account deficits is more import-
ant than absolute exchange rate stability. The idea developed here is
close to Williamson'’s (2005) argument for an intermediate exchange rate
regime. It may be argued that not all countries in the world can have cur-
rent account surpluses. This is of course correct. But if there are current
account deficits developed countries have to realize them to create a
world market constellation, which stimulates development for all.'8

Point d) has always to be achieved. Otherwise the domestic monetary
system erodes and capital flight and dollarization lead to destructive
exchange rate movements and economic chaos. Policies a) to c¢) can be
followed by countries with different mixtures. China kept the exchange
rate relatively stable and used capital controls and central bank inter-
ventions to stabilize its growth constellation. A mix of stricter capital
controls, especially controlling FDI flows, and more exchange rate flexi-
bility would probably have reduced the need for foreign exchange inter-
ventions. Other countries could follow a policy of a less stable exchange
rate than China and combine this with capital controls and central bank
interventions. Again other countries may manage external stability only
with exchange rate adjustments and large central bank interventions and
keep tough capital controls only for periods of high instability.!

Only ideological thinking posits a world of free capital movements,
no central bank interventions and completely flexible exchange rates
as ideals the world should strive for. Here a different vision is devel-
oped. Monetary policy should be allowed to use all instruments available.
Foreign exchange interventions, sterilization, capital controls, exchange
rate movements and interest rate policy should all be legitimate and nor-
mal policy instruments used by central banks to keep the economy stable
and support sustainable growth and prosperity.
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Notes

1.

W

10.

11.

This chapter is based on the report ‘Capital Account Regimes and Monetary
Policy in Developing Countries — Liberalization with Regulation’ written for
the German Ministry for Economic Cooperation and Development in 2006
together with Jan Priewe.

‘Washington Consensus’ became a catch word especially for IMF shock pol-
icies of privatization, deregulation of labour markets and other markets, free
trade in developing countries, unregulated international capital flows, pro-
cyclical fiscal and tight monetary policy (for details see Herr and Priewe, 2005
and 2006). Williamson'’s (1990) summary of the Washington Consensus was
in many aspects more differentiated and less market radical than actual IMF
policies became. For a comprehensive critique of the Washington Consensus
also see Stiglitz (2006).

Schumpeter (1934) argued that credit created ad hoc - out of nothing -
has to be given to the entrepreneur to create development. Keynes (1937)
also stressed the need to finance investment to trigger income creation and
savings.

. During the first period of reform, more than one exchange rate existed. In

1981 the exchange rate for imports and exports (2.8 yuan/US-dollar) was dif-
ferent from the official rate (1.5 yuan/US dollar) which was used for non-trade
settlement. In 1985 a single rate (2.8 yuan/US dollar) was used for trade and
non-trade settlement. In 1988, when the foreign exchange transferring mar-
ket was established, again two parallel rates came into existence. For instance,
at the end of 1993, the so-called official exchange rate was 5.72 yuan/US dollar
while the so-called market rate was 8.72 yuan/US dollar.

Details of capital control regime in China are based on Fengjuan (2005).
‘One could even say that China has been more open to foreign direct
investment (FDI) than some OECD economies, especially as it has lately
encouraged outward FDI in natural resources and technology’ (Icard 2004,
p. 15).

Mainland China followed more or less the approach also used in Taiwan in the
early 1990s to carefully liberalize stock and debt-security markets (Lu 2003).
By 30 June 2005, there were 26 foreign investors being approved as ‘qualified
foreign institutional investors’ with a total investment quota of US 4 billion
doller (www.safe.gov.cn).

. See http://www.finanznachrichten.de/nachrichten-2006-12/artikel-7513085.

asp

At the end of 2005 the total group of ‘Other Emerging Market and Developing
Countries’ had a ratio of external debt to GDP of over 30 per cent (IMF, 2005).
Behind the average there are many countries with substantially higher debt
ratios.

Fengjuan and Kimball (2005) calculated the standard deviations of non-
official capital flows in China, Malaysia, Brazil, Mexico, South Korea,
Thailand, Chile, Argentina, Singapore and Hong Kong for the period 1996
to 2003. The calculation shows that the standard deviation for inflows, out-
flows and net flows in China is relatively low. From the ten countries, China'’s
standard deviation of inflows is the lowest, for outflows it is the third lowest
and for net flows it is the second lowest.
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12.

13.

14.

15.

16.

17.

18.
19.

The last point is also stressed by Prasad and Wei, 2005, p. 10: ‘It should
nevertheless be noted that, given the apparent one-way bet on the renminbi;
the fact that these inflows are not larger than they are suggests that capital
controls may be at least partly effective.’

Ma and McCauley (2003) report that anecdotal evidence suggests that early in
this decade about 90 per cent of foreign currency deposits were in US dollars.
Japan used this type of regulation until the mid-1980s, and only after abol-
ishing it, did it slip into the asset price bubble during the second half of the
1980s and the deflation in the second half of the 1990s (Mikuni and Murphy
2002).

The development of the financial system fits to the World Bank’s (2001) view
of ‘Finance for Growth’. In this book a long debate about finance and devel-
opment is summarized. One of the key conclusions is that the development
of financial indicators like the ratio of bank credits to GDP is a good indicator
to explain economic development. The World Bank stresses the role of the
financial sector to increase productivity and efficiency - factors like better
corporate governance and intermediation of savings, improvements of the
payment systems, better possibilities for risk sharing, etc. are stressed. We
agree that such factors are important and play a role in the development pro-
cess. However, we believe that a credit-investment-income-creation process is
more important to explain the development for example in China (see Priewe
and Herr 2005).

There is one possibility compatible with deregulated financial markets and a
high credit expansion, at least for a while. If the country is able to create an
inflow of hard currency, the process of domestic credit expansion can go on as
hard currencies continuously flow into the pockets of wealth owners who can
realize their desired structure of wealth holding without creating depreciation
pressures. Hard currency inflows can be created by current account surpluses
and/or by capital imports. The better and sustainable option is the creation
of current account surpluses. The relative good performance of Russia during
the last years is based on high current account surpluses largely created by
high prices of natural resources. If hard currency inflows take the form of
higher foreign indebtedness the process is dangerous. In such a scenario a
credit expansion in domestic currency can continue as long as foreign capital
is flowing into the country. However, as soon as capital inflows stop a strong
depreciation becomes unavoidable and a deep twin crisis will result.
‘Optimal allocation of resources’ implies a static efficiency measurement
excluding the mechanisms to improve technology, create innovations, build-
up human capital, develop research capabilities, etc. In a dynamic approach
government interventions at many different levels in China look much more
optimal than under a static perspective.

Very poor countries should get official transfers if resource inflows are needed.
Such a mixture could also be a model for developed countries.
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8

De-regulated Finance and Impact
on Corporate Investments: The
Case of Industry and Labour in

Indial

Sunanda Sen

8.1 Introduction

Financial liberalization has been subjected to divergent viewpoints, ran-
ging from blanket approvals to critical evaluations, of measures, which
follow with their impact on the economy concerned. Prescriptions of
these reforms, as in mainstream doctrines, usually hover around an ‘effi-
ciency’ argument for maximizing growth. Financial liberalization as held
in these theories makes for higher growth by allocating the investible
savings in the best possible manner.

Policy recommendations as above have, however, been contested, on
grounds of conceptual logic as well as empirical validity (Davidson, 1978;
Sen, 2003). As has been observed on the basis of country experiences,
financial de-regulation is neither necessary nor sufficient to generate and
sustain growth in real terms. It can be pointed out that while propelling
upswings in financial markets, de-regulation does not necessarily gener-
ate real activities. This is because these financial booms are often driven
by speculations on financial assets, a large part of which are not backed
by real assets. New investments in the secondary market for stocks or
in the real estate market do not mean new real activity, as construc-
tion of plants or new constructions of industrial plants. Moreover, the
arguments have hardly paid the same level of attention to the structural
effects of financial de-regulation on different segments of the economy,
and in particular, on those for employment as well as investments in
industrial activities.

We propose to draw attention in this chapter to the links between
de-regulated finance and industrial growth and its impact in de-regulated
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labour markets. The arguments dwell on the frequently observed phe-
nomenon of booming finance in the presence of a stagnating real
economy, and the related portfolio adjustments which siphon off funds
from real activities to speculation, with reactions on the part of industry
to practise cost cutting by using labour in its most adaptable and flexible
form while minimizing additional job creation.

In sections 8.2 and 8.3 we offer a conceptual background to this dual
process, which connects the financial market to the status of corporate
investments in industry and the related impact on labour. The argu-
ments are corroborated in section 8.4 with a set of observations relating
to the Indian economy. The three sub-sections that follow include the
financial sector under deregulation, the portfolio adjustments in corpo-
rate industry that result under financial deregulation, and finally the
status of labour, both with financial de-regulation and the flexibiliza-
tion of labour in terms of economic reforms. We offer our conclusions
in section 8.5.

8.2 De-regulated finance and the real economy

Advocacy of economic reforms including those relating to the financial
sector rests on its possible impact in terms of growth via efficiency gains.
Relying on the manuals of Pareto optimality or even the second best
Pareto maxima, champions of free markets have been pushing reforms
in different sectors of economies, while targeting developing areas in
particular.

In the mainstream literature on financial markets, the role of uncer-
tainty is by assumption ruled out, and despite the fact that it remains
an integral aspect in actual functioning of these markets. This is justified
by the further assumption that all operators in these financial markets
behave rationally and have access to full information. These are the
maximizing rational agents in neo-liberal theory who arrive at equilib-
rium in all markets with full utilization of all resources. Assumptions as
above relating to the financial markets lead to the portfolio (asset mar-
ket) equilibrium approach, postulating the much celebrated ‘efficient
market’ principle for allocating capital on an optimal basis. It is impor-
tant to point out that with uncertainty having no role whatsoever to
play in the market for capital, speculation in these models is reduced to
arbitrage, even in intertemporal space, which helps in recommending
financial liberalization as a policy tool (Davidson 1978).

In an alternative approach to macroeconomic theory, which is iden-
tified as New Keynesian Economics (NKE), short-period disequilibrium
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in labour and capital markets are explained by incomplete (or asym-
metric) information. With information constraining the capacity of the
lenders to separate out the credit-worthy (‘good’) ones among the bor-
rowers from those which are the defaulting (or the ‘bad’) types, lenders
in terms of these models resort to credit rationing, which keeps out a
section of borrowers from the market.?

Looking beyond the realm of received theory and its prescriptions we
encounter the reality of de-regulated financial markets which are much
different from what is postulated. First, we mention the heterogeneity
of financial assets, subject to a range that spaces itself between assets
according to whether these are liquid or fluid (Hicks, 1967) (held over
a short period) and others which are not so.? The second aspect relates
to the portfolio selection of investors in de-regulated financial markets
under uncertainty. With prices subject to market forces, the portfolio
choice of investors is influenced not only by current prices and returns
on individual assets but, more significantly, by the expected changes in
these. With uncertainty having a significant impact on expected earn-
ings, the investor may in reality choose to move away, from long-term
productive assets (which are relatively illiquid) to the short-run liquid
types which are primarily speculatory. (As with Keynes'’s liquidity trap,
the above characterizes, in a money/credit economy, tendencies to pre-
fer liquidity to long-term financial or real assets.) Portfolio choices of
investors in these situations are thus influenced not by material con-
ditions of production alone but by the changing perceptions of future
which are necessarily subjective (and subject to herd instincts, as held
by Keynes) (Hicks, 1989).

Financial deregulation in the above situations initiates and sustains
new demands in the market, for instruments to hedge and speculate,
and for the requisite credit as are needed to finance these demands for
credits. Instruments described as derivatives (forwards, futures, options,
swaps and the likes), are often innovated and designed to provide
covers against risks in uncertain financial markets. As pointed out in
an analysis of derivatives, ‘the explosive use of financial derivative prod-
ucts in recent years was brought about by three primary forces: more
volatile markets, deregulation and new technologies’ (Hicks 1989). It
has been argued in the literature that derivatives provide an oppor-
tunity for the transfer of risks in the market, from risk-averse to
risk-neutral agents. The consequence, as has been argued, may be a
rise in efficient allocation of resources. Thus from a market-oriented
perspective, ‘the derivatives offer the free-trading of financial risks’
(Siems, 1987).4
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Theoretical explanations (as above) of the use of derivatives by finan-
cial agents thus originate from the claim that these instruments provide
a better allocation of market risks over time, and thus welfare-enhancing
instruments, as pointed out in the literature (Siems, 1987). However, as
conveyed by the Black-Scholes-Merton formula for option pricing, the
pay-off for an option can only be realized with a levered position in the
underlying risky asset (for calls) or in cash (for puts). On the whole diver-
sification and leverage are thus treated as the two key functions provided
by derivatives like options and futures.

Incidentally, the demand for liquidity in the market to finance the
purchase of equities, and specially the derivatives, follow a pattern
that is different from what is needed to purchase the fixed rate-fixed
price long-term bonds (Siems, 1987). The latter can be identified as
the ‘finance’ motive of liquidity demand which is long-term, as dis-
tinct from other demand which is related to speculation or transaction
demand in the short term, a position taken by Keynes in 1937. Separ-
ation of the long-term finance motive from the rest of liquidity demand
has led post-Keynesians to point at the role of financial innovations in
accommodating (endogenizing) the short-term demand for liquidity.®

With an uncertain future the market thus tends to have a tendency to
offer short-term assets, which simultaneously generates the correspond-
ing demand for liquidity, which in turn is accommodated and provided
for under financial de-regulation. With uncertainty even the long term
equities can generate a flow of short-term financial instruments by
having a quick turnover in the secondary market. These transactions
however, are incapable of generating demand for real investments. Con-
trary to what is viewed in mainstream economics as the facilitating role
of financial innovations by providing intermediation it is possible for
these to have a contractionary effect on the real economy. This can hap-
pen with (a) rising uncertainty in the financial market which draws away
finance from the real sectors, and (b) financial exclusion of countries as
well as households in general on grounds of low income, which reduces
consumption, investment and as a consequence, dampens the multiplier
effect for the real economy.

At this point we need to mention two additional aspects of these
derivative instruments which remain critically important in their func-
tioning. The first relates to the pre-condition that these markets are
subject to risks and uncertainty. As it is claimed, ‘in a perfect market
with no transaction costs, no frictions and no informational asymme-
tries, there would be no benefits stemming from the use of derivative
instruments’.® The second is related to the ‘informational aspects’ of
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derivatives, which in essence are linked to the prevailing uncertainty
and risks in these markets Thus ‘... The true stochastic process followed
by the underlying asset, and especially its volatility, must be known ex
ante’. Arguments such as above become apparent in the option pricing
formula of the Black-Scholes model where the rise in the call premiums
as is caused by a rise in stock prices (known as the delta) is higher when
the variance of stock price movement (whose probability distribution is
known ex ante) is also higher (Siems, 1987).

However, the assumptions, as above, which include the full know-
ledge of the probability of stock price movements, subject to a normal
distribution, turn out as untenable when the market moves fast and
especially in an unpredictable manner (Siems, 1987). The process often
involves a ‘reflexive’ pattern, where the realization of expected events
(profits, asset prices, call premiums on options, and so on) in the market
is also influenced by the subjective biases of the actors, which include
the seller/buyer, lender, investor, and so on, in the market.

Critiques of the mainstream position have pointed out that deriva-
tives, by concentrating capital in short-term speculative transactions,
divert money from long-term investment. It is pointed out that deriva-
tive trading destabilizes the capital market by increasing the volatility of
fundamentals such as interest rates, exchange rate of currencies, and so
on. The rampant and wide-scale use of these instruments with a failure
to prevent a stock market crash in different parts of the world also leads
to the view that these risky instruments generate systemic disruptions in
the market.

Volatility in the international capital market today includes, in add-
ition to those relating to the volume of these flows of stocks, similar
fluctuations in stock prices, exchange rates as well as interest rates.
With a major part of financial flows geared to hedge funds, returns on
finance today are very much sustained by the volatility itself of these
flows of finance. Thus the calculations of the stock market call/put pre-
miums in the much celebrated formulation of Merton (Merton 1990)
and earlier of Black and Scholes (Black and Scholes 1973), in the stan-
dard models indicate that these premiums can move up only when stock
prices are subject to a wider range of variance. The rising volume, the fre-
quent instabilities, the changing pattern and their dissociation from real
activities increase the importance of analysing their impact in recent
times.

It is possible to visualize a situation where the end of a boom in the
real sector (say due to external shocks or the saturation of technological
innovations) increases the risks on extending credit. As a consequence
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financial institutions are encouraged to innovate financial products to
cover risks (Soros, 1987). Thus each unit of new or old investments can
now be backed, under the impact of greater uncertainty, by multiple
instruments of hedging. The process may trigger off a rise in interest rate
in the market which further dampens asset prices. As for banks, the short-
fall in advances to the real sector is compounded by possible debt defaults
with rising interest rates and falling prices of stocks. The banks/other
financial institutions may react by extending credit to finance the hedge
instruments, while lending cautiously to the ‘best’ customers in the mar-
ket. This leads to a restructuring of bank credit, which not only moves
away from the equitable as well as socially desirable channels of produc-
tive investments, but also generates a reduced level of effective demand
in the economy.

A scenario such as above creates an atmosphere which Minsky has
described as an ‘euphoric economy’ (Keen, 1996) one where capital
appreciation rather than returns on such assets provide the firms the
means to meet the rising liabilities due to the rising debt charges. The
scene also characterizes a state of ‘ponzi finance’, namely, a situation
where the returns from investments do not cover the costs of borrowings.
The process of credit creation which starts off with hedging is trans-
formed over time into speculation and then to ponzi finance (Minsky,
1982).

8.3 De-regulated finance and corporate portfolio

We draw attention, at this point, to the investment climate generated
in the economy which affects the portfolio decision of investors includ-
ing those in the corporate industrial sector. As with the banks corporate
industry may also prefer to hold, in their portfolio, financial assets which
are relatively more lucrative. The result often is a restructuring of port-
folios, not only for the financial institutions but also for the industrial
corporations, with greater incentives to invest in the financial sector
products which include equities and the hedge instruments.

We try to capture the above aspect of corporate investment behaviour
in the following formulation:

R=1V 8.1)

Thus r=1/ V[rfVf 4+ r"V7]
From which

dr = 1/V[rf aV! + vidr! + 1r"dV" + Vidr'] + dV/ V[V + 'V (8.2)
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where VI, V' 1f 1" are all positve and dV* by assumption, is also positive
And the symbols stand for,

R: aggregate return on investment;

1: aggregate rate of return;

V: value added re-invested;

if and 1': rates of return on investments in the financial and real
sectors;

and V' and V*: Value added which are re-invested in the financial and
real sectors.

In an extreme case of a low growth economy where the growth rate
approaches zero with r— 0 we get, as a necessary condition, after
manipulations,

[dVi/dr® -1/ V" +1]Vidr' <0 (8.3)

where the first term can be written as nV', the elasticity of value added
re-invested in the real sector in response to the rate of return therein. For
the expression in (8.3) above with a negative value we need, for dr* >0, a
negative dV" which implies nV' <0 and also the absolute value [nV'| > 1.

We witness, in the above formulation, the possibility that for a stag-
nant economy (where the overall rate of return in the economy tends
to approach zero), disparities between the booming financial sector and
the stagnating real sector works on the investor-response in terms of the
allocation of the reinvestible surplus (value added) between the respect-
ive sectors. An outcome as above, in the context of a financial boom in
the presence of real stagnation or low growth, thus comes out as a logical
possibility.

Delving further on the implications of the investment strategy of cor-
porates as outlined above, we notice the incidence in terms of the status
of labour in these economies. With cost cutting practices under compet-
itive capitalism in open economies, specially in stagnationist situations,
employers tend to pass on the brunt of adjustment to labour by having
recourse to what can be identified as flexible labour policies. Meas-
ures such as above are often considered by the capitalists as necessary
to keep their respective enterprises floating, especially in an environ-
ment of uncertainty in product markets and the intensified competition
from other enterprises in open economies. Flexible labour policies pro-
vide a convenient route for the employers to treat the wage bill (and
labour employed) as a truly variable cost of production (Keen, 1996).
The changes which come about entail both quantitative and qualita-
tive strategies to extract additional surplus value from labour employed.
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To be more specific, the employers turn the workforce to a casualized,
temporary status where workers are left with little bargaining power vis
a vis the employers. Technology is also used in a manner that is labour-
saving, thus using a large proportion of the value added to buy superior
technology or else the high return financial assets. Labour flexibility
also changes the fabric of labour participation in the production pro-
cess. These include the stretching of working hours, payment of piece
rates at less than the prevailing minimum wage rates, etc., which are
quite common in the current regime. With these changes there emerges
anew equation of power balance between the employer and the labourer,
tilting in favour of the employers. Overpowering the same there emerges
the absolute authority of finance which directs the investment decisions
in the economy as a whole.

8.4 The Indian economy

8.4.1 De-regulated finance

As with the rest of the economy the financial sector in India has also
been subject to sweeping reforms since 1991. The changes include,
among others, the introduction of current account convertibility in
1993, de-regulation and unification of the interest rate structure, removal
of priority credit, marketized borrowing by the fiscal authorities with
an end to official borrowings from the RBI (known as deficit finance),
introduction of credit-risk adjusted lending by commercial banks (in
conformity with the Basel norms relating to capital adequacy), easier
access to foreign capital including the FIIs and moves towards a gradual
switch-over to the full convertibility of the rupee.

Measures such as above have led to a noticeable restructuring of the
financial sector in the country. We consider the following six changes of
special significance:

® Growth in capital inflows from abroad and the rising share of portfolio
capital with the dominance of FII flows.

® The spectacular growth in market capitalization in the stock market,
and especially in the secondary market turnovers.
Greater volatility in stock prices as well as in trading volume.

® De-regulation in the capital market which includes the access of FIIs
to the Indian stock market since 1992 and the introduction of deriva-
tive trading in stock markets, foreign exchange markets and lately in
commodity markets.
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e High returns on financial sector investments as compared to average
returns in industry.

® Changes in corporate portfolios including those of banks with higher
share of assets held as stocks.

Changes as mentioned above contrast the picture for the Indian finan-
cial system which prevailed before 1991. The system functioned in a
regulated and controlled environment, with an administered interest
rate structure in the credit market, quantitative restrictions on credit
flows, high reserve requirements and the allocation of a significant
proportion of lendable resources towards ‘priority’ sectors. An official
committee under the chairmanship of N. Narasimham was appointed
in 1991 to reform the financial sector. It recommended wide-ranging
measures to de-regulate the financial market. These included, among
others, introduction of stricter income recognition and asset classifi-
cation norms; introduction of higher capital adequacy requirements;
introduction of phased de-regulation of interest rates and the lowering of
statutory liquidity ratio (SLR) and cash-reserve ratio (CRR) requirements,
in a bid to ensure additional liquidity in the system. Reforms in the
banking sector were promoted further in terms of the recommendations
of the Second Narasimham Committee (1998). Among its suggestions
which were implemented include the three-tiered risk-weight on assets
and the need to maintain a minimum of 8 per cent of assets in the form
of equities, which changed the structure of bank advances. In particu-
lar the zero-risk weight on investments in government securities made
it attractive for banks to invest in the gilt market. It was also mutually
convenient for the fiscal authorities to market the government bonds
more easily, especially with the constraints they faced on the other route
of borrowings through deficit finance.

Banks in India have been able to improve their performance, both
with marked reductions in the percentage of non-profit assts (NPAs)
as a proportion of total assets and with improvements in their capital
adequacy ratios (CAR). The latter speaks of their ability to float equities
in the market which conforms to the norms set by the Basel based Bank
of International Settlement. Bank portfolios today can be held as securi-
ties issued by the government and others in the market. This has resulted
in a fast growth in these categories of financial assets, and especially in
government bonds, which far exceeds other channels of creating assets
by banks including the traditional route of bank advances. (It is esti-
mated that the banks currently hold 42 per cent of their net demand
and time liabilities in government securities, as against the statutory
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25 per cent requirement.) In addition, banks in India today can venture
out to non-bank operations such as insurance and the security-related
transactions, providing them sources of non-banking income. Intensi-
fied competition in the banking sector has been driving banks to obtain
these alternate sources of income. The options to invest in risk-free gov-
ernment securities on the one hand and to pitch interest rates to higher
market rates on the other (on most advances including those offered to
the small and medium enterprises) are the new outcome. These are the
alternative options or banks which may have affected the volume as well
as the terms of bank credit flows to those who are only marginally bank-
able like the poor and the SMEs.” In the process credit is often denied
to large segments of small and medium-sized enterprises which do not
meet the eligibility criterion for credit ratings in terms of the Basel cap-
ital adequacy criterion. But these units are not necessarily less productive
nor are they prone to default when compared with other borrowers who
are considered to be eligible by banks. To give an example, the yield on
loans to the SMEs at around 9.5 per cent has been comparable to those
on car loans and even higher than the yield from mortgages. Despite the
eligibility of the SMEs in terms of the returns on such loans, their per-
centage share in aggregate bank advances has dropped from 36 per cent
to 23 per cent between 2000 and 2004. Advances to the priority sector
as a whole also has so far been de-regulated, both in terms of the interest
rates and also in terms of the additional types of priority credit as have
been made eligible.?

Incidentally, one can draw attention here to the important role the
SME sector plays in the Indian economy. The sector currently contributes
40 per cent of the total industrial production in the country and over 34
per cent of national exports. The socio-economic importance of these
units is apparent from the fact that the total number of SMEs at 11.39
million units is nearly 95 per cent of all industrial units of the country,
while providing employment to nearly 27.13 million people, which is
nearly 86 per cent of the total employment in the country (Sen and
Ghosh, 2005). Bank credit has thus been less accessible to a significant
segment of the economy which is no less productive than that which
prevails in the rest of the economy.

As for the role of de-regulated finance in the stock markets of the coun-
try, one needs to look at the transactions in the National Stock Exchange
(NSE) which remains the main stock trading centre in the country today
(followed by the second largest exchange in Bombay, the BSE). Between
them the two have a turnover of almost 90 per cent of total stock trans-
actions in India. De-regulation in India’s financial sector has led to a
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structural shift in the pattern of financial flows for the economy. These
include the spectacular growth in the turnover of the stock market, with
the rank of the NSE at third highest after NYSE and the NASDAQ over
the last three years. Thus the turnover in the NSE spot market went up
by as much as 122.33 per cent between 2002 and 2005. However, even
as the official survey puts it, “This growth is partly merely arithmetic for
rupee turnover goes up commensurate with stock prices’.’

As for the main players and instruments in the transformed capital
markets, one has to recognize the crucial significance of the FIIs as agents
and of derivatives as instruments in the liberalized regime of finance. The
share of FIIs in total stock exchange transactions was around 81 per cent
in 2005, as compared to 0.02 per cent in 2002. As for derivative trading
since 2003, derivative turnover has exceeded spot market turnover. Share
of derivative trading in the aggregate turnover of the two major stock
markets during 2005 was about 65 per cent at Rs 12 000 cores of trading,
which was twice the size of the equities market in India. Gross buying and
selling by the FIIs in the equity market (at Rs 524860 crores) amounted
to nearly the same as in derivative markets in 2005.1°

As for the newly opened facilities to trade in the financial market
which came with de-regulation, FIIs were allowed access to the Indian
capital market in 2002 while derivative trading (which was in practice
well-established), was formally treated at par with trading in securities
in 1999.!! Development of the exchange-traded derivatives market was
made easier between 1993 and 1996 with a series of reforms in the stock
market (Varma Committee)'2. In 1999 the 30-year ban on forward trad-
ing was also lifted. Controversies, around the advance or carry forward
system, in the stock market (known as ‘badla’) was formally allowed in
2001, on the plea that this will create liquidity in the system. While Over
the Counter (OTC) forwards trading in stocks is still not legal, in practice
it is widely used, in the form of interest rate swaps as well as currency
forwards, instruments much preferred by the FlIs.!3

An indirect impact of these changes (involving an increased involve-
ment of both FIIs and derivatives) in the market has been the growing
volatility in India’s stock market. Thus volatility (as measured by the vari-
ance) of the weekly returns of the equity market has been consistently
rising over the last three years. The variance in these weekly returns
of stocks in the NSE, at 2.85 (for top 50 stocks) and 3.47( for the next
50), has been higher than those prevailing in major stock markets like
the US (S&P 500) at 1.41 during January 2004 and for Korea at 2.81 for
December 2005.'4 The trend in stock prices has also been in the upward
direction, with the Sensex reaching newer peaks far exceeding its earlier
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records. It may be mentioned here that volatility itself of stock prices
(and returns) provide the base for reaping higher profits from capital
gains. As mentioned in a study from the Securities and Exchange Board
of India (SEBI), ‘Firms make a good deal of their money from exploiting
the bumps and wrinkles in markets, which drive profits in derivatives,

arbitrage and all kinds of market making’.!>

8.4.2 Rates of returns in industry and finance

We now provide some evidence to indicate that growth as well as the
rate of returns in the two sectors of finance and industry in India have
actually been moving in opposite directions. The above confirms an
on-going process of financial boom in the country in the presence of
a moderate to slow output growth which includes the industrial seg-
ment. It also generates an atmosphere of deprivation and expropriation
in the labour market by making use of flexible labour to the advantage
of capital (Salama, 2006). We will return to aspects concerning labour in
the following section.

Average returns on equities in the country’s stock markets, according
to official sources, ranged between 72.9 per cent (2003) 13.1 per cent
(2004) and 42.3 per cent (2005) in the BSE over the last three years.
Similar ranges of returns prevailed for equities traded at NSE as Nifty
(Raju and Ghosh, 2004). Comparing these returns in the financial sector
with those in industry (the data on which are available from Prowess
on-line data sources), we find a confirmation of our hypothesis that by
and large it has been far more profitable to invest in the financial sector
compared with what it has been for investments in industry or even
in other services. The above confirms the statement we made before
that in India finance has been providing far more profitable channels of
investment than those in industrial activities.

One can also observe tendencies on part of industrial corporates, to
actually shift the investible surpluses in the direction of the financial
sector. The evidence is provided by the statistics periodically released by
the Reserve Bank of India, on non-financial Public Limited Companies
in India'® (Table 8.2). Profitability, as percentage of sales value, has been
much higher in the services sector as compared to those in industry,
which can be seen from the statistics on a representative sample of units
in the two sectors. (Table 8.1)

Tables 8.2 and 8.3 both confirm the current tendencies in the public
limited non-financial companies in India to switch their portfolio in
favour of financial assets. Thus investment of these firms in industrial
securities has actually fallen from 43 per cent to 34 per cent of their total
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Table 8.1 Profit ranges: Number of industrial units as at end of March 2005

Profit range Industry Services
(percentages)

Above 1000 1 4
Between 100-990 6 38
Between 50-99 7 257
Between 10-49 12 311
Between 0-9 1625 549
Between (—)0.01 to (—)20 499 176
Less than (—)20 363 324
Total no of firms 2513 1659

Source: Prowess Online data.

Table 8.2 Corporate investments (Rs crores)

2002-3 20034 2004-5
Total 50200 73510 83841
investments
Securities of 12463 22053 25836
financial (24.82) (30.0) (30.81)
institutions
Shares and 12928 15344 19560
debentures* of (25.75) (20.87) (23.32)
subsidiaries
Industrial 21942 30490 29053
securities (43.02) (41.47) (34.65)

Note: (a) *Debentures include privately placed debentures with financial institutions.
(b) Figures in brackets indicate percentages.
Source: Reserve Bank of India Bulletin September 2006.

investments between 2002-03 and 2004-05.The pattern tallies with the
asset-liability structure of these units, with ‘quick assets’ (as defined in
Table 8.3), covering more than half of total liabilities for the large firms
having a sales value over Rs 1000 crores during 2004-05. The pattern
was roughly of the same order for firms with lower sales values. It was
but natural that the share of net fixed assets to aggregate net assets was
at around 40 per cent for all these corporates. Financial liberalization
has thus opened up profit opportunities in the financial sector, which in
effect is mopping up a considerable part of the reinvestible surpluses in
the industrial sector.

It is not difficult to observe, from the same data source on profits
on sales, that the services sector proved a far more profitable outlet for
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Table 8.3 Selected financial ratios of public limited companies (percentages)
2004-05

Sales range Quick assets* to  Gross fixed asset  Net fixed assets
current liabilities formation to total to total net assets
use of funds

Rs 50-100 crores 51.9 43.2 40.0
Rs 100-500 crores 53.4 44.1 42.2
Rs 500-1000 crores 58.5 41.3 42.2
>Rs 1000 crores 50.4 38.0 40.8

Note: *Quick assets comprise of (a) sundry debtors (b) book value of quoted investments and
(c) cash and bank balances.
Source: Reserve Bank of India Bulletin September 2006.

investment compared with the industrial sector. Table 8.2 provides an
aggregative picture, with about 37 per cent in a sample of 1659 firms in
the service sector that have been earning profits on sales as high as 50
per cent to 1000 per cent. This is a contrast to the industrial units with
only 26 firms out of a total of a much larger sample of 2513 units that
are listed within the same range of profits. The data relates to a recent
period ending March 2005.

Disparities between the industrial and the service sectors are also
apparent in the average profitability statistics for the two major stock
exchanges of the country. The respective returns on equities transacted
in the National Stock Exchange and the Bombay Stock Exchange were
39.82 per cent and 46.1 per cent during 20067 both of which are con-
siderably high when one considers the much lower profitability in other
sectors including industry.

Financial de-regulation has also considerably changed the mode of
payments, especially for the senior executives in corporates who are
these days often paid in part with stock options. This motivates corpo-
rate managers to monitor and keep up the stock prices of the company
they work for, which is in addition to their traditional role. The drive
to maintain and to push up the stock prices may at times run con-
trary to what is beneficial for the corporate unit in terms of real
activities.'®

In a recent paper it has been further observed that the industrial cor-
porates today rely more on the internal savings compared with external
bank borrowings or the floating of equities in stock markets. However, a
major chunk of these savings are used to acquire assets in the financial
rather than the industrial sector.!
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Moreover, of the two external sources of finance for industrial corpor-
ations, viz. borrowings and equities, the former has been growing less
compared with the latter, a fact reflected in the falling debt—equity ratio
of these corporates (Bose, 2006). The limited role of banks as financiers
of industrial investment raises an issue relating to the portfolio choice of
banks with the current wave of financialization. We have observed else-
where the limitations of the guiding principles of the financial reforms
(which include the Basel norms) in a country like India where credit
steadily moves away from borrowing units which are deserving, not only
in terms of productive contribution but also in terms of social priorities.2’

On the whole the changing pattern of corporate finance and govern-
ance that has emerged with the liberalization of the financial sector
seems to have contributed to a much greater involvement of industrial
corporates with the secondary market for stocks. Those who recommend
the proximity to stock markets on the ground that the latter provides
a better option to industry for access to resources and their efficient
allocation do not realize the potential instability generated in the pro-
cess. In addition to generating vulnerability at firm level, stock markets
also create added incentives for firm managers to speculate, which, as
pointed out earlier, is contrary to what makes for real investment in the
economy.

8.4.3 De-regulated finance and industrial workers

We now focus our attention to the status of labour in the major Indian
industries under de-regulated finance. This relates to India’s labour mar-
ket which is laden with flexibility under economic reforms. The first
thing that is striking in this context relates to the phenomenon of ‘job-
less growth’ in the economy which has been continuing over the last
two decades. Annual growth rates of employment in India’s organized
sector over 1994-2004 has recorded a negative rate of (—)0.38 per cent,
declining further from the low average rate at 1.20 per cent over the
decade 1983-94. If one considers the industry groups at a disaggregate
level (3-digit classification of Annual Survey of Industries) one witnesses
a paradox of lagging employment growth, even in high growth indus-
tries. These are the industries that have been experiencing annual average
growth rates at 20 per cent or above over the post-reform years since
1991. These include office equipment, aircraft and spacecraft, ships and
boats, jewellery, electronics, furniture and motor vehicles, etc., which
are the ‘sun-rise’ industries of the current decade. Jobs in manufactur-
ing, which was around 57 lakh persons at end of fiscal years 1987 as well
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as 1988, has actually been falling since 1999, with the number at 47.44
lakhs at end 2002-03.2!

The pattern, as described above, is all the more explicit in the cumula-
tive share of industries, grouped according to their share of total output.
Thus the relatively high growth industries in the organized sector with
individual shares between 9.9 per cent and 5.8 per cent of output which
collectively contributed 47.66 per cent of aggregate output have gener-
ated only 30.73 per cent of aggregate employment during the post-reform
years. The pattern indicates, once again, the rather poor contribution of
the high output growth industries in terms of employment. The pattern
was similar in the low growth industries as well with growth rate on an
average less than 5 per cent. These include the typical labour intensive
items like man-made fibre, tobacco, publishing, etc.

We have sought elsewhere to explain employment growth by regress-
ing it on technology, invested capital and labour productivity in these
industries (Sen and Dasgupta, 2006b). Our results indicate a strong
negative impact of technology (capital-labour ratio) on employment,
especially in the high growth industries. Thus there has been a system-
atic tendency of labour displacement on the part of employers, by using
the cost-cutting strategy under the new regime of competitive capitalism
in the market economy. It is also interesting to observe in these results
that labour productivity as such had a negative impact on employment.
Labour thus generates more output per head, while failing to generate
employment, given the labour saving biases in new technology. It prob-
ably implies that the use of labour saving devices have helped in cost
cutting by increasing output per labourer while the scale expansions
which could generate employment have been absent. Much of the latter
can probably be interpreted by the tendencies, as mentioned earlier in
this chapter, for corporate industry to shift investible surpluses in the
direction of finance.

Fluctuations in output have been common with most industries, espe-
cially with liberalized entry of imports and uncertain export markets.
Often these are matched by similar fluctuations in employment, which
have been prominent even in industries with negative output growth
rates, an aspect which indicates the extreme precariousness for labour
in terms of the job situation. As has been mentioned in the literature,
labour has become a ‘risk-bearing factor of production’ under liberaliza-
tion (Jonsson, 1978). The synchronized pattern of variations in output
and employment, observed for both high and low growth industries,
indicate the impact of uncertain output markets on job opportuni-
ties. Labour thus seems to be having a raw deal, with fluctuating job
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prospects even in industries where output growth tends to be zero or
negligible.

Looking a bit more closely at the pattern of employment in the Indian
economy, one comes across two developments in recent years. The first
relates to the casualization of labour and the second to the rising number
of man-days per worker, both of which are substantiated by official
statistics. As for the hours of work, both for permanent and casual, statis-
tics on growth rates of working (man) days do not tally with the growth
rate of workers, thus indicating more work per worker on an average
basis. This partly explains the reductions in the reported employment
figures due to the stretching of labour hours through overtime (and probably
also non-payment of overtime labour) in industries. Both casualization
and the incidence of unpaid/poorly paid labour with rising man days
per worker reflect the incidence of labour flexibility. These provide a
convenient route for employers to cut costs and maintain profitability
on the already squeezed margin of re-invested surplus in industry which,
as noted above, happens under financialization.

Of late, labour market flexibility has brought to the fore issues concern-
ing the security aspect of labour. The notion dwells on aspects affecting
livelihood which include, most importantly, employment status, both
current and as expected during the future. Moreover, the terms of labour
contract?? to the extent people are with firm jobs, are also important.
These include wages as well other benefits/costs related to the contract
and include bonuses, housing, medical facilities, transport facilities,
leave rules, tenure of job, etc. The economic and social status of labour
is also influenced by different forms of support, to the extent available,
from the state and/or the social network. For those without a firm job
the latter remain the sole means of survival.

Both the unemployed and those with jobs of poor socio-economic
status have generated wide-ranging debates on the success of economic
reforms in India. In this chapter we have drawn attention to the new
norms of corporate finance in the de-regulated regime, with short-term
financial assets (‘quick assets’ as mentioned in Table 8.1 above) providing
attractive options for industrial corporates, new investments in industry,
and the need to earn competitive rates of returns as available elsewhere.
Instead of following a path of scale expansion, industries adopt a strat-
egy of extracting the maximum possible surpluses from labour already
employed. This is achieved by augmenting labour productivity (with
labour displacing technology) at a rate which far surpasses the rise in
wages or other payments to labour. Data on related aspects for Indian
industry confirms these developments (Sen and Dasgupta, 2006a).
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Unemployment in the country as a whole (which includes the self-
employed (Sen, 2007), unorganized industry and agriculture) has also
been high, as indicated in the official National Sample Survey Statistics
of India. The growth of employment (work force) at 2.48 per cent on
an average during 1999-2000 has been less than the growth in labour
force at 2.54 per cent over the same period. And latest available data for
July 2004 to June 2005 shows a rise in unemployment as compared to
1999-2000, both for males and especially for females in rural areas when
estimated on a ‘daily status’ of employment. The pattern has been no
less dismal in urban areas and especially for females.?3

Estimates such as above of employment of course overlooks the vast
majority who are classified in official statistics as ‘self-employed’, having
access to resources which are too meagre to provide them the bare means
of even subsistence. On the whole labour in India’s manufacturing sector
thus seems to be in a state of crisis, which sharply contrasts with the
booming business in the financial sector of the country.

8.5 Conclusion

It is now time to go back to the central argument of this chapter con-
cerning financial de-regulation and the incidence on industrial activity
as well as the state of employment. Our findings on the ‘immiserization’
of labour in India’s manufacturing industries can be linked to both the
flexibilization of labour and the financialization process, with disparate
profit opportunities between the real and the financial investments. The
latter leads to the drive on the part of employers to invest heavily in
financial assets while making good in the real sector by using labour
in the most profitable way. The quest for the latter is facilitated, this
time by the state, with the induction of labour flexibility norms and the
scrapping of protective labour legislations. The outcome thus is a uni-
fied process, with finance capital dominating over industry and industry
extracting the maximum possible surpluses by exploiting labour.

Notes

1. Earlier drafts of this chapter was presented in a seminar in PERI, University
of Massachusetts in September 2006 and also in a conference on ‘Financial-
ization of the Indian Economy’ at the MSH Paris in October 2006. I thank
Gerald Epstein of PERI and Pierre Salama, Ajit Sinha in the Paris conference,
along with other participants in both meetings for comments on the earlier
draft which have considerably helped reformulating it. A revised version of
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it was presented in a conference at the Brazilian Centre at Oxford Univer-
sity in November 2006. I thank the organizers as well as the participants for
providing the incentives to bring it to a final form. Errors as have remained,
however, are entirely my responsibility.

Variants of the optimal portfolio models recognize the role of trading and
information costs at equilibrium. However, it is also held that prices have
a tendency to quickly adjust to information which is never in private
domain. On the whole the system tends to set ‘conventions’ consistent with
‘fundamentals’, in terms of a process which is similar to what has been
described as a ‘random walk along Wall Street’! See in particular Fama (1969)
and also Fama (1991).

The borrowers are assumed to have better information (compared with
lenders) relating to their own inclinations for default. They are also assumed
to have the capacity to choose among investment projects (thus often prefer-
ring the high-risk high-return ones) and, most importantly, have an ability
to voluntarily exit by default. See Sachs (1982) and Cooper and Sachs (1985).
Assets in terms of these characterizations are, however, not subject to a binary
classification as with money versus bonds in Keynes. Instead, assets here
have a range with degrees of liquidity which vary along a whole spectrum.
Accordingly the choice of the portfolio is susceptible to uncertainty by an
even greater degree. See for the argument Hicks (1967).

See for the argument Harris (1996, pp. 60-73) and also Sen (1996, pp. 35-60).
See also Minsky (1982), Davidson (1978, Chapter 7) and also Sen (1996,
pp- 35-60).

Details of these are easily available from official sources of statistics such as
The Economic Survey, Government of India.

This has been a direct consequence of application of Basel standards and codes
in India which is guided by the Standing Committee (on International Finan-
cial Standards and Codes), of the Reserve Bank of India (RBI) since December
1999. These norms require a minimum capital adequacy on the part of banks,
which is determined by the risk component of its assets. Of late the Basel II
norms are about to be implemented, which will impose even stricter capital
adequacy norms in terms of the credit-risk-adjusted returns (CRAR). Impact
of these regulatory norms on credit supply has been both contractionary and
discriminating. See for details Sen and Ghosh (2006). See also Sen and Ghosh
(2005).

. Economic Survey, Government of India.
10.
11.
12.
13.

Ibid., p. 71.

Economic Survey, 2005-06, pp. 71-3.

See Varma (1998).

These included the screen-based trading system of the NSE in 1993, the lifting
of bans on options trading in 1995 and a phased introduction of derivative
products.

According to an unofficial source the volume of OTC transactions in 2004
was of the order of Rs 300 crores, a sum comparing (or even exceeding) the
exchange traded derivatives.

Government of India, Economic Survey, 2005-06, p. 70.

Government of India, Economic Survey, 2005-06.

Reserve Bank of India, Reserve Bank of India Bulletin, September 2006.
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18. Government of India, Economic Survey, 200607, p. 73.

19. These possibilities of using stocks as part payments have been used in
advanced countries to finance mergers and acquisitions. The practice, as it
has been pointed out, raises the level of vulnerability of corporates. See Singh
and Zammit (2005).

20. Government of India, Economic Survey, 2006-07, p. S50.

21. See for a study on the impact of financial reforms under Basel norms on bank
lendings, Sen and Ghosh (2005).

22. See, for an elaboration and application of this concept, Standing (1999; 2002).

23. Government of India, Economic Survey, 2005-06, p. 207.
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Does Ownership Explain Bank
M&A? The Case of Domestic Banks
and Foreign Banks in Brazil

Fatima Cardias Williams and Jonathan Williams

9.1 Introduction

Higher levels of banking sector consolidation are one outcome of
financial liberalization and technological developments over the past
quarter century. Spawning a global wave of consolidation, beginning
in the US and Europe in the mid-1980s before reaching emerging
markets in the 1990s, liberalization and technology continue to raise
competition while the market for corporate control reflects newer
influences, such as cross-sector and cross-border financial linkages.!
Gelos and Rold6és (2004) note three differences between the con-
solidation processes in mature and emerging markets. (1) cross-
border mergers and acquisitions (M&A) is a more important source
of consolidation in emerging markets; (2) consolidation is used to
restructure emerging market banking sectors following episodes of
financial crisis rather than to eliminate excess capacity; (3) emer-
ging market governments are active participants in the consolidation
process.

Two events have neatly dovetailed to equate market forces. As com-
petition in mature banking markets intensified, banks looked further
afield for opportunities to diversify risks and generate profits. Con-
comitantly, emerging market governments deregulated banking sectors,
repealing restrictions on foreign investment and foreign bank activities,
and privatizing state-owned financial institutions. The rising incidence
of financial crises in emerging markets in the mid-1990s highlighted
a shortfall in domestic capital, and the need to encourage foreign
participation to recapitalize and consolidate domestic banking sectors.
Hence, international banks had demand for access into new markets
which emerging markets could supply, and emerging market banking
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systems had demand for additional capital which international banks
could supply.

Slager (2004) contextualizes motives for international bank M&A.
Several motives are cited: banks follow customers to new markets; to
increase earnings and diversify risk; to exploit growth potential in host
countries; to circumvent limited growth opportunities in highly concen-
trated home markets; to realize efficiency gains and improve profitability.
Expected scale and scope economies are considered to yield improve-
ments in bank productive efficiency (Berger, 2000). One strand of the
bank M&A literature uses discrete outcome models to explain M&A. Gen-
erally, banks with stronger financial profile are more likely to buy banks,
whereas weaker banks are more likely to be targets. Some indicators affect
the probability of an outcome more than others, and quantifying rela-
tive importance can be used to derive inferences about banks’ strategic
decisions.

Our objective is to determine if acquiring and target banks are distin-
guishable from non-merging banks in terms of financial profile, and,
if found, whether differences exist across bank ownership — between
domestic-owned and foreign-owned buyers and targets. Financial
profile is defined by a vector of covariates based on the CAMELS tax-
onomy. A multinomial logit model (MNLM) is applied to the sample
of 1242 observations on 192 commercial banks operating in Brazil
from 1992 to 2005. This approach is consistent with Vennet (1996,
2003), Focarelli et al. (2002) and Koetter et al. (2005), among oth-
ers. Our contribution rests as follows: since many emerging market
authorities have actively courted foreign banks as a means of further-
ing the development of domestic banking sectors, we consider if the
strategic preferences of foreign and domestic buyers are homogeneous.
Understanding the behaviour of new entrants as well as expansionary
domestic banks is a relevant exercise for banking sector policy makers
and regulators, alike. So far as we are aware, this is one of the earliest
studies to be applied to an emerging market. Since Brazilian banking
is characterized by a restructuring of domestic banks and foreign bank
penetration, we classify sample banks according to five discrete out-
comes: (1) domestic buyer; (2) foreign buyer; (3) target of domestic
buyer; (4) target of foreign buyer; (5) control group of non-merging
banks.

The remainder of the chapter is organized as follows. Section 9.2
reviews the literature. Section 9.3 outlines the consolidation of the Brazil-
ian banking sector. Section 9.4 introduces the statistical model and data.
Section 9.5 presents the results and section 9.6 concludes.
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9.2 Literature review

The research on bank M&A has two main strands. First, event stud-
ies investigate if M&A deals create value for bank shareholders around
announcement date; studies consider intra financial industry deals,
cross-border deals, and pre-and-post risk valuation (see Cybo-Ottone
and Murgia, 2000; DeLong, 2001; Amihud et al., 2002). Empirical evi-
dence from the US suggests value gains are distributed in favour of
target bank shareholders at the expense of acquiring bank shareholders
(Berger et al., 1999), but value destruction for the latter offsets the value
creation implying insignificant joint returns (Houston and Ryngaert,
1994). European deals create value: gains accrue to target bank sharehold-
ers with no significant value destruction for acquiring bank shareholders
(Cybo-Ottone, 2000; Beitel and Schiereck, 2001). Secondly, bank operat-
ing performance (measured by ratios or estimated efficiency) is compared
pre-and-post merger (Altunbas and Marqués Ibanez, 2004; Humphrey
and Vale, 2004). Berger and Humphrey (1997) review several studies
and report that on average there are no cost efficiency gains accruing
from M&A, although cost efficient banks with superior management
are expected to raise efficiency in acquired banks. However, sizable
profit efficiency gains accrue when large banks merge (Akhavein et al.,
1997). Pilloff and Santomero (1998) compare these two approaches.
However, neither approach explains the motives underlying bank M&A.
This issue is addressed in a literature which uses discrete outcome
methods to model the probability of an outcome occurring given a set
of covariates. Discrete outcome models are applied to explain bank fail-
ure (Wheelock and Wilson, 2000; DeYoung, 2003; Lanine and Vennet,
2006), and bank location (Focarelli and Pozzolo, 2001; Berger et al.,
2003).2

Koetter et al. (2005) discuss studies that model the probability of bank
M&A: financial profile explains M&A outcomes with acquirers and tar-
gets having profiles different to non-merging banks. With regard to
domestic M&A, banks most likely to be acquired are characterized by
low capitalization (Hannan and Rhodes, 1987; DeYoung, 2003; Koetter
et al., 2005); poor profitability and earnings (O’Keefe, 1996; Focarelli
et al.,, 2002; Lanine and Vennet, 2006); low liquidity (O’Keefe, 1996;
Worthington, 2004); and poorer management quality, measured as
cost efficiency (O’Keefe, 1996; Koetter et al., 2005) though exceptions
due to bank ownership exist (Lang and Welzel, 1999; Worthington,
2004). In brief, underperforming banks are more likely to become
targets, with targets tending to be smaller than acquirers (Wheelock
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and Wilson, 2000; O'Keefe, 1996; Worthington, 2004; Koetter et al.,
2005) though size, like profitability, is not always a significant covariate
(Hannan and Rhodes, 1987). Re-expressed, acquiring banks tend to be
larger, more efficient, and have a stronger financial profile than target
banks.?

Studies of cross-border bank M&A consider country-level and firm-
level characteristics. Large, relatively poor countries tend to be targets for
international banks that use cross-border M&A to reach widely-spaced
populations. Cross-border M&A positively relates to shared language
and geographical proximity (Buch and DeLong, 2001). Relatively more
open countries can be expected to receive a higher share of cross-border
M&A activity (Buch and DeLong, 2001; Focarelli and Pozzolo, 2001). The
importance of productive efficiency (cost efficiency and scale economies)
in determining M&A is emphasized by several authors. Focarelli and
Pozzolo (2001) write that large banks originating from competitive and
well regulated domestic markets are more likely to expand overseas; this
is consistent with the limited form of the global advantage hypoth-
esis (Berger et al., 2000). Finally, cost efficiency is considered more
important than the overall degree of economic integration in explaining
internationalization in banking.

Few cross-border studies use bank-level characteristics to explain M&A.
Vennet (1996) distinguishes between (1) cross-border takeovers and (2)
domestic acquisitions where over 50 per cent of the target is acquired yet
both banks continue to operate. Generally, in the case of cross-border
M&A, targets are less profitable and less cost efficient than acquiring
banks. Similar results hold for domestic acquisitions, except target banks
do not differ from the non-merging control group. The exercise is car-
ried out on a larger dataset of cross-border deals with consistent findings
(Vennet, 2003): acquiring banks have lower cost and higher profitability
than targets; target bank cost efficiency and especially profit efficiency
is less than acquiring banks’ (supporting Akhavein et al., 1997).

9.3 Bank consolidation in Brazil

The consolidation of Brazilian banking is explained by: (1) changes due
to government-led restructuring; and (2) changes due to increases in
cross-border M&A activity.

9.3.1 Domestic restructuring

During the inflationary period of the 1980s and early 1990s, Brazilian
banks earned large profits from inflationary transfers (Fritz, 1996; Barros
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and Almeida, 1997); banks’ inflationary revenue had grown to 4 per cent
of GDP over 1990 to 1993, accounting for 38.5 per cent of bank revenue.
The implementation of a stabilization plan (the Real Plan) in July 1994
brought easy profits to an abrupt halt, and banks tried to compensate by
increasing credit. In the eight months following implementation, credit
growth was 43.7 per cent (Nakane and Weintraub, 2005). Yet, banks
did not properly assess credit risks and non-performing loans grew from
around 7 per cent in December 1994 to peak at 16 per cent in August
1995 (Barros and Almeida, 1997). Government intervention prevented
bank insolvencies.

In November 1995, the Programme to Promote the Restructuring
and Strengthening of the Financial System (PROER) kick-started bank
consolidation. It gave the Central Bank rights to require banks to (1)
increase capital; (2) transfer shareholder control; and (3) be merged or
acquired by another bank. The authorities later launched PROES (for
state-owned banks with the proviso that the banks could be privatized)
and PROEF (for banks owned by the Federal government) in August 1996
and June 2001, respectively. The outcome of restructuring is summarized
as follows: the number of banks fell from 246 to 155 between 1994 and
2002; the number of majority-owned foreign banks increased from 37
in 1994 to 70 in 2001 with asset share increasing from 7.17 per cent to
over 30 per cent; bank privatization reduced the number of state-owned
banks from 32 to 14 between 1994 and 2002 (Nakane and Weintraub,
2005).

Gelos and Roldés (2004) claim market forces are the dominant driver
of consolidation in mature banking markets. In Brazil, market forces
became a driver of M&A in the late 1990s (Paula and Alves, 2007). Since
1999, the large, private-owned Brazilian banks have been more active
than foreign banks in M&A transactions, with the former acquiring
domestic and foreign-owned banks (Paula, 2002).

9.3.2 Foreign bank entry and cross-border M&A

The market share of foreign banks in Brazil has increased since
the mid-1990s: in 1996, foreign banks (majority controlled) held
10.83 per cent of banking sector assets before a peak was reached at 30.13
per cent in 2001. More recent Central Bank data (June 2006) shows for-
eign banks hold 23.42 per cent of assets. The data highlight two structural
changes: foreign bank penetration as a solution to the problems of the
mid-1990s (Carvalho, 2002);* and, the positive reaction particularly by
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large, private-owned domestic banks, which improved efficiency, real-
ized revenue economies through cross-selling activities whilst expanding
their activities either organically, or via M&A (Paula and Alves, 2007).

Typically, foreign banks have acquired medium-sized domestic banks
though there are exceptions (Paula and Alves, 2007). Western European
banks have aggressively expanded in Brazil and Latin America. Paula
(2002) rationalizes this activity. Expansion is the strategic response to
increasingly competitive home markets. European financial deregula-
tion has pressurized interest margins and bank profits. Thus, geographic
expansion is not only a source of earnings diversification but a means
to strengthen European banks in their home markets via high profits
generated elsewhere. Latin banking markets, especially Brazil, are char-
acterized by high interest margins that offer foreign banks considerable
opportunities to increase returns (Afanasieff et al., 2002; Beck, 2000;
Claessens et al., 2001). Although the higher spreads found in Brazil
take account of risk — particularly risk due to a weak institutional and
legal environment - the higher margins translate into high profit mar-
gins compared with other emerging markets and mature banking sectors
(Claessens et al., 2001; Paula and Alves, 2007).

Latin America is a target for European banks because of its growth
potential, together with the fact that regulatory restrictions have
limited opportunities in Asia until recently. Spanish banks entered Latin
America because of perceived competitive advantages (over other for-
eign banks) in terms of language and culture (Sebastidn and Hernansanz,
2000). Other causal factors include asset seeking (in markets allowing
faster growth and higher margins); asset exploiting (a belief that Spanish
management would be more efficient than domestic); and oligopolis-
tic reaction (Spanish banks follow each other into the same markets)
(Guillén and Tschoegl, 1999). On the contrary, US-owned banks have
focused on organic growth (Paula, 2002).

Finally, Brazil offers potential efficiency gains to foreign banks (Paula
and Alves, 2007), especially in light of the relatively high operating
costs of Brazilian banks (Beck, 2000; Claessens et al., 2001). The issues
of whether foreign banks are more efficient than domestic banks, and
whether competition has led to higher efficiency at Brazilian banks, lie
outside the scope of this chapter. For information, the empirical evidence
is mixed: whereas Vasconcelos and Fucidji (2002) find foreign banks
more efficient than domestic banks, Carvalho (2002) finds no signifi-
cant difference in efficiencies, prices charged and loan portfolios. While
foreign banks appear more risk averse and exhibit a clear preference for
safer loans, this is true of large, domestic banks.
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9.4 Methodology and data

In this section we introduce the multinomial logit model, describe the
number of discrete outcomes in the model, and discuss the covariates
which are to be specified.

9.4.1 Multinomial logit model (MNLM)

In our model, a bank can experience four M&A outcomes or remain
in the non-merging control group, with the probability of being in an
outcome explained by a vector of bank-specific covariates. Formally, the
MNLM is written in equation (9.1).

Pr (y = m|x)

ln Qm|b (X) ES ln m

=XBmp form=1to] 9.1)

where b is the base category or control group and m is the number
of alternative outcomes. Since In Q,,,(x)=In1=0, it must hold that
Bm/b =0. Thus, the log odds of an outcome compared with itself are
always zero, and the effects of any independent variables must also be
zero. The ] equations may be solved to find the predicted probabilities
of an outcome - see equation (9.2).

exp (xip)

Pr(Y;=j) = — —PHP)
=D = S b

9.2)

where Y; is the categorical dependent variable that takes one of the values
1 to ] and J is the number of outcomes. The estimated parameters per
group, Bj, yield the effect of the covariates, x, on the logged ratio of
probabilities relative to the control group, that is, In (Prj/ Prip) = Bjx.

In equation (9.3) the MNLM is written to illustrate the measurement
of the influence of an identical set of covariates, x, for | outcomes with
respect the common control group.

Pri;
ln(mz>zﬁm+mﬁﬂ+%ﬁw+%ﬁw+ ----- + BniXin (9.3)
1

Following Koetter et al. (2005), we report relative risk ratios (RRR),
which measure the change of the probability of being in outcome j rela-
tive to the probability of being in the control group, for a unit change in
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the variable x. Equation (9.4) shows how the RRR is calculated for a one
unit change in covariate x from the value of x to x'.

RRR](X, X/) — Pr (y =]|X)/ Pr (Y = le) _ eﬁi
Pr(y =jIx)/ Pr(y = blx)

The RRR is interpreted as follows: a RRR of one is analogous to a zero
coefficient implying a change in the variable does not affect the prob-
ability of being in outcome j relative to the probability of being in the
control group. A RRR greater than one indicates an increase of the prob-
ability ratio as x increases, while an RRR less than one signifies a decrease
in the relative risk to be in outcome j as x increases.

(9.4)

9.4.2 M&A outcomes

Our conjecture is that bank financial profile explains participation in
M&A: the financial profile of buyers and targets exhibit differences from
the control group of non-merging banks. Following Vennet (1996, 2003),
we identify five discrete outcomes arising from the Brazilian consoli-
dation process: banks are classified as (1) domestic buyer; (2) target of
domestic buyer; (3) foreign buyer; and (4) target of foreign buyer; plus
the control group of non-merging banks. Banks may experience more
than one outcome, which reflects observed behaviour and captures the
dynamics of M&A activity. The analysis covers 1992 to 2005, with 1242
observations on 192 commercial banks. Several sources were used to
identify M&A and classify banks: BankScope, Paula (2002), Nakane and
Weintraub (2005).

Table 9.1 shows M&A outcomes over time. The larger number of obser-
vations on domestic buyers compared to their targets implies that some
buyers are multiple acquirers — notably the large private-owned banks.
Domestic bank acquisitions begin in 1996 and accelerate over 1997 and
1998. After a brief lull, activity resumes over 2002 to 2005. The number
of observations involving foreign buyers is understated because in some
cases the shares of resident banks were acquired by banks based outside
Brazil; the data in outcome (3) relate to acquisitions where the ‘foreign
buyer’ is the Brazilian subsidiary of a foreign bank. This explains why the
number of foreign bank targets exceeds the number of foreign banks.
Foreign acquisitions of Brazilian banks occur in jumps; in 1997-98,
2000 and 2003. Despite the consolidation process, outcomes (1) to (4)
account for less than 6 per cent of observations in the sample.

9.4.3 Covariates

To ensure compatibility with the literature, we select a vector of covari-
ates consistent with the CAMELS approach to quantifying bank financial
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Table 9.1 Numbers of M&A outcomes, 1992-2005

Year Domestic Target of Foreign Targetof Control Total
buyer domestic buyer foreign group by year
1) bank (2) (3) bank (4)
1992 0 0 0 0 7 7
1993 0 0 0 0 11 11
1994 0 0 0 0 41 41
1995 0 0 0 0 93 93
1996 2 0 1 0 104 107
1997 4 2 0 4 100 110
1998 4 2 0 5 100 111
1999 1 1 1 0 109 112
2000 1 2 1 6 113 123
2001 1 1 2 0 131 135
2002 4 2 1 1 123 131
2003 3 1 2 4 95 105
2004 5 1 1 1 80 88
2005 2 0 0 0 66 68
By outcome 27 12 9 21 1173 1242

Source: BankScope.

profile.> Bank financial statement data are sourced from BankScope
and converted into millions of US dollars at 1995 prices. Initially, we
constructed 18 indicators but reduced this number to 12 following
correlation and step-wise regression analysis. Table 9.2a describes the
12 covariates whilst Table 9.2b presents descriptive statistics for each
covariate by outcome.

Equation (9.3) may be rewritten as equation (9.5) to show the MNLM
to be estimated:

In (Prjj/Prip) = Boj + B1jEQTA;; + B2jSeciz + B3iLLP;3 + B4jGrowthiy
+B5jCeffis + BisPeffis + B7jROAi7 + BsjLiq;g + Bo;TCio
+Bi10LTA10i + B11Spread, ;; + Bj12TAir2 9.5)

Where J=number of outcomes (1 to 4); EQTA=-equity/assets;
Sec = securities/assets; LLP =loan loss provisions/gross loans; Growth =
annual rate of asset growth; Ceff = cost efficiency; Peff = profit efficiency;
RoA =return on assets; Liq=1iquidity; TC =rate of technical change;
LTA =loans/assets; Spread = interest spread; TA = total assets. All data are
in percentages and the covariates are specified with a lag of one year.



Table 9.2a Covariates used in MNLM

Covariate

Proxy

Expected relationships

Equity-assets

Securities-assets

Loan loss provisions — Loans
Annual growth in

assets
Cost efficiency, profit
efficiency?

Return on assets

Cash + interbank
assets-assets

Technical change?

Loans-assets

Interest spread

Total assets

Capitalization

Asset quality

Asset quality
Asset quality

Management quality

Earnings performance
Liquidity

Systems

Loan intensiveness of
balance sheet
Bank risk profile

Size

Poor capitalization raises probability of bank failure, increases probability of a
bank being a target (Wheelock & Wilson, 2000; Lanine & Vennet, 2006; Hannan &
Rhodes, 1987).

Higher ratio implies bank is more diversified with lower overall level of asset
risk (Koetter et al., 2005).

Banks with poor credit risk profile are more likely to be targets (Koetter et al., 2005).

Captures risk of expanding too quickly or too slowly. Slower growth expected
to raise probability of being a target.

Less efficient banks expected to be targets (O’Keefe, 1996; Vennet, 1996, 2003;
Koetter et al., 2005). On average, there are no cost efficiency gains from M&A
activity (Berger and Humphrey, 1997) but large profit efficiency gains are
found (Akhavein et al., 1997).

Mixed results in literature.

More liquid banks expected to be involved in M&A either as buyer or target.

More technically advanced banks expected to be buyers & to use technological
advantages to lower costs at merged entity.
Increase in loan intensity lowers probability of foreign involvement in M&A.

Increase in spread raises probability of bank being a domestic buyer and/or target.

Small size banks expected to be targets (Wheelock & Wilson, 2000; O’Keefe, 1997;
Worthington, 2004; Koetter et al., 2005).

Notes:

3We use stochastic frontier and Fourier flexible functional form methodologies to estimate cost efficiency and alternative profit efficiency (see Berger and Mester,
1997). Technical change is derived by differentiating the cost function with respect to time (see Altunbas et al., 1999).

bInterest spread is calculated as interest received on earning assets less interest paid on purchased funds and it quantifies bank risk profile. Rojas Suarez (2001)
highlights problems associated with applying performance indicators commonly used in mature banking sectors to banks in emerging markets. Citing the
behaviour of poorly managed banks operating in emerging markets, she claims these institutions grow market share by advancing loans to risky borrowers.
Funding for these loans is obtained by offering higher deposit rates which increases funding costs, but the higher cost is not proportionately translated into
increases in loan rates. Thus, interest rate spreads remain low and can actually decline in periods of excessive risk taking (which in an analysis of mature banking
sectors would be interpreted as greater efficiency of financial intermediation).

€0¢



Table 9.2b Descriptive statistics; by outcome, %

Equity/ Securities/ LLP/  Asset Cost Profit RoA Liquidity Technical Loans/ Interest Assets,

assets assets Loans growth efficiency efficiency change assets spread $m S
Control group .
Mean 21.75 38.75 10.41 25.09 78.75 71.55 2.76 23.47 —35.88  34.95 6.68 3669
Median 14.78 35.03 3.08 6.36 82.27 77.04 2.48 19.08 —32.83  34.94 5.91 655
Std dev 20.90 25.77 38.09 165.62 13.15 15.92 8.05 18.55 24.44  23.89 19.10 11233
Min —45.56 0.00 0.01 —-93.40 2.20 1.14  -96.67 0.00 —181.31 -0.97 -166.49  4.89
Max 99.52 99.86 750.00 3315.02 100.00 100.00 63.92 98.77 7246  98.04 164.05 110760
Domestic buyer (Outcome 1)
Mean 15.99 34.22 5.15 8.32 79.44 74.41 1.21 28.16 -33.27  37.89 8.14 26811
Median 10.20 37.80 3.89 7.75 82.09 78.11 2.20 23.68 -32.28  36.58 7.81 16141
Std dev 18.00 15.06 7.20 27.36 12.02 11.90 6.67 19.44 19.45 15.88 8.63 26548
Min 3.65 0.00 0.25 -82091 21.33 3227  -32.14 7.69 —83.67 0.00 —4.67 23.70
Max 95.05 65.58 38.75 68.57 88.29 86.65 6.65 99.20 -9.50  91.05 48.20 82911
Domestic target (Outcome 2)
Mean 15.03 34.60 37.29 14.26 73.37 73.85 0.47 27.81 —34.52  35.45 7.51 2364
Median 14.31 33.78 10.14 —5.47 80.96 72.69 2.46 22.30 —40.03  35.90 6.63 1243
Std dev 24.60 23.65 104.80 80.12 20.25 10.95 9.06 22.36 24.04  22.20 17.36 3001
Min —79.57 3.36 0.16 —-55.17 8.47 51.13 -32.17 0.73 —75.42 0.00 —59.38  64.67
Max 71.55 99.27 528.85  347.91 94.36 100.00 13.44 96.49 36.03  75.10 54.02 10995
Foreign buyer (Outcome 3)
Mean 14.58 40.88 3.77 92.16 84.09 76.21 1.61 29.16 -31.41  27.50 5.09 9737
Median 12.80 37.87 1.49 44.61 84.66 77.03 2.39 27.17 -26.82  38.35 5.04 6682
Std dev 7.52 17.70 5.25 104.37 3.55 6.68 1.65 10.34 12.28  16.21 6.20 6902
Min 7.23 19.60 0.02 -7.72 76.73 62.08 -1.49 12.97 —54.31 1.94 -5.32 937
Max 33.35 74.47 17.90  262.79 88.77 83.70 3.51 47.43 —12.54 45.61 12.17 20005
Foreign target (Outcome 4)
Mean 13.29 40.83 8.79 13.29 77.20 68.75 2.62 31.59 -30.38  25.15 5.43 4016
Median 5.24 38.19 6.01 5.24 80.59 73.81 1.93 2591 —23.81 29.98 6.21 2512
Std dev 41.16 22.00 8.35 41.16 13.63 15.32 4.45 20.22 18.15  16.70 9.17 4757
Min —43.48 0.00 0.15 —43.48 16.61 24.96 -6.77 2.72 -72.19 0.00 —-16.76  9.46
Max 147.64 95.52 30.19  147.64 88.19 87.89 13.57 98.37 —-0.62  50.82 36.75 19829
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9.5 Results

The results section is divided into three sub-sections. First, we report
specification analysis of the MNLM. Second, the relative risk ratios are
presented and discussed. Finally, we consider differences in financial
profile across discrete outcomes.

9.5.1 Specification analysis

For the MNLM model, we specify four discrete outcomes of the consoli-
dation of the Brazilian banking sector. The outcomes are logical and take
account of domestic restructuring and increasing internationalization in
the banking sector, important structural changes shaping the financial
industry in Brazil. A Wald test is employed to verify if the data support the
choice of outcomes. The null hypothesis is Hy=81mn="--=Bxmn =0
with the test statistic being drawn from the x? distribution. If none of
the independent variables significantly affect the odds of alternative m
versus alternative n, it implies that m and n are indistinguishable with
respect to the variables in the model (Long and Freese, 2006). The test
statistics and their p-values are shown in Table 9.3. Domestic buyers are
distinguishable from the control group, domestic and foreign targets, but
not foreign buyers. At the 15 per cent significance level, foreign buyers
and the targets of domestic buyers are distinguishable from the control
group, and foreign buyers are distinguishable from targets of domestic
buyers. Statistically, we cannot distinguish between domestic and foreign
buyers, and domestic and foreign targets.

A second Wald procedure tests the effect of multiple independent vari-
ables; thatis, Hy = Br,1p=""Brjb=PL1p="--=P1p=0. The test statistics

Table 9.3 Wald tests for combining alternatives outcomes

Alternatives x? d.f. P> x?
Domestic buyer — Domestic target 29.904** 12 0.003
Domestic buyer — Foreign buyer 12.157 12 0.433
Domestic buyer — Foreign target 22.706** 12 0.030
Domestic buyer — Control 47.442% 12 0.000
Domestic target — Foreign buyer 17.028 12 0.149
Domestic target — Foreign target 8.086 12 0.778
Domestic target — Control 17.740 12 0.124
Foreign buyer — Foreign target 9.344 12 0.673
Foreign buyer — Control 17.565 12 0.130
Foreign target — Control 10.839 12 0.543

Note: ***, ** * significant at 1, 5 and 10 per cent.
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and their p-values are shown in Table 9.4. The test is flexible in that it
allows the null to be tested for each covariate. The null is not accepted
for any covariate at the 20 per cent level of significance.

Finally, a likelihood ratio test compares the estimated model (5) with
a restricted model specifying only the intercept as a covariate; that is,
Ho=Bk1p="---=Bkjp=0. The test statistic at 142.04 with 48 degrees
of freedom shows the null is overwhelmingly rejected by the data.
Generally, the MNLM is well specified.

9.5.2 Relative Risk Ratios (RRR)

The relative risk ratio (see equation (9.4)) measures the change of the
probability of a bank being in outcome j relative to the probability of
being in the control group, for a unit change in a covariate. The RRRs are
shown by outcome in Table 9.5. Clearly, the probability of a bank being
a domestic buyer, and to a lesser extent a foreign buyer, is explained
by the covariates. In accordance with expectations, a relationship exists
between bank capitalization (equity/assets) and the probability of partici-
pating in M&A activity; a one percentage point increase in capitalization
increases the probability of a bank being a buyer (either domestic or
foreign) by nearly 8 per cent.

Three asset quality covariates are specified. An increase in the share of
securities relative to bank size positively raises the probability of being
a domestic buyer, suggesting better diversified banks — with lower over-
all asset risk — are more likely to acquire other banks. A positive, albeit
insignificant, relationship is observed for foreign buyers. Similarly, the

Table 9.4 Wald tests for independent variables

Variable x2 d.f. P> x?
Equity/assets 13.658** 4 0.008
Securities/assets 6.762 4 0.149
LLP/Loans 11.711* 4 0.020
Asset growth 7.708 4 0.103
Cost efficiency 10.851** 4 0.028
Profit efficiency 7.092 4 0.131
RoA 8.094* 4 0.088
Liquidity 6.281 4 0.179
Technical change 16.605"* 4 0.002
Loans/assets 7.402 4 0.116
Interest spread 8.695* 4 0.069
Total assets 53.378** 4 0.000

Note: ***, ** * significant at 1, 5 and 10 per cent.
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Table 9.5 Relative risk ratios by outcome

Variables Domestic  Target of Foreign  Target of
buyer domestic buyer  buyer foreign buyer
Equity/assets 1.079* 0.978 1.077* 1.017
Securities/assets 1.466™ 1.076 1.155 1.034
LLP/Loans 0.937 1.008*** 0.865 0.998
Asset growth 1.366 0.649 5.642* 1.040
Cost efficiency 1.101* 0.967** 1.189* 1.008
Profit efficiency 1.065** 1.013 1.065 1.003
RoA 0.927* 0.998 0.966 1.006
Liquidity 1.415* 1.095 1.154 1.038
Technical change 1.073% 1.003 1.057* 1.016
Loans/assets 1.537** 1.081 1.142 1.023
Interest spread 1.113% 0.995 1.025 1.002
Total assets 4.183* 1.113 2.625%* 1.407**

Notes: Number of observations =1 123; Pseudo R2=0.1818; Log likelihood = —319.68499.
ke % significant at 1, 5 and 10 per cent.

probability of being a target of either domestic or foreign banks grows
if the target is better diversified, but the statistical relationship is weak.
The coefficients on LLP/loans (credit risk) show that banks with rela-
tively poor asset quality have a greater probability of being a target of
domestic buyers. On the contrary, foreign buyers appear to opt for tar-
gets whose asset quality is superior to the control group (although the
relationship is insignificant). Finally, foreign buyers have significantly
faster asset growth relative to the control group; similar yet insignificant
relationships are observed for domestic buyers and the targets of foreign
buyers but not the targets of domestic buyers.

Improving cost efficiency raises the probability of being a domestic
buyer and foreign buyer by 10.1% and 18.9%, respectively. The results
show that targets of domestic buyers are relatively cost inefficient banks.
This is consistent with expectations that better cost managers (buyers)
are likely to believe they can realize efficiency gains in target banks.
While our results appear at odds with the previous literature, which
claims profit efficiency is relatively more important than cost efficiency
in explaining M&A, we do not disagree: an increase in profit efficiency
raises the probability of a bank being a domestic buyer by 6.5 per cent,
but the RRRs are insignificant elsewhere.

We find more profitable banks less likely to participate in M&A. This
is not too surprising since M&A could erode profits thereby lowering
shareholder value, which should be an important strategic objective. An
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increase in RoA actually lowers the probability of a bank being a domestic
buyer; the same relationship is observed for foreign buyers and targets
of domestic buyers but the coefficients are insignificant. The descriptive
statistics showed that, on average, banks involved in M&A are more
liquid than the control group and this is confirmed by the RRRs. Yet, only
the probability of a bank being a domestic buyer is significantly increased
(by 41.5 per cent) by a single unit rise in liquidity. A logical hypothesis
suggests that banks benefiting more from technological developments
are more likely to acquire banks and apply their competitive advantage
to lower overall costs and improve efficiency. Our results offer support:
a unit improvement in technical change raises the probability of a bank
being a domestic buyer and foreign buyer by 7.3 per cent and 5.7 per cent,
respectively.

The final three covariates extend the analysis beyond CAMELS. The
results show that a rise in loan-intensity increases the probability of a
bank being a domestic buyer (by 53.7 per cent). Greater loan-intensity
raises the probability of being a foreign buyer (by 14.2 per cent) and a for-
eign target (by 2.3 per cent) though the relationships are insignificant.
This suggests acquiring banks seek to strengthen their loan portfolios.
Wider interest spreads raise the probability of a bank being a domestic
buyer (by 11.3 per cent) but reduce the probability of being a domes-
tic target albeit insignificantly. In keeping with Rojas Suarez (2001), the
result implies risk aversion raises the chance of being a domestic buyer.
Finally and consistent with expectations, an increase in bank size raises
the probabilities of a bank being a buyer (domestic or foreign). The assets
of the average domestic buyer are $26 811 million, more than seven times
larger than the average bank in the control group, whereas the size of
the average foreign buyer is roughly 2.7 times that of the average con-
trol bank. The data on targets suggest foreign buyers acquire relatively
larger targets (1.7 times the size of targets acquired by domestic buyers).
Tentatively, this implies foreign banks grow market share via M&A, and
that the probability of being a target of foreign banks increases with tar-
get bank size. The magnitude of the RRR suggests bank size is the most
important covariate in explaining M&A in Brazil.

9.5.3 Intra-outcome differences

The previous section identified those aspects of bank financial profile
which explain the probability of a bank being in one of ] outcomes rather
than the control group. Here, the discussion centres on differences in
profile across J outcomes: to limit the discussion we do not discuss the
odds involving the control group (see above). In Table 9.6, we show only
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Table 9.6 Comparison between outcomes, percentage change in odds ratio

Outcomes per explanatory b z P>z % %StdX
variable

Equity/assets

Domestic buyer — Control 0.076™** 2.678 0.007 7.9 260.4
Domestic target - Domestic buyer —0.098*** —-3.040 0.002 -9.3 —-80.9
Foreign buyer — Domestic target 0.096** 2.375 0.018 10.1 411.7
Foreign buyer — Control 0.074** 1.978 0.048 7.7 251.4
Securities/assets

Domestic buyer — Control 0.383** 2.242 0.025 46.6 642779.1
LLP/loans

Domestic target — Control 0.008*** 2.758 0.006 0.8 36
Asset Growth

Foreign buyer — Domestic target 2.162%** 2.727 0.006 769.2 193.7
Foreign buyer - Control 1.730** 2.530 0.011 464.2 136.8
Foreign target — Foreign buyer -1.691"* —-2.030 0.042 -81.6 -56.9
Cost efficiency

Domestic target - Domestic buyer —0.131** —-2.286 0.022 -12.2 —-74.7
Domestic target — Control —0.034* -2.117 0.034 -33 -30.1
Foreign buyer — Domestic target 0.208** 2.143 0.032 23.1 789.4
Profit efficiency

Domestic buyer — Control 0.063** 2.279 0.023 6.5 173.2
RoA

Domestic buyer — Control —-0.076™* —-2.792 0.005 -7.3 —44.5
Domestic target - Domestic buyer ~ 0.074*** 2.021 0.043 7.7 77.7
Liquidity

Domestic buyer — Control 0.347** 2.018 0.044 41.5 36 646.6
Technical change

Domestic buyer — Control 0.070*** 3.572  0.000 7.3 4583
Domestic target - Domestic buyer —0.067** —-2.985 0.003 —6.5 —-80.9
Foreign target — Domestic buyer —-0.054™ -2.296 0.022 5.3 —73.4
Loans/assets

Domestic buyer — Control 0.430** 2.433 0.015 53.7 1377762
Foreign target — Domestic buyer —0.407** -2.175 0.030 -33.5 —100
Interest spread

Domestic buyer — Control 0.107** 2.898 0.004 11.3  540.7
Domestic target —- Domestic buyer —0.112** —-2.847 0.004 -10.6 —85.8
Foreign target — Domestic buyer -0.105** -2.573 0.010 -9.9 -83.7
Total assets

Domestic buyer — Control 1.431%* 6.266 0.000 318.3 1468.9
Domestic target - Domestic buyer —1.324** —-4.935 0.000 -73.4 -92.2
Foreign buyer — Domestic target 0.858*** 2.703 0.007 1359 421
Foreign buyer — Control 0.965*** 3.396 0.001 162.5 540.1
Foreign target — Domestic buyer —1.090"* —4.142 0.000 -66.4 —-87.7
Foreign target — Foreign buyer —-0.623**  —-1.990 0.047 —-46.4 —69.9
Foreign target — Control 0.342** 2.462 0.014 40.7 92.9

Notes: b=raw coefficient; z=z-score for test of b=0; P >|z| = p-value for z-test;

% = percentage change in odds for unit increase in X; %StdX = percent change in odds for a

standard deviation increase in X.

e *k * significant at the 1, 5 and 10 per cent.
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significant differences in the odds of a bank being in one outcome rela-
tive to the odds of being in another outcome. The beta coefficients (b)
show how much the odds of being in a J outcome increase (decrease) in
response to a unit increase in each covariate relative to another J out-
come. Standard errors (z) and p-values (P > z) are given in columns three
and four. Column five (%) shows the percentage change in the odds
ratio whereas column six (%StdX) gives the percentage change in the
odds ratio for a standard deviation increase in the covariate. When inter-
preting a statistical relationship it is assumed all other variables are held
constant.

The results are calculated on the assumption that the first outcome’s
covariate is greater than the second. Our focus lies in establishing
changes in odds between domestic buyers and their targets; foreign buy-
ers and their targets; domestic buyers and foreign buyers; and targets of
domestic and foreign buyers. First, we discuss domestic buyers and their
targets. The results suggest the following: a unit increase in total assets
(bank size) lowers the odds that a bank is a target of a domestic buyer
by 73.4 per cent; the odds of being a target are lessened (in decreasing
order) by unit increases in cost efficiency (12.2 per cent), interest spread
(10.6 per cent), capitalization (9.3 per cent) and technical change (6.5
per cent), but the odds are increased by a unit increase in earnings (RoA,
6.5 per cent). Fewer relationships exist between foreign buyers and their
targets. While only two covariates are important in explaining changes
in odds, the odds are extremely large: a unit increase in asset growth
reduces the odds of a bank being a target for foreign buyers by 81.6 per
cent whereas an increase in assets reduces the odds by 46.4 per cent.

We do not observe any meaningful changes in odds between domestic
buyers and foreign buyers, or between their targets. However, the odds of
being a target for foreign buyers — rather than a domestic buyer — are less-
ened (in descending order) by unit increases in total assets (66.4 per cent),
loan intensity (33.5 per cent), interest spread (9.9 per cent) and techni-
cal change (5.3 per cent). On the contrary, the odds of being a foreign
buyer - over a target of domestic buyers — are increased by unit changes in
asset growth (769.2 per cent), total assets (135.9 per cent), cost efficiency
(23.1 per cent) and capitalization (10.1 per cent).

9.6 Conclusions and implications

Our principal objective has been to validate empirically whether finan-
cial profile explains why some banks engage in M&A while others do not.
A multinomial logit model is employed that specifies the four discrete
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outcomes that we select to characterize the dynamics of bank consolida-
tion in Brazil. A vector of covariates based on the CAMELS method plus
three additional covariates are our proxy for bank financial profile. The
model specification is supported by statistical tests. Our findings concur
with the established literature; financial profile can explain M&A par-
ticipation better performing and larger banks more likely to be buyers
while poorer performers and smaller banks have a higher probability of
being targets.

A second objective has been to determine if the financial profiles of
buyers and targets are sensitive to bank ownership. Generally, several
common factors explain the probability of a bank being a buyer irrespect-
ive of ownership: buyers tend to be better capitalized (implying safer
or more prudent institutions), relatively more cost efficient and loan-
intensive, benefit more from technological developments, and are larger
firms. The implication is that buyers believe they can utilize superior
management skills and technologies to generate efficiency gains (includ-
ing scale economies) in target banks. Yet, we find non-shared factors
that differentiate domestic buyers and foreign buyers from non-merging
banks: domestic buyers are more diversified (in terms of securities), profit
efficient, liquid, but with lower earnings capacity whereas foreign banks
are faster growers.

Domestic buyers and foreign buyers, despite their similarities with
respect to non-merging banks, acquire different types of target. The
targets of domestic buyers, for instance, have poorer credit risk levels
and are cost inefficient compared to the control group. Targets of for-
eign buyers, on the contrary, tend to be larger than non-merging banks.
This tentatively suggests foreign buyers use M&A to grow their assets and
market shares whereas domestic buyers acquire banks with difficulties.
We find foreign bank targets have better credit risk levels than non-
merging banks, which suggests foreign buyers buy asset quality although
the relationship is insignificant.

Having established differences between merging and non-merging
banks, we considered differences between M&A participants. Targets
of domestic buyers - in relation to their buyers — tend to be smaller,
cost inefficient, have narrower spreads indicative of higher risk, are
poorly capitalized, and benefit less from technological developments.
Yet, targets have stronger earnings capacity which is a powerful motive
for M&A. It appears domestic buyers acquire under-performing banks;
this is consistent with the efficient operation of the market for corporate
control. Foreign buyers in comparison with their targets are faster grow-
ing and larger. The M&A strategy of foreign buyers differs from domestic
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buyers: we suggest foreign buyers use M&A to increase asset size and
market share, but targets must be adequate performers in terms of credit
risk management because of foreign banks’ search for asset quality.

Generally, the results for Brazil are consistent with evidence from other
countries; financial profile does explain bank M&A. Arguably, the salient
contribution of this study is the empirical verification that domestic
buyers and foreign buyers acquire target banks which have contrast-
ing financial profiles. This suggests a clear pattern exists in the M&A
strategies of banks operating in Brazil. As such, one can make infer-
ences concerning the continuing consolidation process in the Brazilian
banking sector.

Notes

1. The uneven pattern of foreign bank entry in emerging markets reflects
intertemporal differences in regulatory reforms. Clarke et al. (2003) and Barth
et al. (2001) note the rapid and extensive increase in foreign bank ownership
of banking system assets in Latin America and Central and Eastern Europe.
Consolidation and cross-border bank M&A in Asian banking markets has
increased after deregulatory reforms were implemented following the financial
and economic crises of 1997-98.

2. Failed banks often exit the market via their acquisition by other banks.

3. Focarelli et al. (2002) distinguish between mergers and acquisitions. Mergers
are driven by a strategic aim to expand revenues by selling more services
(implying integration of acquiring and target banks’ networks). Expectations
are that higher non-interest income offsets initially higher costs, which
together with lending growth yields greater profitability. Acquisitions are asso-
ciated with desired improvements in the quality of the loan portfolio, and this
is expected to realize additional profits without altering the bank’s cost base.

4. Carvalho (2002) argues the decision to widen foreign bank penetration was not
a conscious policy, rather a solution to the problem of an increasing number
of banks requiring intervention after the mid-1990s banking crisis. Although
the number of foreign banks in Brazil was frozen by the 1988 Constitution,
a loophole allows the President right to authorize, on a case-by-case basis,
foreign bank entry as national interests demand. Foreign bank entry, how-
ever, was conditional upon the acquisition of a troubled state-owned bank.
Paula (2002) suggests the authorities have used foreign bank penetration to
strengthen the Brazilian banking sector as well as to weaken local monopolies.

5. The acronym CAMELS stands for capital adequacy, asset quality, management
ability, earnings performance, liquidity, and systems.
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