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Summary

Subject

Capital Account Liberalization and Financial Instability: A
Study Based on the Experiences from Developing Economies

Aim of the Study

After the Mexico crisis of 1995 and the Asian crisis of 1997,
many literatures come to pay great attentions to financial instability
in developing countries, and believe that capital account liberaliza-
tion in developing countries is so risky that it needs to be much more
cautious. As far as the relations between capital account liberaliza-
tion and financial instability are concerned, most of the literatures
have focused on the short-term capital flows associated with specula-
tive attacks. However, relatively little research has been done on
whether other forms of capital inflows should be responsible for the

financial instability. Further, few economists have studied the rela-
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tions between capital account liberalization and financial instability
from the perspective of real economy, although it is undoubtedly im-
portant and necessary. This book attempts to fill that gap by pre-
senting a simple theoretical framework, “optimal capital inflow
model”, combined with examining the experiences from developing

countries and policy issues since the late of 1970s.
Main Contents

This book includes five chapters, together with an introduction
and a conclusion. The main contents are as following:

In Chapter one, this book starts with a brief discussion on the
definition of capital account liberalization and the measurement of
the capital mobility. After that, it makes a historical review on the
process of capital account liberalization in developing countries dur-
ing the past three decades (including their early experiences with
capital controls in 1950s and 1960s), focusing on its characteristic,
background, causes and the role of international economic organiza-
tion in promoting this process. In addition, this book examines the
benefits and cost of capital account liberalization in developing coun-
tries.

In Chapter two, this book presents a theoretical analysis frame-
work, “optimal capital inflows model”, in which the determinants
and measurement of optimal capital inflows are discussed. Based on
this model, it illustrates the “capital over-inflow propensity” devel-
oping countries may have in their process of capital account liberal-
ization. Moreover, it probes into this propensity’s causes and conse-
quences in real economy, indicating that financial instability is just

the channel to the consequences of capital over-inflows in real econo-



my.

In Chapter three, this book critically reviews the main theories
about financial instability since 1970s. After that, it makes an em-
pirical study on the relations between capital account liberalization
and financial instability, so as to find out whether there is a positive
relationship between these two phenomena. Then, by examining
the experience with capital inflow surging in developing countries
during the period of 1990s, it analyses in details the negative influ-
ence of capital over-inflows on these countries’ financial stability in
the process of capital account liberalization. The analysis covers
macroeconomic instability and fragility in financial sector.

In Chapter four, this book elaborates the policy implication de-
rived from those theoretical and empirical studies. It starts with a
comparison between the two liberalization strategies, radicalism and
gradualism, focusing the different influences of these two strategies
on financial stability, and then critically evaluating the so-called
“middle strategy . After that, it goes on to discuss the precondi-
tions and sequences of capital account liberalization under the gradu-
alist strategy. Finally, in order to verify that gradualism is better
than radicalism, it examines Chile’s experience with capital account
opening in the last two decades, and concludes with some important
policy lessons from this case study.

In Chapter five, this book reviews the current framework of
China’ s capital control, and evaluates its effectiveness in the past
few years, particularly during the Asian crises of 1997. Then, it ex-
amines the various driving forces for capital account liberalization in
the background of economic globalization, focusing on whether all of

these forces are so reasonable. On the basis of this examination, it
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goes on to illustrate the necessity of liberalizing China’ s capital ac-
count in a gradualist way and concludes with some recent policy is-

sues related to this reform.
Key Findings and Conclusions

The process of capital account liberalization in developing coun-
tries started at the end of 1970s, but it has obviously accelerated
since the beginning of 1990s. The main motivations for keeping a
more opened capital accounts are as following: encouraging more
foreign private capital inflows; promoting structural adjustment and
macroeconomic stability, particularly preventing nominal currency
appreciation; recognizing the ineffectiveness of capital control; re-
ducing the obstacles to join the OCED. The consequences of capital
account liberalization in some developing countries are obviously pos-
itive, however, in more countries, the benefits of this structural re-
form are potential and depend on whether all kinds of costs can be
effectively controlled, particularly financial instability can be suc-
cessfully reduced.

In our theoretical analysis framework, optimal capital inflow is
the amount when net capital inflow’s marginal revenues equals to its
marginal cost in the assumption of their domestic saving having been
used completely. Given the marginal cost unchanged, this optimal
amount is mainly determined by “non-financial productive factors”,
which can be defined as all productive factors except for capital, in-
cluding clear ownership structure, sound corporate governance, ap-
propriate technology, skilled labor, and effective macroeconomic
management, etc. Since the supply of “non- financial productive

factors” in developing countries is usually limited in a given period of
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time, continuous capital inflows will absolutely lead to capital over-
inflows, and finally cause the decrease of national income.

As the experiences with capital inflows in many developing
countries during past three decades have shown, capital over-inflows
often occurred when developing countries liberalized their capital ac-
count. The capital over-inflow propensity can be mainly attributed
to various kinds of market failure, including over risk taking in do-
mestic financial market and the weakness of international capital
market, as well as macroeconomic policy mistakes. From the per-
spective of real economy, based on our model, capital over-inflows
will finally lead a decrease of national income.

As a matter of fact, the consequence of capital over-inflows in
real economy will be realized through the channel of financial insta-
bility, including macroeconomic chaos and tinancial sector problems.
Capital over-inflows usually lead to a macroeconomic over-heating,
followed by high inflation, real appreciation, deteriorated current
account, and finally currency crisis. At the same times, it often
causes over-liquidity in banking sector, more problem loans, and
more volatility in domestic stock markets, particularly in a country
that has an incomplete financial supervisory and regulative regime.
Undoubtedly, as all financial crises have already indicated, either
currency crisis or financial sector fragility will hurt a country’s real
economy and end with a decrease of national income.

In order to prevent from capital over-inflows and keep financial
stability, developing countries should pay much attention to the
strategy of their capital account liberalization. For the majority of
developing countries, gradualist strategy will be a more realistic

choice. For the completion of capital account liberalization, both do-
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mestic and international preconditions are needed. Domestically, ef-
fective macroeconomic policies, completion of trade liberalization,
successful domestic financial reformm and establishment of prudential
regulation framework, an appropriate exchange regime, and sound
corporate governance, are among the most important ones. Interna-
tionally, it is of great importance to restructure the current crisis
bailing out mechanism and to reform IMF decision-making proce-
dure.

China must follow the gradualist strategy for capital account
liberalization, since it has not possessed most of these preconditions.
In other words, it should keep some forms of capital control in a rel-
ative long period. Concerning to the current situation, especially its
immediate entry to WTQ, it should continue to reduce the controls
for FDI inflows. However, for the purpose of preventing from capi-
tal over-inflows, China should continue to keep the controls for
those inflows in forms of portfolio investment and bank loans. Due
to the fact that China has experienced a huge surplus in balance of
payment since the mid-1990s, it can reduce the controls for capital
outflows step by step. In order to improve the effectiveness capital
controls and reduce the control costs, it should cut down gradually
the direct measures and adopt more indirect measures, for instance,

transaction tax and Unremunerated Reserve Requirement (URR).
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