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There is a renewed consensus on the need to re-regulate 
international capital movements. But there is a collec-

tive action problem, which puts developing countries at a 
particular disadvantage. Countries often have been reluctant 
to use capital controls, fearing a possible backlash from the 
markets, as was the case when Brazil implemented capital 
controls in the fall of 2009. Th ere is also a risk that if one 
country imposes regulations unilaterally, capital will be di-
verted to other countries, exacerbating problems elsewhere. 
Coordinated and concerted regulation of capital account 
fl ows is thus an important element of capital account man-
agement. It is time for the international community to sup-
port countries’ eff orts, including facilitating regional coordi-
nation, in the use of capital controls to stem the devastating 
impact of volatile private capital.

Capital surges as a emerging country 
emergency amidst global crisis
After collapsing in 2008, international capital fl ows to de-
veloping and emerging economies have begun to increase 
again, stemming from the abundant liquidity from devel-
oped country central banks, which will likely continue as 
long as developed countries keep interest rates close to zero. 
As in many previous episodes, instead of providing long-
term productive investment, much of the infl ows appear to 
be fi nancing real estate and consumption, and there is some 
evidence that they are already leading to new bubbles in do-
mestic markets.

Bubble, bubble, toil and trouble
International capital fl ows in general and to developing 
countries in particular have exhibited boom and bust cycles 
over the past few decades, increasing during expansionary 
periods and falling during periods of economic slowdowns. 
(See Figure 1.) 

Pro-cyclical capital fl ows—particularly short-term 
fl ows—played a role in most of the crises in the developing 
world since the 1980s. Contrary to the original expectation 
that capital market liberalization would increase long-term 
investment in poor countries, the majority of the infl ows 
infl ated fi nance bubbles, which burst when capital fl ows re-
versed following changed market perceptions of investors. 

Volatile capital fl ows have also made traditional mac-
roeconomic policy instruments less eff ective. In general, 
governments increase spending and lower interest rates in 
the face of an economic slowdown. However, open capital 
markets make these policies more diffi  cult to implement. 
Central banks may be forced to raise interest rates to stop 
capital outfl ows during a crisis or economic slowdown, caus-
ing fi scal defi cits to widen as the cost of borrowing increas-
es, especially in countries where governments hold large 
amounts of short-term debt. Th ere is a similar dynamic dur-
ing booms. With more capital fl owing in, interest rates fall, 
infl ating the money supply. If monetary authorities respond 
by raising interest rates to combat the boom, they run the 
risk of attracting even more short-term speculative capital, 
further increasing the money supply and thus failing to take 
air out of the fi nancial bubble. Moreover, the capital infl ows 
put upward pressure on the exchange rate, making exports 
less competitive. 

Is accumulating reserves the answer?
Introducing capital controls is one way to stem fi nancial 
market volatility. In the past, many countries were reluctant 
to recur to such a measure fearing backlashes from markets. 
Rather, many developing countries, helped by buoyant world 
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Figure 1.  Volatility of International Financial Flows

Source:  United Nations, World Economic and Social Survey 2010,

Table O.5, page xxi.
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market conditions during much of the 2000s, started accu-
mulating vast amounts of international reserves, motivated 
in part by the desire to build self insurance against balance-
of-payments shocks, as well as that to keep their currencies 
competitive. However, the strategy of building international 
reserves has proven costly both to individual countries and 
to the global economy. For individual countries, there is the 
opportunity cost of investing overseas instead in domestic 
development. While this strategy might still make sense 
from the country’s perspective due to the perceived lack of 
alternatives, in aggregate, the build-up in reserves has exac-
erbated global imbalances. Th e potential unwinding of the 
reserve positions has become an additional source of global 
fi nancial instability. 

Instead, developing countries should be encouraged 
to use a fuller range of tools available to manage the vola-
tility associated with the international fi nancial system. In 
the face of failures in fi nancial markets, pro-cyclical capital 
fl ows and limited room to manoeuvre for macroeconomic 
policy, capital market interventions can be less costly ways 
for policymakers to respond to the volatility associated with 
international fi nance.

Managing the capital account
As elaborated in the World Economic and Social Survey 2010 
(WESS 2010), there are diff erent types of capital account 
regulations. Direct capital controls include quantity and 
price based regulations, which can be administered on either 
infl ows or outfl ows. In addition, some countries use indirect 
regulations, such as prudential regulations on fi nancial in-
stitutions or regulations on investments of pension funds, 
which impact capital fl ows. 

Traditional quantity-based capital restrictions (admin-
istrative restrictions and controls) continue to be widely 
used by developing countries, including key countries such 
as China and India, despite the gradual liberalization of 
their capital accounts. Alternatively, governments can im-
pose quantitative limits on the derivatives markets, as the 
Republic of Korea did in June 2010, when it implemented 
restrictions on the size of banks’ foreign-currency swaps and 
currency forwards. Other countries, such as Chile and Co-
lombia, implemented price-based interventions (roughly 
equivalent to a tax on infl ows). Such measures aim to dis-
courage infl ows during boom periods by raising the associ-
ated costs.

Th e appropriate set of mechanisms for a particular 
country depends on its regulatory framework, its adminis-
trative capability, and the state of development of its domes-
tic markets. Th e experience of a number of middle-income 
countries suggests that a variety of instruments can have pos-
itive eff ects, depending on the circumstances under which 

they are applied. Policymakers in China, India and Malay-
sia used quantitative capital restrictions to achieve critical 
macroeconomic objectives, including attracting longer-term 
forms of foreign investment and insulation from contagion 
eff ects of fi nancial crises – leading to greater economic policy 
autonomy. Policymakers in Chile and Colombia used regu-
lations that taxed capital infl ows as ‘speed bumps’ to slow in-
fl ows during boom periods, and there is some evidence that 
these regulations improved maturity profi les and limited the 
development of asset bubbles. Colombia reinstated its taxes 
in 2007-2008, though Chile’s ability to use capital account 
restrictions has been limited to an extent by the conditions 
of its bilateral trade agreement with the United States.

In addition to direct quantity-based and priced-based 
regulations, Governments can use a variety of indirect mea-
sures to control (or at least infl uence) capital account infl ows 
and outfl ows. Prudential regulations on the banking system 
are one such tool. Numerous countries forbid, or strictly 
limit, banks from holding currency mismatches on their bal-
ance sheets. Regulations can also extend beyond the banking 
sector, to limit currency mismatches in non-fi nancial fi rms. 

For many countries, direct capital-account regulations,  
might be simpler to administer than prudential measures. 
For countries with strong administrative capabilities and a 
derivatives market, though, a combination of direct and in-
direct measures can succeed in restricting fl ows and helping 
to limit circumvention. 

Managing capital fl ows more eff ective 
when coordinated internationally 
WESS 2010 suggests that regional and multilateral coor-
dination, with groups of countries implementing controls 
in a concerted manner, could help shield any one country 
from having to bear solely the stigma associated with such 
an undertaking, though it would not reduce the perception 
in the markets of increased risk. Th e IMF could also have a 
signifi cant role to play here. Its ‘seal of approval’ could make 
it easier for the market to accept direct controls.
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