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Abstract 

WhilelndiawasnotentirelyimmunetotheAsianHnancialcrisisofl997-98,ｉｔｗａｓｌｅｓｓａ碇cted

byothercountriesintheregionTowhatextendlndia，srelativelyclosedcapitalaccountregimeinsu‐ 
lateditfromthefmancialcontagionraginginitsmidst？Thispaperillustratesthatalthoughlndia'ｓ 
ｓtrongfb唾ignexchangereservesposition,theflexibleexchangeratepolicy,thelargesizeofthedomes‐
ticmarketsandtherelativelyweaktradeandfinanciallmkageswiththemternationaleconomywere 
importantfklctorsinreducingfinancialmarketcontagionandtradespillovers,ｉｔｗａｓｌｎｄｉａ，scompre-
hensivecapitalcontrolregimewhichwascrucialinreducingthecountry'sexternalvulnerability． 

1．Introduction 

LongbefbretheoutbreakoftheAsianfinancialcrisis，anumberofdistin‐ 

guishedeconomists（whoonprincipalweresupportiveoftheideaoffiFeecapital 
mobility),cautionedthatcapitalcontrolshelplimitvolm/esho"-re"〃c(Jpjraノルws-
therebyavoidingbalanceofpaymentscrisesandlimitingexchangeratevolatility、1,
1978,JamesTobin（lateraNobellaureateineconomics）proposed“throwingsand 
mthewheelsofshort-runcapitalflows，,byimposingaunifblmtax（dubbedthe 
Tobintax）onallfbreignexchangetransactionstoreducethedestabilizingspecula‐ 
tionininternationalfInancialmarkets、Admittedly,theTobintaxwouldbeasmall

percentagelevy(intheorderofaboutq1％ｔｏ0.5％）onallfbreignexchangetrans‐ 
actions・Tobin（1978）arguedthatsuchataxwouldgreatlylessentheprofitmargins
onshort-telmcurrencytrading（ｓｏcalled``round-tripping，，),whilehavingminimal 
effbctsonthereturnstolong-termintemationalinvestments・Ｉｎａｓｉｍｉｌａｒｖｅｉｎ，

RudigerDornbusch（1986),notedthatsinceflnancialmarketsareveryliquidand 
reactquicklytoshocks（whiletherealeconomyisslowtoreactduetopriceand 
wagerigiditiesandinvestmentirreversibility),this"difYbrentialspeedofadjustment，， 
mayinduceexcessexchangeratevolatility（over-shooting,bubbles,etc),withnega‐ 
tiveefTbctsonrealeconomicactivity・Dornbuschproposedtheadoptionofmeasures
suchascapitalcontrolsanddualexchangeratesystemstoprotecttherealeconomy 
fromthefluctuationsinthefinancialmarkets． 
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2．ＴｈｅＢａｃｋｇｒｏｕｎｄａｎｄＣｏｎｔｅｘｔ 

Intheimmediatepost-warperiod,tradeliberalizationgenerallytookprecedence 
overcapitalaccountliberalizationlnordertosupporttrade,currentaccountcon-
vertibilitywasachievedwithinarelativelyshortperiod・Inaccordancewithits

mandate,ｔｈｅlMFwasinstrumentalinpromotingsuchconvertibility・Fullcurrent
accountconvertibilityhadbeenachievedinmostadvancedcountriesbyl958、Ｔｈａｔ
year,theTreatyofRomeestablishedtheEuropeanEconomicCommunity（EEC)． 
ItprovidedfbrtheeventualfreedomofcapitalmovementsinEurope,butthisobjec‐ 
tivewascircumscribedbyaclausespecifyingthatsuchliberalizationshouldbe 

carriedthroughonlytotheextentnecessarytoensuretheproperfilnctioningofthe 
CommonMarket・Ｂｙｔｈｅｌ９８０ｓ，manyadvancedcountrieshadmadesignificant
progressinliberalizingcapitalmovements・Virtuallyallcapitalcontrolshadbeen
abolishedamongindustrialcountries,ｗｉｔｈnofbrmalbarrierstocross-borderflows 

ofcapitaL 

Inthemid-1980s,thelntemationalMonetaryFund（IMF)andothermultilat‐ 

eralfinancialinstitutionsembracedthebenefitsofopencapitalaccountsfbrdevelop‐ 
ingcountries・Notingthatchangesintheinfbrmationandcommunicationtechnol‐

ogyhavefimdamentallytransfbrmedthefinancialservicesindustryandmadehighly 
mobilecapitalafactoflife,thelMFarguedthatonlybymaintainingopenaccounts 
wouldemergingmarketsbenefYtfiPomprivatecapitalflowscomprisingofinstru‐ 
mentsasvariedasbankdeposits,equities,directinvestments，corporatebondsand 

govemmentSecurities，ａｍｏｎｇothers・ＴｈｅｌＭＦ，sthandeputymanaging-director，
StanleyFischer（1998,2-3）aptlynotedthat： 

freecapitalmovementsfacilitateanefTicientglobalallocationofsavingsand 
helpchannelresourcesintotheirmostproductiveuses，thusincreasingeco‐ 
nomicgrowthandwelfare、Fromtheindividualcountry，sperspective,ｔｈｅbene‐
fItstakethefbrmofincreasesinthepoolofinvestiblefimdsandintheaccess 

ofdomesticresidentstofbreigncapitalmarkets，Fromtheviewpointofthe 

internationaleconomy，ｏｐｅｎcapitalaccountssupportthemultilateraltrading 
systembybroadeningthechannelsthroughwhichcountriescanfinancetrade 

andinvestmentandattainhigherlevelsofincome・Internationalcapitalflows
expandtheopportunitiesfbrportfbliodiversificationandtherebyprovideinves‐ 
torsinbothindustrialanddevelopingcountrieswiththepotentialtoachieve 

higherrisk-adjustedratesofreturns 

lnaddition,tｈｅｌＭＦ（andothersupportersofopenaccounts）arguedthatby 
taxingfbreignmoneyrequiredtopurchasefbreignmadegoodsandservices，ex-

changecontrolscutthequantityimportedand/orraisethedomesticrelativepriceof 
imports・Also，exchangeandcapitalcontrolsraisestransactionandothertrade‐
relatedcosts，andgiverisetonegativemarketperceptions，whichinturnmakeit 

costlierandmoredifTicultfbrthecountrytoaccessfbreignfUnds・Costsassociated
withinternationaltransactionsincreasebecauseexchangecontrolstendtounder-

minethedevelopmentofliquid（andefficient）fbreignexchangemarkets,besides 
postponingnecessaryadjustmentsinpoliciesorhamperingprivate-sectoradaptation 
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ofmodernfinancialinstrumentsandchanginginternationalcircumstances・A11
typesofcontrolsfbsterevasio､,rent-seeking,thedevelopmentofaparallelorblack 
marketinfbreignexchange,includingcorruption,besidesprolongingthesurvivalof 
unsustainabledomesticpolicies、Worsestill,controlswillinevitablygenerateahuge

bureaucracytoenfbrcetherules,besidesreducingtradebylimitingthetransfbrof 

technology,portfbliodiversification,managerialexpertiseandskillsthroughfbreign 
directinvestment，Finally，controlsmayloseeffectivenessoveｒｔｉｍｅａｓｍａrkets 

exploitthepotentialloophoｌｅｓｉｎｔｈｅｓｙｓｔｅｍｔｏｃｈａｎｎｅｌｔｈｅ“undesired,，inflows 

throughtheexemptedones・Ｔｈａｔｉｓ，theefYbctivenessofthecontrolsislimitedby
sophisticatedfinancialmarketswhichreducethecostofcircumventionrelativeto 

theincentives・Thus,theseproblemsmakecapitalcontrolspoorcandidatesfbrper-
manentsolutions、

Suchclaimsnicelydovetailedwiththeneoliberalclaimsregardingmarket‐ 

fiPiendlydevelopmentpolicies、ＴｈｅｌＭＦａｎｄｏｔｈｅｒｃｒｉｔｉｃｓｏｆ``marketrepression,’
arguedthatcontrolsonrepatriationofprofitsanddividendsonlydiscourageddirect 

fbreigninvestment,reducedintemationaltradeandlimiteddomesticbusinessoppor‐ 
tunitiesAlso,inthepresenceofcapitalcontrols,financialintermediationwasless 

efHcientsincesavingswerenotallocatedtoitsmostefTicientuses,andtherangeof 
availablefinancialproductsandservicestendedtobenarrowandofpoorerquality・
Also,ascapitalcontrolstendtocreateawedgebetweendomesticandextemalfYnan‐ 
cialmarkets,theresultantdifTerentialsbetweendomesticandintemationalinterest 

ratesmaycreateproblems・Ｔｈａｔis,ｔｈｅwedgemaycreateincentivesfbrcircumven-

tion-meaningthattheefYectivenessofcontrolswillthendependonthesizeofthis 
incentiverelativetothecostofcircumvention２．Finally，criticspointedoutthat 
countrieswithseriousmacroeconomicimbalancesandnocredibleprospectsfbr 
correctionintheshort-run，however，ｈａveregularlybeenunabletoaddresslarge‐ 
scalecapitaloutHowsbyusingcapitalcontrols・Indeed,insomecases,controlshave

reducedpressuresontheauthoritiestointroduceneededpolicyrefbrm3・
Nodoubt，withtheseargumentsinmind，thelMFsteadfastlypromotedthe 

liberalizationofcross-bordercapitalHowsoverthepasttwodecades・Indeed,just
befbretheoutbreakofthefmancialcrisisinAsia,thelnterimCommitteeofthelMF 

(atitssemi-annualmeetinginAprill997),proposedthattheorganization'sArticles 
ofAgreement（thebasicconstitutionofinternationalfinancialrelationsamongthe 
l82membernations)，ｂｅａｍendedtoincludecurrencyconvertibilityfbrcapital 
transactions・ThiSviewwasreiteratedinthefbUowingmonthsbyseniorFundoffi‐
cials,whostatedthatcapitalaccountliberalizationshouldbecomeoneofthelMF,s 

fimdamentalobjectives・

DuringtheAsiancrisisseveralcountries(includinglndonesia,SouthKorea,the 
Philippines,ThailandandMalaysia),sufYeredadramaticreversalofcapitalflows 
Eachcountryexperiencedseverelossesininvestorconfidenceandlargecapitalout-

flowswhichresultedinshamdeclinesinreserves，stockmarketcollapsesandcur‐ 
rencydepreciation，Theimmediatepolicyresponsestothecrisiswerealsosimilarin 

theafTectedcountries・Theseincludeddefmsiveinterventioninfbreignexchange
marketscoupledwithhikesininterestrates,fbllowedbythefloatingofcurrencies 
FollowingIMFterms，thecountriesalsotightenedcapitalandexchangecontrols・
Thesemeasures，whichprovedinadequatetorestoreinvestorconfidenceandstem 

capitaloutflows，werefbllowedbytheadoptionofadjustmentpackagesthat 
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includedtightmonetaryandfiscalpoliciesandwide-rangingprogramsofstructural 
refbrms・However，inSeptemberl998，theMalaysiangovemmentchallengedthe
prevailingorthodoxyandimposedcapitalcontrolsbyimposingrestrictionsoncapi‐ 
talrepatriationbyfbreigninvestoｒｓａｎｄｏｎｏｆＴＳhoretradingofringgit-denominated 
assets・Infact,bythetimeMalaysiaimposedcontroｌｓｔｏ“regainmaneuvenngroom
fbrmonetarypolicy'，itwasnolongerconsideredheretical（Asnoted,severallead-

ingscholarshadalreadybeguntopointoutthatmcountrieswherethecapitalac‐ 
countwasliberalizedprematurely（i・awithoutadequatepreparationandstrength‐
eningofthefInancialsystemtobuild-inanappropriatereflectionofrisk),therewas 
hugeinflowsofcapital，especiallyshort-termborrowing,thatmadethesecountries 
extremelyvulnerabletoasuddenchangeininvestorsentiment、specifically,mSouth
Korea，Thailandandlndonesia，akeysourceofvulnerabilityhadbeenthelarge 
capitalinflowsintheearlierpartofthel990s-particularly，unhedgedshort-term 
fbreignborrowin9．Thishadmadethesethreecrisiscountriesvulnerabletocapital 
outflowsandexchangeratedepreciation、CapitalinHowshadalsofneledarapid
creditexpansionthatledtoassetpriceinflationandfinancingoflow-qualityinvest‐ 
ments・ThecreditexpansionalsoreHectedweaknessesinlendmgpractices,ineffec‐
tivemarketdiscipline，deficienciesinprudentialregulationandsupervision，and 
closelinksamonggovernments,banksandcorporations・

Ｏｎｔｈｅｏｔｈｅｒｈａｎｄ，economiesthatdidnotexperienceasevereeconomiccol-

lapseduringtheAsiancrisishadｓｏｍｅsortofcontrolsoncapitalHows（Bhagwati 
l998;1998a)．ThePeoplesRepublicofChinawhichhadextensivecapitalcontrols 
becametheparadigmaticexampleIndeed，inDecemberl996，althoughChina 
agreedtoArticle8ofthelMFandpermittedfnllconvertibilityoftheRMBfbr 
currentaccounttransactions，however，unlikevirtuallyallotherAsianeconomies 

directlyafYectedbythefinancialturmoil,theRMBwasnotconvertiblefbrcapital 
accounttransactions5・Instead,ｔｈｅＲＭＢｉｓｏｎｌｙｃｏｎｖｅｒｔｉｂｌｅｏｎｔｈｅｃｕrrentaccount
(thatis,anofficialdocumentationofalegitimatetradeorotherapprovedtransac‐ 
tionisrequiredtochangemoney)．This,partialconvertibilityoftheRMBmadeit 
extremelydifficultfbrspeculatorstotakeanyshortpositionagainsttheRMBorto 
placelargeleveragedbetsfbroragainstthecurrency-sincethereisnofbrward 

marketthatspeculatorscanusetoattacktheRMBAsafilrtherprecautionagainst 
speculatorsfromtakingshortpositionsoｎｔｈｅＲＭＢ,on300ctoberl996,theState 

AdministrationfOrExchangeControl（SAEC）issuedregulationstopreventfbreign 
exchangeundercapitalaccountsfromenteringexchangesettlementsundercurrent 
accounts、ChinesedepositorswerenolongerallowedtoconverttheirRMBdeposits
andpurchasefinancialassctsdenominatedinfbreigncurrencies，whilefbreigners 
werelegallybarredfrompurchasingRMB-denominatedshares、Also,thePBCby
requiringeveryonetobuyorsellfbreignexchangeorfbreigncurrencydenominated 
fmancialassetstoentertheexchangemarketoperatmgthroughdesignatedbankshas 
inadvertentlygaveitselfgreaterflexibilitymrespondingtobalanceofpayments 
problems・Thisisbecausethefbreignexchangｅｍａｒｋｅｔｉｓｎｏｔｏｐｅｎｔｏａｎｙｐｕｒｃｈａｓｅ
ｏffbreignexchangefbrcapitalaccounttransactions・LargeRMBspottransactions
requirethepre-approvaloftheStateAdministrationfbrForeignExchange（SAFE)． 
Infact,withouttheapprovalofSAFE,tradingoffbreigncurrencybybusinessesand 
individualsareillegalinChina、TheSAFEapprovalrequirementsandrelatedlimi‐
tationsonfbreignparticipationinPRCequitymarketshavetranslateｄｉｎｔｏｌｏｗ 
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levelsofportfblioinvestment・Also,inearlyJulyl997,theSupervisoryCommission
onSecuritiesTransactions（SCST）prohibitedmargintradingofoverseasfntures 
andfbreignexchangeinordertoeliminatehigh-riskspeculationandviolationsby 
Chineseenterprisesinoverseasmarkets、Finally，theChineseauthoritiessignifI‐
cantlyintensifiedenfbrcementofexchangeandcapitalcontrols,ａｎｄmoveｄｔｏｒｅ‐ 

ducecircumventionThesemeasuresinvolvedenhancedscreeningofcapitalaccount 
transactionsandincreaseddocumentationandveriflcationrequirementsoncurrent 
transactionstodemonstratethatthetransactionsareinfactlegitimatecurrenttrans‐ 
actionsratherthandisguisedcapitaltransactions、

TheotherexamplescitedincludedSingaporeandlndia・Singaporehadnot
internationalizeditscurrencygiventherestrictionsontheusageoftheSingaporean 
dollarandborrowingoutsideSingapore,whilelndia，spolicytowardsfbreigncapital 
inthel990sdifferentiatedbetweendifTerenttypesofflows・specifically,whilethere
wasconsiderableliberalizationoftheregimefbrfbreigndirectmvestment,liberaliza‐ 
tionofportfblioflowsbegangraduallyinl993，Moreimportantly,debtflowshave 
notbeenliberalizedandshort-termdebtistightlycontrolledfOralllndianresidents， 
includingbanks・Unlikemanyotheremergingmarketcountries,Indiaalsorestricted
capitaloutＨｏｗｓ・Thus，itwasarguedthatlndia，scautiousapproachinsulatedit
fromthedestabilizingfbrcesofhighlyvolatilecapitalflows・Thispaperlooksatthe
specificcasｅｏｆｌｎｄｉａtoexaminetowhatextendthecapitalcontrolshelpthecountry 
withstandthecrisiswithrelativelylittlｅｔｕｒｍｏｉＬ 

3．ＴｈｅｎａｔｕｒｅｏｆＣａｐｉｔａｌＣｏｎｔｒｏｌｓ 

Ofthemanyargumentsthathavebeenadvancedintheeconomicliteratureto 

justifytheuseofcapitalcontrols,themostoftencitedisthatithelpscountervolatile 
speculativecapitalflowsthatthreatentounderminethestabilityoftheexchangerate 
anddepletefbreignexchangereserves・Criticsnotethatshort-termspeculativeflows
oftenassociatedwithfinancialcrisesareusuallydifnculttodistinguishfromother 
short-termflowsthatfinancetradeandrelatedeconomicactivities・Giventhis,the

judicioususeofcontrolsonshort-terminflowscanhelpslowdownsurgesofcapital 
Hows-whichcouldpotentiallycontributetoacrisisThus，prudentlyimposed， 
capitalcontrolsareseentobeeffectiveinstrumentswhichenablesauthoritiesto``buy 
time，，toimplementpoliciestoinsulatetherealeconomyfromtheturbulenceinthe 
globalfinancialmarkets，Broadlyspeaking，Ｃａpitalcontrolsaremeasuresthatdis‐ 
couragecapitalflows-bothintooroutofacountry・Capitalcontrolsencompassa
widerangeof,andoftencountry-specifHcmeasures，althoughtheyallattemptto 
restrictthemovementofcapitalacrossnationalboundaries,orbetweenresidentsand 
non-residentaCapitalcontrolsmayaffbct:（１）fbreigndirectinvestmentofresidents 

andnon-residents，（２）portfblioinvestmentsbynon-residents，（３）borrowingand 
lendingbetweenresidentsandnon-residentsthroughfinancialinstitutions,ａｎｄ（４） 
othercapitaltransactionssuchascontrolsoverresidentholdingsoffbreigncurrency 
depositsorpersonaltransfersandrealestateinvestments・

Capitalcontrolshavemainlytakentwogeneralfbrms:。i花ｃｒｏｒａａｍｉ"jmJmjve
controlsandmα'PACﾋﾞﾄｂａｓｅｄｏｒｊ"｡』だcrcontrols・Directcontrolsrestrictcapitalmove‐
ｍｅｎｔand/ortheassociatedpaymentsandtrans化rsoffnndsthroughoutright

１０７ 



Didlndia，sCapitalControlRegimelnsulateitfromtheAsianFinanciaICrisis？ 

prohibitions,explicitquantitativelimits,oranapprovalprocedure-whichmayｏｒ 
ｍａｙｎｏｔｂｅｒｕｌｅｂａｓｅｄ・Administrativecontrolstypicallyseektodirectlyaffectthe
volumeoftherelevantcross-borderfinancialtransactions・Acommoncharacteristic

ofsuchcontrolsisthattheyimposeadministrativeobligationsonthebankingsystem 
tocontrolflows・Indirectormarket-basedcontrolsdiscouragecapitalmovements
andtheassociatedtransactionsbymakingthemmorecostlytoundertake・Such
controlsmaytakevariousfbrms,including：（１）explicittaxationofcross-border 
fIowssuchastaxesandleviesonexternalfinancialtransactions,(2)indirecttaxation 

ofcross-borderflowssuchasnon-interestbearingreserveordepositrequlrements-

underwhichresidentsmayberequiredtodepositatzerointerestratesaproportion 

ofcapitalinflowsatthecentralbank,and(3)amultipleexchangeratesystemwhere 
difTerentexchangeratesapplytodifTerenttypesoftransactions・Dependingontheir
specifictype,market-basedcontrolsmayafTbcteitherthepriceorboththepriceand 
volumeofagiventransaction・

Forexample,iｎａｄｕａｌ（two-tier）ormultipleexchangeratesystem,different 
exchangeratesapplytodifferenttypesoftransactions、Inparticular,suchsystems
attemptstoraisethecosttospeculatorsofthedomesticcreditneededtoestablisha 

netshortdomesticcurrencyposition,whileallowingnon-speculativeｄｏｍｅｓｔｉｃｃｒｅｄｉｔ 

ｄｅｍａｎｄｔｏｂｅｍｅｔａｔｎormalmarketrates・Ｏｎｔｈｅｏｔｈｅｒｈａｎｄ,explicittaxationof
cross-borderflowsinvolvesimpositionoftaxesorleviesonextemalfinancialtrans‐ 

actions・Usually,taxratesarediff℃rentiatedtodiscouragecertaintransactiontypes
ormaturities・Suchtaxationisgenerallyconsideredarestrictiononcross-border
activitiesifitdiscriminatesbetweendomesticａｎｄexternalassetsorbetweennonresi‐ 

dentsandresidents・Finally，indirecttaxationofcross-borderflowsinthefbrmof

non-interestbearingcompulsoryreserveordepositrequirements（referredtoas 
unremuneratedreserverequirementorURR),hasbeenoneofthemostfrequently 
usedmarket-basedcontrols・Forexample,theChileanURRortheencaje,ineffect
betweenMayl992toMayl998requiredanyoneborrowingabrｏａｄｔｏｐａｙａｐｒｅ‐ 
miumofbetwee、２０％ｔｏ３０％oftheloantobeheldatthecentralbankwithout

interest,fbroneyear、Thepenaltyratefbrearlywithdrawalwas3％・InefTect，
Chilecombinedmarket-basedcontrols（indirecttaxationofinflowsthrouｇｈａｎ 
ＵＲＲ）withdirectminimumstayrequirementfbrdirectandportfblioinvestment、
TheURRwasinitiallyimposedonfbreignloans（exceptfbrtradecredits)，but 
subsequentlyrateswereraisedandcoverageextendedtothoseinflowsthatbecame 

potentialchannelsfbrshort-terminflows，includingfbreigndirectinvestmentofa 

potentiallyspeculativenature6． 

4．Ｉｎｄｉａ,ｓＣａｐｉｔａｌＣｏｎｔｒｏｌＲｅｇｉｍｅ 

lntheaftermathofthebalance-ofLpaymentscrisisinl991，thelndiangovern‐ 
mentintroducedseveralfar-reachingeconomicliberalizationmeasuresThepre‐ 

l991traderegimewasextremelyrestrictive・Governmentauthorizationwas

requiredfbrtheimportofvirtuallyallgoods、MaximumtarifTratesexceeded300％
andtheaverage（import-weighted）tarifTratestoodat87％inl99ト91-thehighest
intheworld・However,inshort-order,thisheavilyprotectedindustrialsectorwit‐

nessedthevirtualabolitionoftheindustriallicensingsystemandotherregulatory 
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impedimentaByl993-94,ｔｈｅａveragetarifTratehaddeclinedto33％andfUrther 
to20％ｉｎ1997．Moreover,manysectorsoftheeconomythathadpreviouslybeen 
reservedfbrthepublicsectorhavebeenopenedfbrprivateinvestment，including 
power,telecommunications,mining,ports,transportandbanking・Sincel997,sub‐
stantialprogresshasbeenmadetowardphasingoutremainingquantitativerestric‐ 
tionsonagricultural，textileandindustrialproductslntheextemalsectorthe 
govemmenthasdrasticaUyreducedtradebarriersbyreducingtariffSandadopting 
apolicyofexchangeratenexibility・TherupeewasfloatedinMarchl992andfnll
currentaccountconvertibilitywasestablishedinAugustl994-earninglndiathe 
covetedArtｉｃｌｅＶ１１１ｓｔａｔｕｓｗｉｔｈｔｈｅｌＭＦ・

Priortol991restrictionsonfbreigndirectinvestment（ＦＤI）wassostrictthat 
itwasreducedtoatrickle，Afterl991controlsonfbreigndirectandportfblioin‐ 

vestmenthavebeensignificantlyrelaxedByend-1991，theapprovalsprocessfbr 
FDIwasgreatlysimplifIedasitbecameeligiblefbrautomaticapprovalbythe 
country，scentralbank,theReserveBankoflndia（RBI)．Forexample,automatic 
approvaloffbreigninvestmentofupto51％ofshareholdingwaspermittedfbra 
widerangeofindustries，Inaddition,thegovernmentalsocreatedtheForeignln-
vestmentlmplementationAuthorityasaone-stopshoppingfbrfbreigninvestorsin 

obtainingallnecessaryapprovalsandtoapprovefbreigndirectinvestmentproposals 
notcoveredundertheautomaticapproval，Sincel996,thelistofindustriesinwhich 

FDIispermittedhasbeenfUrtherwidenedwithfbreignequityupto74％permitted 
insomesectors・InSeptemberl992,portfblioinvestmentwasallowedfbrregistered

fbreigninstitutionalinvestors,andlndiancompanieswerepermittedtoraisecapital 
fromabroadbyissuingequityinthefbrmofglobaldepositoryreceipts(GDRs),and 
otherdebtinstruments、Intheareaoffinancialsectorrefbrms,prudentialregulation

andsupervisionofthebankingsystemhavebeenstrengthenedandtodaylargely 
confbrmtointernationalstandards,whilegreatercompetitioninthebankingsector 

andimprovementsinthecapitalanddebtmarketshavereducedrelianceoncentral 
bankfinancing・Theeconomystabilizedveryrapidlyafterthel991crisis,andthe
averagegrowthinthepost-refblmperiodl99Z-2000waSabout6５％－makinglndia 
oneofthefivefastestgrowingeconomiesintheworld， 

Yet,despitesuchsuccess,ｏｒｔｈｅｂｒｅａｄｔｈａｎｄdepthoftherefOrms,theIndian 

economystillremainsrelativelyclosed-atleastbystandardsofthefnst-growing 
economiesofEastAsia・FYJqsZportfblioinvestmentsarestrictlyregulatedbytheRBI

andtheSecuritiesandExchangeBoardoflndia（SEBDPortfO1iooutHowsby 
residentsaresubjecttopriorapproval,ａｎｄlndianregisteredmutualfimdsmay 
investinoverseasmarketsuptoUS$５０million-subjecttoanaggregateliｍｉｔｏｆ 
ＵＳ$500million，Portfblioinnowsbynonresidentsarepermittedonlybyregistered 

fbreigninstitutionalinvestors、Moreover，asinglefbreigninstitutionalinvestor,s
ownershipshareinIndiancompaniescannotexceedl0％，ａｎｄshortsalesbythem 
wereprohibited・Otherrestrictionsonthefbreigninstitutionalinvestorincludea

special２０％ｔａｘｒａｔｅｏｎｄｉvidendandinterestincomeandl0％onlong-term（１２ 
monthsormore)capitalgainsand30％onshort-termcapitalgains・Inl993,fbreign
institutionalinvestorswerepermittedtoinvestindebentureｓｕｐｔｏａｍａｘｉｍｕｍｏｆ 
３０％oftotalinvestments,buttheywerenotpermittedtoinvestinlndiangovern‐ 
mentsecurities、Onlyinmid-1996wasthe30％limitremoved,andinMarchl997
thefbreigninstitutionalinvestorswerepermittedtoinvestinlndiangovernment 
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securitiesandintreasurybillsfromAprill998，此CO"dlwhiletherupeeisnow
convertibleoncurrentaccount-whichmeansthatonecanbuyandsellfbreign 
exchangefbrimport,exportandfbreigntravel-thereare,nevertheless,ceilingsand 
controls・Domesticresidentsandcompaniescannotoperatemcurrencyandstock
marketsabroa｡,andcaninvestabroadonlywithpermit、Ｆｏｒexample,startingin
Aprill997onlyauthorizedfbreignexchangedealerswereaｌｌｏｗｅｄｔｏｌｅｎｄａｎｄｂｏｒ‐ 

ｒｏｗｕｐｔｏＵＳ$１０ｍiUionintheoverseasmoneymarkets・Also,Indiancorporations
arerequiredtoapplyfbrpermissiontoborrowabroad,andthetotalamountofloans 

madetoallcorporationsissubjecttoanannualceilingofUS$8.5billion（ｉｎ2000)． 

71ｈｉｍ,startinginOctoberl997,bankswerepermittedtoborroworinvestuptoa 
maximumofl5％oftheirunimpairedTierlcapitalintheoverseasmoneymarkets・
A1though，bankdepositsbyresidentsabroadandresidentdepositsinfbI巳igncur‐
rencyarepermitted,theyaresubjecttopriorapprovaLＳｉｍilarly,depositstolndian 
banksbynonresidentlndians(NRIs)andoverseascorporatebodiesownedbyNRIs 
arepermittedmbothrupeesandfbreigncurrencies,therearestrictrules、Ｔｈａｔｉｓ，

whileNRIdepositscanberepatriated,restrictionsareplacedontheinterestpaidto 
NRIdepositholders．Ｉｎｔｈｅｌ９８０ｓ，thegovernmentmadeaconsciouseffbrtto 

attractNRIbankdepositsbyofferingbothhighinterestratesandexchangerate 
guarantees，However,cognizantofthevolatilityofNRIdepositsduringthel991 
crisis,ｔｈｅgovernment，inmid-1990，ｍａｄｅｔｈｅｔｅｒｍｓｏｎＮＲＩｄｅｐｏｓｉｔｓｓｉｇｎｉficantly 
lessattractivebyreducingthespreadbetweentheregulatedratespaidoｎｔｈｅｓｅｄｅ‐ 
positsandinternationalrates,andthroughtheeliminationofexchangerateguaran‐ 
teesonsuchdeposits-1eavingbankstocovertheirownpositions、ＦｂⅢ〃ｈ，notonly
isenfbrcementandadministrationofthecontrolsregimedelegatedonlytoauthor‐ 
izedfbreignexchangedealers,theyarealsorequiredtoinvestigatethelegalityand 
permissibilityofallfbreignexchangetransactionswithintheguidelinespromulgateｄ 
ｂｙｔｈｅＲＢＩａｎｄｏｔｈｅｒｇｏｖｅｒｎｍｅｎｔｒegulatoryagencies， 

And,ﾉﾋﾞﾉ)ﾉﾙThel997CommitteeonCapitalAccountConvertibility（orthe 
TaraporeCommittee),whichreleaseditsreportjustthreeweeksbefbrethedevalua-
tionoｆｔｈｅＴｈａｉｂａｈｔｉｎＪｕｌｙｌ９９７－ｗｈｉｌｅｒｅcognizingthegamstocapitalaccount 
convertibilityintermsofincreasedfUndingfbrinvestmentandriskdiversification-

nevertheless,recommendedthatlndiamovecautiouslytowardscapitalconvertibility 
(Governmentoflndial997)．specifically,thefive-membercommitteerecom‐ 
mendedathree-yeartimeframefbrcompleteconvertibilitybyl999-2000,provided 
certainkeypreconditionswereachievedbefbrethefnllHoatoftherupee・Ｔｈｅｐｒｅ‐
conditionsincluded:（１）GrossfiscaldeficittoGDPratiohadtocomedownfrom 

abudgeted45％inl997-98to35％inl999-2000,(2)AconsolidatedsinkingfUnd 
hadtobｅｓｅｔｕｐｔｏｍｅｅｔｇｏｖｅｒｎｍｅｎｔ，sdebtrepaymentneeds-tobefinancedby 
lncreasedinRBI,sprofittransfertothegovernmentanddisinvestmentproceeds,（３） 
Inflationratehadremainbetweenanaverage3-5％fbrthe3-yearperiodl997-2000， 
(4)Grossnon-perfOrmingassetsofthepublicsectorbankingsystemhadtobe 
broughtdownfromtheexistingl3.7％ｔｏ５％by2000Atthesametime,average 
effbctiveCRRhadtobebroughtdownfiFomtheexisting9.3％ｔｏ３％,（５）ＴｈｅＲBI 
shouldhaveaMonitoringExchangｅＲａｔｅＢａｎｄｏｆｐｌｕｓｍｉｎｕｓ５ｐｅｒｃｅｎｔａｒounda 
neutralRealEfTectiveExchangeRateandthatRBIshouldbetransparentaboutthe 
changesinREER,（６）Extemalsectorpoliciesweretobedesignedtoincreasecur-
rentreceｉｐｔｓｔｏＧＤＰｒａｔｉｏａｎｄｂｒｉｎｇｄｏｗｎｔｈｅｄebtservicingratiofrom25％ｔｏ 
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20％,ａｎｄ（７）Fourindicatorshadbeusedfbrevaluatingadequacyoffbreignex‐ 
changereservestosa化guardagainstanycontingency・Plus,aminimumnetfbreign
assettocurreｎｃｙｒａｔｉｏｏｆ４０％shouldｂｅｐｒｅｓｃｒｉｂｅｄｂｙｌａｗｉｎｔｈｅＲＢＩＡｃｔ・In
regardstocapitalcontrols,theCommitteerecommendedaphasedliberalizationof 
contmlsoncapitaloutflowsoverathreeyearperiod，Therecommendationsin-
cluded:（１）IndianJointVenture/WhollyOwnedSubsidiaries（JVs/WOSs）ｓｈｏｕｌｄ 
ｂｅａｌｌｏｗｅｄｔｏｉｎｖｅｓｔｕｐｔｏＵＳ＄５０millioninventuresabroadatthelevelofthe 
AuthorisedDealers（ＡＤＳ）inphaselwithtransparentandcomprehensiveguide‐ 
ｌｉｎｅｓｓｅｔｏｕｔｂｙｔｈｅＲＢＩ・Theexistingrequlrementofrepatriationoftheamountof
investmentbywayofdividendetc,，ｗｉｔｈｉｎａｐｅｒｉｏｄｏｆ５ｙｅａｒｓｍａｙｂｅｒｅｍｏved 
Furthermore,ＪＶｓ/ＷＯｓｃｏｕｌｄｂｅａｌｌｏｗｅｄｔｏｂｅｓｅｔｕｐｂｙａｎｙｐａｒｔｙａｎｄｎｏｔｂｅｒｅ‐ 

strictedtoonlyexporters/exchangeearners,(2)Exporters/exchangeearnersmaybe 
allowedlO0％retentionofearningsinExchangeEarnersForeignCurrency(EEFC） 
accountswithcompleteflexibilityinoperationoftheseaccountsincludmgcheque 
writingfacilityinPhasel,(3)Individualresidentsmaybeallowedtoinvestinassets 
infinancialmarketabroadupto＄25,OOOinPhaselwithprogressiveincrｅａｓｅｔｏＵＳ 
＄50,OOOinPhasellandUS$100,00OinPhasellLSimilarlimitsmaybeallowedfbr 
non-residentsoutoftheirnon-repatriableassetsinlndia,(4)SEBIregisteredIndian 
investorsmaybeallowedtosetfimdsfbrinvestmentsabroadsubjecttooveraUlimits 
of＄500millioninPhasel,＄１billioninPhaselland＄ZbillioninPhaselll,（５） 

Banksmaybeallowedmuchmoreliberallimitsinregardtoborrowingsfromabroad 
anddeploymentoffimdsoutsidelndia・Borrowings（shortandlongterm）maybe
subjecttoanoveralllimitof50％ofunimpairedTierlcapitalmPhase1,75％in 
PhasellandlOO％inPhasellIwithasub-limitfbrshorttermborrowing・Incase

ofdeploymentofhmdsabroad,therequirementofsectionZ5ofBankingRegulation 
Actandtheprudentialnormsfbropenpositionandgaplimitswouldapply,（６） 
Foreigndirectandportfblioinvestmentanddisinvestmentshouldbegovernedby 
comprehensiveandtransparentguidelines,andpriorRBIapprovalatvariousstages 
maybedispensedwithsubjecttoreportingbyADs・A11non-residentsmaybetreated
onpartpurposesofsuchinvestments,(7)Inordertodevelopandenabletheintegra‐ 
tionoffbrex,moneyandsecuritiesmarket,allparticipantsonthespotmarketshould 
bepermittedtooperateinthefbrwardmarkets;FIIs,non-residentsandnon-resident 
banksmaybeallowedfbrwardcovertotheextentoftheirassetsmlndia・A11-India
Financiallnstitutions(FIS)fnlfillingrequisitecriteriashouldbeallowedtobecome 
fnll-fledgedAds、CurrencyfUturesmaybeintroducedwithscreenbasedtradingand
efTicientsettlementsystem，andparticipationinmoneymarketsmaybewidened， 

marketsegmentationremovedandinterestratesderegulated、ＴｈｅＲＢＩｓｈｏｕｌｄｗｉｔｈ－
ｄｒａｗｆｒｏｍｔｈｅｐrimarymarketinGovernmentSecurities，theroleofprimaryand 
satellitedealersshouldbeincreased，fiscalincentivesshouldbeprovidedfbrindi-
vidualsinvestinginGovernmentsecurities，andtheGovernmentshouｌｄｓｅｔｕｐｉｔｓ 

ｏｗｎｏｆｆｉｃｅｏｆｐｕｂｌｉｃｄｅｂL 

Thus,astheprecedingdiscussionshows,Indiahasescheweda“bigbang，，ａｐ‐ 
proachtocapitalaccountliberalizationandfInancialsectorrefbrminfavorofa 
gradualistapproachThesequencingofrefbrmsinlndiacanbebroadlycharacter‐ 
izedasfbllows:Trade,currentpayments,andFDIwereliberalizedfIrst（1991)， 
fbllowedbythestartoffinancialsystemrefbrmandtheliberalizationofportfblio 
equityinvestment（1992)．FurtherliberalizationofportfblｉｏａｎｄＦＤＩｗａｓｕｎｄｅｒ‐ 
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takeninl993andl994，inparallelwithfUrtherrefOrmsoftradepolicies，current 
fbreignexchangetransactions,andthefinancialsector・Mostcritically,thelndian
govemmentgraduallyandcarefUllyliberalizedcapitalaccounttransactionsduring 
thel990sbyplacingrelativelystrictlimiｔｓｏｎｃａｐｉｔａｌｏｕｔｆｌｏｗｓａｎｄｏｎａｌｌｔｙｐesof 
short-termcapitalflows，RestrictionsoninHowswereloosenedfirst，withaclear 

emphasisonencouragingfbreigndirectinvestmentandportfblioequityinvestments， 
whileatthesametimediscouragingshort-termanddebt-creatmginfloＷＳ・More‐
over,Ｃａpitalcontrolsinlndiahavebeenquantitybasedratherthanmarketbased， 
andadministrativelyenfbrced、Thishasmeantthatthesystemofferｓｖｅｒｙｆｅｗｏｐ‐
portunitiesfbrcircumventionorevasionThus，giventhefactthatIndia，scapital 
controlregimeisquiteextensiveandremainedinfbrceduringtheAsiancrisis,the 
authoritiesdidnotfinditnecessarytoimposeadditionalcapitalcontrolsinresponse 
tothecrisis・

A1though,thecontrolsplayedanimportantroleininsulatinglndia,otherfac‐ 
torswerealsoatplay・clearly,I､diaenjoyedstrongerfimdamentals・First,India，s
currentaccountdeficit（oneofthetraditionalfimdamentalsindicators）ｓｔｏｏｄａｔ 
1.7％ｏｆＧＮＰ,comparedtoThailand，ｓ８％andtheothercrisis-affectedcountries 

4-5％ｏｆＧＮＰ・Second,India，spolicyofdebt-managementpaidofTandbyl996the
country，sexternaldebtsituationhadimprovedsignificantly・Thedebt/ＧＮＰratio

anddebt-service/exportsratiohaddecreasedfiFom41％ａｎｄ３５％respectivelym 
Marchl991to24％ａｎｄ２１％inMarchl997、clearly,India，spolicyoflimiting
debt-creatinginflowshelpedtokeeptheseratiosrelativelylow・Furthermore,there
wasasignificantshiftfromdebt-creatingtonon-debt-creatinginHows・Short-term
debtasaproportionoftotaldebthaddroppedfroml0％ｔｏ５％,whilefbreignex‐ 
changereserveshadincreasedfiPoｍａｌｏｗｏｆＵＳ$Zbillioninl991toUS$２８billion 

inMarchl997，Third，whilecapitalcontrolsmayhavebeenefTectiveinisolating 
India，sfinanciallnarketsfiPomthoseabroad,ｉｔｉｓｉｍｐｏｒｔａｎｔｔｏａｌｓｏｎｏｔｅｔｈａｔｓｔｏck 
marketsinlndiaaremuchlesscorrelatedwithoneanotherthanstockmarketsin 

advancedeconomies（seeTablel)． 

Finally，wenowknowthatinthecrisis-affbctedcountries,thedollar-pegglng 
lulledtheprivatesectorintocomplacencyaboutexchangeriskandledtomassive 
unhedgedshort-termfbreigncurrencybolTowingHowever,thisdidnothappenin 
lndia、Therupee，sexchangeratewasnotovervaluedaｔｔｈｅbeginningofthecrisis，
andmonetarypolicywasgearedtowardallowingtheexchangeratetodepreciatein 

TableⅡＣorrelationofStockMarketlndices＊ 

Country 

lndia 

Canada 

１９９１つ８

０．６０ 

０．９４ 

France 0.94 

Germany 

ltaly 

England 
USA 

０．９８ 

０．９２ 

０９５ 

０９６ 

adjustedcorreIatiomcoemcient（R）mstaticregressionofequity 
indices（denated）onG-7countries・

Source:Habe｢meier（2000,90)． 
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Table2Percentagechangeinthenominalexchange 

rateagainSttheUSdoUar 

Annualaveragefbrl996 country 

lndia 

lndonesia 

SouthKorea 

Malaysia 

Philippines 
Thailand 

３
２
３
５
０
７
 

９
４
４
０
２
１
 

’
’
’
’
’
一

minusindicatesdepreciation 
SourＣｅ:ＩＭＦ（1999） 

anorderlyfashionmthefaceofmarketpressure，helpedsustainfinancialmarket 

confIdence（seeTable2)．Giventhefactthattherupeehasdepreciatedsteadily 
againsttheUSdollar(byaround５％peryearfbrtheperiodl996-2000)wasenough 
evidencetothereasonableinvestorthattherewasnoimplicitexchangeguarantee7． 

5．ＣｏｎｃｌｕｄｉｎｇＲｅＨｅｃｔｉｏｎｓ 

Economictheoryhaslongsuggestedthatcapitalwillmovefromcountries 
whereitisabundanttocountrieswhereitisscarcebecausethereturnsonnewinvest‐ 

mentopportunitiesarehigherwherecapitalislimitedSuchareallocationofcapital 

willboostinvestmentintherecipientcountryand,ａｓＳuｍｍｅｒｓ（2000）suggests， 
bringenormoussocialbenefits・Nodoubt,befbretheAsiancrisis,thegeneralschol‐
arlyviewwasthatliberalizationofcapitalmovementswasanessentialelementof 

economicliberalizationlndeed，itwastakenfbrgrantedthatcapitalHowswere 

analogoustotradeflowsａｎｄｔｈａｔtheyinvariablybenefitlong-termeconomicdevel‐ 
opment・However,Asia,sHnancialcrisisfbrcefilllydemonstratedthatcapitalnows

calTybothbenefitsandcosts・FYxsLthereisnowtherecognitionthatthereliesa
greatdifYerencebetweentradeliberalizationandfinancialliberalization．Inthecase 

oftradeliberalizationtherearewellestablishedstatisticalsystemstokeeptrackof 
intemationaltrade,andtherebyitsimpactontherealeconomy、Inaddition,there
existparallelmstitutionalｆｒａｍｅｗｏｒｋｓａｎｄｒｕｌｅｓｔｏｄｅａｌｗｉｔｈｔｒademeasureslike 

tariffS,quotas,subsidiesanddumpmg,aswellasmechanismsfbrdisputesettlement 

andarbitrationviainstitutionssuchastheWorldTradeOrganization、However,no

suchstructureexiststodealwiththedisruptioncausedbyvolatilecapitalflows、
SEco"d,thehighlycompetitiveandglobalizedfinancialworldhascreatedindividual 

marketparticipantsthatarehugeenoughtomobilize,offenwiththehelpoflever-
age，fInancialresourceslargerthanthｅＧＤＰｏｆｓｍａｌｌｅｒｅｃｏｎｏｍｉｅｓＴｈｕｓ，ｔｈｅｙcan 
buildupdominatingpositionsinthemarketsofsmallereconomiesandinfluence 

short-termmarketmovementseithersinglyorthroughactinginconcert、This
meansthatfbrcountrieswithpoorlydevelopedfinancialmarkets，freecross-border 

movementofcapitalisincompatibleifthesecountriestrytomaintainseparatecur‐ 
renciesandtheirownexchangearrangements・T7IWmthereisgrowingawareness
thatrapidliberalizationandtheassociatedexpansionofcreditandincreaseinthe 

mobilityofcross-bordercapitalcangiverisetosignificantrisks,unlessliberalization 
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isprecededoraccompaniedbymeasurestopromotemoreeffectiveriskmanage-
ment 

Yet,itisalsorecognizedthataseconomiesdevelopmoresophisticatedfinancial 
sectors，capitalcontrolsbecomemoreandmoredifTiculttoenfbrce・Incountries

withseriousgovernanceproblems,capitalcontrolscanbecomeasourceofcorrup-
tion、clearly,capitalcontrolscannotbeusedsuccessfUllyasasubstitutefbrsound
macroeconomicpoliciesormaintainedfbrextendedperiodsbecausetheyarebound 
tobecircumvented・Thekeyquestionthenispropersequencing・Ｔｈａｔｉｓ,afUnda-
mentalissueinundertakingcapitalaccountliberalizationishowtoreapthebenefIts 
fromcapitalmarketaccesswhilecopinｇｓａ化lywiththerisksassociatedwithinterna-

tionalcapitalflows・Whilecapitalcontrolscanenhanceacountry，sabilitytoavoid
financialcrisisinthecontextofmoreopencapitalaccounts,efTectivepreventionalso 
oftendependsupontheabilityoffmancialandnon-financialinstitutionsaswellas 

thegovernmenttomanageflnancialrisksingeneraLAtthesametiｍｅ,legal,insti‐ 
tutional,andprudentialarrangementsmustbeadequatetodealwithcomplexrisks 
associatedwithincreasinglydiversetypesofcapitalflows・

India，sexperienceillustratesthatwhiｌｅｓhort-termcapitalnowscanberegu‐ 
lated,itisprudenttoopenthecapitalaccountcautiouslyandonlyaftersubstantial 

progresshasbeenmadetoestablishastrongregulatoryframeworkfbrthemanage‐ 
ｍｅｎｔｏｆｔｈedomesticfinancialsystem・However，thisdoesnotmeanthatlndia

shouldnotworktowardsachievingfilllcapitalaccountliberalization・Asnoted

earlier，inanattempttowardsachievingthisgoaltheTaraporeCommitteerecom-
mendedfilllliberalizationprovidedthatimportantpreconditio､ｓａｒｅｍｅｔ，Sufficeit 

tonote，ｔｈｅCommittee,srecommendations，、amelyloweringthefiscaldeHcitto

3.5％ofGDPorless,accompaniedbyareductioninthedeficitofthestategovern-
ments;areductionintheinflationrateto3-5％annually;adequatelevelofowned 
fbrexreservesbymaintainingadequatefbreignexchangereserves(measuredatleast 
sixmonthsofimportsandalegallyrequiredreservestocurrencyratioofatleast 

40％);establishamonitoringbandfbrrealexchangeratedevelopmentatplusａｎｄ 
ｍｉｎｕｓ５％aroundanestimateofa“neutral'，realexchangerate;areductioninnon-
perfblmingassetsofthebankingsector;ａｎｄtheadoptionofmacroeconomicpolicies 
consistentwithacurrentaccountdeficitthatcanbesustainablycoveredbynormal 
capitalinflows（about２％ｏｆＧＤＰ)，andconsistentwiththis,tradeandextemal 
financingpoliciesthatwouldallowthedebtserviceratiotodeclinefrom２５％ｔｏ 

20％－areindeedprudent、Privatecapitalnowsarenotlikelytosolvealldevelop‐
mentproblemsandcanimposesigniHcantcosts・However，ultimately，itwillbe
domesticstrength，includingarobustandprudentfinancialsectorthatcanbest 
protectcountrieslikelndiafromthevolatilityinducedbycapitalflows． 

Ｎｏｔｅｓ 

ｌＴｈｅａｕｔｈｏｒｗｏｕｌｄｌｉｋｅｔｏｔｈａｎkcolleaguesattheIMFandanonymousrefbreesfbr 

usefnlcomments、AUremainingerrorsaremine・

ＺＦｉｒｍｓ,fbrexample,mayevadecontrolsoncapitalflowsbyfalsifyinginvoicesfbr 
tradedgoods、

３Theargumemisthathighcapitalmobilitylimitsdiscretionarypolicyandfbrcesgov-

ernmentstoadoｐｔ‘good,ormarket-confbrmingpolicies，includingsoundfinancial 
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supervisionpolicies・
DmingtheheightoftheAsiancrisis,andjustthreedaysbefbreMalaysiaimposed 
controlsonlSeptemberl99８，PaulKrugmanpostedonhisweb-siteaprovocative 
articlejustifyingtheuseofcontrolsoncapitaloutflowstocombatspeculativeattacks 
(Krugmanl998a)．specifically,Krugmanarguedthatemergencycontrolsoncapital 
outflowsmaybeaprudentchoiceattimesofseverespeculativeattacksfromdomestic 
andfbreignspeculators･WhilesomeviewedKrugman'spieceasprovidingintellectual 
coverfbrMalaysia，suseofcontrols,Krugmanclarifiedhispositionaweeklaterinan 
articleaptlytitled,``SavingAsia:１t，sTimetoGetRadical''一arguingthatsinceearlier
prescriptions,ｉｎparticular,protectingthecurrencythroughshalprisesininterestrates 
("thelMFmodel，，),orallowingashamdepreciationoftheexchangeratehavenot 
worked``tempom〃ＣＯ"r、！ｓｏ〃mpjmJ，，istheleastbadchoice,ｉｆｎｏｔｔｈｅｏｎｌｙｃｈｏｉｃｅ，
lefttoacountrydesperatelytryingtohaltaflnancialmeltdown4・Yet,Krugmanalso
addsthatsuchtemporaryand“curative，，ｃｏｎｔｒｏｌｓｍｕｓｔｓｅｒｖｅａｓａｎａｉｄｔｏreforms,and 
shouldbedismantledoncetheeconomyrecovers・Ahostofotherdistmguishedana-

lystshaveechoedsimilarsentiments・DaniRodrik（1998a)，usesaGDPpercapita
growthequationandasimpleindexofcapital-accountopennesswithasampleofsome 
lOOdevelopedanddevelopingcountriｅｓｆｂｒｌ９７５－１９８９ａｎｄｆｉｎｄｓｔｈａｔｔｈｅｒewasno 
significantrelationshipbetweenliberalizingcapitalflowsandeconomicgrowth・He
issuesanindictmentofthelＭＦ，spushfOrunconditionalcapitalmarketliberalization， 

arguingthatsinceasymmetricinfbrmationproblemsareendemictofinancialmarkets 
itistimefbr“thelMFtoaccepttemporarycapitalcontrolsinthecountriesthatare 

otherwisefbllowingitsrecipes,sothatthey,too,canrevivetheireconomies.，,Echoing 
Krugman,AlanB1inder（1999,50-63）（alsoafbrmervice-chairmanoftheFederal 
Reserve)，hassuggestedthatemergingeconomiesshouldnot“rushtoopencapital 
markets[since]unfetteredintemationalfinancialmobilityisnotthebestsystemfbrall 

countries.，，Similarly,JagdishBhagwatinotesthatwhiletheremaybeefficiencygains 
fromliberalizingcapitalmovements，thebenefｉｔｓａｒｅｓｍａｌｌａｎｄａｌｓｏｕｎｃｅｒｔａｉｎＨｅ 
ｎotesthatwhereasthereisaverystrongempiricalbasisfbrassertmgsigmifIcantbene‐ 
fitsfromliberalizationoftradeandfbreigndirectinvestment，ｔｈｅｒｅｉｓｍｕｃｈｌｅｓｓｅｖｉ‐ 

dencefbrclaimingsimilarbenefitsfromliberalizationofcapitalmovementaThus， 
ｅｍｅrgingmarketeconomiesshouldliberalizeinflowsoffbreigndirectinvestment,but 
continuetobecautiousonliberalizingothercapitalnows・Finally,BarryEichengreen

andCharlesWyplosz（1996）pointoutthatmostfbreignexchangetransactionshave 
littletodowitheconomicfilndamentals,andonlycontributetodestabiliziｎｇａｎｄｒｅ‐ 

ducingsocialwelfareThus，ｔｈｅｙｍａｋｅａｃａｓｅｆｂｒｔｈｅＴｏｂｉｎｔａｘａｓａtooltolower 
welfare-reducingshort-termcapitalflowswithoutaffectmgwelfare-enhancinglong-

termflows・ToEichengreen（1999),capitalcontrolscanbeusedasathirdlineof
defensefbllowingtheflrstlineofdefmse(banks，ownrisk-managementpractices),and 
thesecondlineofdefense（regulatorysupervision)．Eichengreenl999,49-50;2000a） 
arguesthatsincebuildingefYcctivercgulatoryandsupervisoryinstitutionsfbrfInancial 
marketsmaytakealongtime,heproposesthatcountrieswithunderdevelopeddomes-
ticfInancialmarketsandinadequateauditingandaccountingstandardsshouldimposｅ 

ａtaxonshorttermcapitalinflowsbecause，‘`underthesecircumstances，banksgam-

blingfbrredemptionorotherwiseunabletomanagetheriskinessoftheirportfblios 
willtendtofimdthemselvesexcessivelyabroad,andfbreignerswilltendtoaccommo-

datethemHolding-periodtaxeｓｏｎａｌｌｃａｐｉｔａｌｉｎＨｏｗｓａｒｅｔｈｅｏｎｌｙｅｆｆｅｃｔｉｖｅｗａｙｏf 

containingthisproblem.”ForEichengreen,Chilean-stylecontrolsoncqpimﾉﾉ､/】Owsis

anappropriatewaytostopthe“boomandbust，，cyclesassociatedwithvolatileshort‐ 
termcapitalflows、

Capitalaccountconvertibilitycanbebroadlydefinedasthefreedomfromquantitative 

４ 

５ 
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controls,taxesandsubsidiesthataffectcapitalaccounttransactionsbetweenresidents 
andnon-residents，Examplesofsuchtransactionsincludeallcredittransactionsbe-

tweenresidentsandnon-residents，includingtradeandnon-traderelatedcreditsand 

deposittransactions，andtransactionsinsecuritiesandothernegotiablefinancial 
claims・

TherationalefbrtheChileantaxwasthreefbld:（１）topreventovervaluationofthe 
peso,whichwouldhavenegativelyafYectedthecountry，sexport-orientedgrowth,（２） 
encouragemorelong-termcapitalinflowsfbrdevelopmentalpurposes,ａｎｄ（３）。is‐

courageresidentsfromrelyingtooheavilyonshort-termborrowing,therebyreducing 
theproblemofmaturitymismatch（thatisheavyshort-termborrowingandlong-term 
lending)．Whenshort-termHowsdriedupinl998,thepremiumwasreducedtozero、
However，ｗｈａｔｉｓｉｍｐｏｒｔａｎｔｔｏｎｏｔｅｉｓｔｈａｔＣｈｉle'ｓＵＲＲｏｎｍｏｓｔｃａｐｉｔａｌｆｌｏｗｓｗａｓ 
ｍａｒｋｅtbasedandnon-discriminatoryfbrmofcapitalcontrolwithmanydesirable 
macroeconomiceffects・StudiesoftheChileancasesuggestthatwhilethecontrolshad

limitedsuccessmreducingtheoverallsizeofcapitalinflows，theywereeffectivein 
alteringthecompositionofinflowsawayfromshort-termmoneyinfavoroflonger-
termfimds・However，theChileancontrols‘`worked，，becauseitwascomprehensive
andanintegralpartofbroadermacroeconomicrefbrms・specifically，theChilean
authoritiesclosedallpossibleloopholes-eventotheextentthatdomesticbankswere 

preventedfromwritingoff､horederivativeswapcontractswithfbreignholdersof 

long-termChileandebt・Mostimportantly，Chilecoulddothisbecauseofitsstrong
macroeconomicfimdamentals、Itsregulationofthefinancialsectoriswell-developed、
Ｃｈｉｌｅｈａｓｉｎｐｌａｃｅａｍｏｄｅｒｎｓｙｓｔｅｍｏｆprudentialbankingrcgulation，efTectiveloan 
recoverymechanismsandhightransparency，disclosureandaccountabilitystandards， 
andanautonomouscentralbank 

lndia'sexchangerateisnotacompletelyfreenoaLRathertheRBIintervenes(either 

throughdirectinterventioninfbreignexchangemarketsorthroughinterestrateinter‐ 

vention）wheneveritfeelsthatthemovementｏｆｔｈｅｒｕｐｅｅｉｓｂｅｉｎｇｄｒｉｖｅｎｂｙ 
`temporaryimbalancesofsupplyanddemand，ｏｒｂｙｓpeculativepressureThus，ｔｈｅ 

ＲＢＩ，sinterventionsaredesignedtocalmmarkets,ratherthanfightingagainstallodds 
tomaintainaparticularrate． 

６ 

７ 
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