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The world is just emerging from the worst financial and economic crisis since the great 

Depression. The World Bank estimated that in 1999 output of the 5 crisis countries of East Asia, 

two years after the onset, was still some 17% below what it would have been had the growth 

trend of the ten years before the crisis continued.  In 2000 matters were only slightly better.1 The 

fragile recoveries in Korea and Malaysia are being threatened by a global economic slowdown, 

originating in the U.S.  Elsewhere, matters are even bleaker:  Indonesia remains in depression, 

civil unrest affecting many of its far-flung islands.  In Thailand, as the economy barely struggled 

to attain pre-crisis levels three years later, with between a quarter and 40% of loans still non-

performing, voters gave a resounding defeat to a government that had followed the prescriptions 

of the IMF perhaps better than any other.  While exchange rates have stabilized in East Asia, 

other financial variables, like stock prices, have not fared so well, and unemployment remains far 

higher than before the crisis, and real wages far lower.  

Elsewhere, large parts of the world remain in a precarious economic position—with deep 

recession or depression facing several countries in Latin America, and output in many of the 

economies in transition still markedly below what it was a decade ago. 

  

It has become increasingly clear that financial and capital market liberalization—done 

hurriedly, without first putting into place an effective regulatory framework—was at the core of 

the problem.  It is no accident that the two large countries that survived the crisis—and continued 

with remarkably strong growth in spite of a difficult global economic environment—were India 

and China, both countries with strong controls on these capital flows.2  In retrospect, it appears 

that Malaysia’s capital controls, so roundly condemned at the time they were imposed—with 

political leaders like Secretary Rubin of the United States forecasting (and wishing) the most dire 

                                                           
1 Although real GDP growth for the 5 countries (Indonesia, Korea, Malaysia, Thailand and the Phillippines) 
is estimated to be around 6.9% in 2000, the World Bank’s projected long term slower annual growth of 
5.5% between 2003 and 2010 (Table A1.1, World Bank 2001).  
2 India grew at a rate of  5.2% and China at a rate of 7.8% in 1998.  This contrasted with declines in much 
of the rest of the developing world. In particular, the East Asian crisis countries suffered a 8.2% 
decline that year. 



of outcomes—have not had the adverse effects predicted; and Malaysia recovered faster, with a 

far shallower downturn, and with a far smaller legacy of public debt. 

 

  The crisis in East Asia was not the only crisis of recent years.  Indeed, there have been, 

by one reckoning, eighty to a hundred crises over the past quarter century.3  Crises have become 

more frequent and more severe, suggesting a fundamental weakness in global economic 

arrangements.  As I put it in one lecture, when there is a single accident on a highway, one 

suspects that the driver’s attention may have lapsed.  But when there are dozens of accidents at 

the same bend in the same highway, one needs to re-examine the design of the road. 

 

I suggested that one might compare capital account liberalization to putting a race car 

engine into an old car and setting off without checking the tires or training the driver.  Perhaps 

with appropriate tires and training, the car might perform better; but without such equipment and 

training, it is almost inevitable that an accident will occur.  One might actually have done far 

better with the older, more reliable engine: performance would have been slower, but there would 

have been less potential for an accident.  Similarly, the international economic architecture must 

be designed to “work” not just in the presence of perfect economic management, but with the 

kind of fallible governments and public officials that in fact occur in democratic societies. 

 

As the crisis spread from East Asia to Russia, and then to Latin America, it became clear 

that even countries with good economic policies and relatively sound financial institutions  (at 

least as conventionally defined) were adversely affected, and seriously so.  (Indeed, this was 

consistent with earlier research which had shown that changes in capital flows, and even crises, 

were predominantly precipitated by events outside the country, such as changes in interest rates in 

the more developed countries.4)  Thus, the rhetoric with which the crisis was begun—that 

globalization, liberalization, and the market economy delivered its fruits to virtuous countries and 

that problems were only visited upon countries that, in one way or another, had sinned—was re-

examined, and a more cautionary approach was taken to the reforms that had been long advocated 

by the zealots.  At the same time, the analytic arguments for—and against—capital market 
                                                           
3 See Lindgren, Garcia, and Saal (1996, p.20). 
4 Calvo, Leiderman, and Reinhart [1993]. They documented the importance of external factors in 
explaining between thirty to sixty percent of the variance in their proxy for monthly capital flows to Latin 
American countries in the early 1990's.  These external factors included U.S. interest rates, balance of 
payments developments, or growth; institutional innovations that lead to greater global integration; changes 
in sentiment toward different regions (or emerging markets as a whole) or reductions in the degree of 
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liberalization were subject to greater scrutiny.  The case for capital market liberalization was 

found wanting—especially striking given the zeal with which the IMF had requested an extension 

of its mandate to include capital market liberalization a short two years earlier at the Annual 

Meetings in Hong Kong.  It should have been clear then, and it is certainly clear now, that the 

position was maintained either as a matter of ideology or of special interests, and not on the basis 

of careful analysis of theory, historical experience or a wealth of econometric studies.  Indeed, it 

has become increasingly clear that there is not only no case for capital market liberalization, but 

that there is a fairly compelling case against full liberalization.  (The fact that the international 

financial community came so close to adopting a position which could not justified on the basis 

of theory or evidence should, in itself, provide an important cautionary note, especially in the 

context of the debate over reforming the international economic architecture. Clearly, before 

reforms of this magnitude are adopted, there needs to be more open debate, and all the affected 

parties—including workers who are threatened with unemployment and falling wages, and small 

businesses who are threatened with bankruptcy as interest rates soar to usurious levels—need to 

have a seat at the discussion table.  Unfortunately, in some of the circles in which the pivotal 

issues are being discussed, not only are these groups not represented, but the developing countries 

do not even have a formal membership.) 

 

In this paper, I want to review briefly the arguments for capital market liberalization, and 

identify their theoretical and empirical weaknesses.  This will provide the foundations for the 

argument for intervention in short-term capital flows.  I shall then briefly discuss the various 

ways in which such interventions may be implemented.  Throughout much of the discussion, I 

shall talk about “interventions” in fairly general terms.  It should be clear, however, that not all 

interventions are identical.  Today for instance, while there is widespread acceptance of 

interventions that stabilize inflows, interventions on outflows remain highly controversial.  

Some—even many—forms of intervention may not bring benefits commensurate with their costs. 

The central argument in this paper is that there exists some forms of intervention that are likely to 

be welfare-enhancing.  

 

Before beginning the discussion, I want to make it clear that I am focusing my attention 

on short-term speculative capital flows. The argument for foreign direct investment, for instance, 

is compelling.  Such investment brings with it not only resources, but technology, access to 
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“irrational” home bias in investment; as well as overall changes in the market “risk premium.”  See also 
Fernández-Arias [1995]. 



markets, and (hopefully) valuable training, an improvement in human capital.  Foreign direct 

investment is also not as volatile—and therefore as disruptive—as the short-term flows which can 

rush into a country, and just as precipitously, rush out.5  (The magnitude of these changes in flows 

can be enormous, as shown in Figure 1. In the case of Thailand, the change in flows amounted to 

14 percent of the GDP and in the case of South Korea 9 percent of the GDP. In the case of East 

Asia as a whole, the turnaround in capital flow between 1996 and 1997 amounted to $105 billion, 

more than 10 percent of the GDP of these combined economies. If the United States experienced 

the change in flow that Thailand did for example, this could be equivalent to a change in capital 

flows of over $1 trillion.  Even with its strong financial and other institutions, it is not clear how 

well the U.S. would whether such a storm.) 6  Moreover, it is also clear that one can intervene in 

short-term flows, and still provide a hospitable environment for foreign direct investment, as 

China, the largest recipient of foreign direct investment, amply demonstrates.   

 

 

The Case for Capital Market Liberalization 
 
The case for capital market liberalization is largely based on standard efficiency arguments, 

employing a conventional neoclassical model and ignoring the special ways in which financial 

and capital markets differ from markets for ordinary goods and services, like steel.  The 

proponents focus on efficiency effects, ignoring the distributional consequences, presumably 

believing that if the gains are large enough, either the benefits will trickle down to the poor, or 

that the government will take active measures to ensure that the poor will not be harmed.  While 

the evidence in support of either hypothesis may not be there, my concern here is to evaluate the 

more case on its own terms, that is, the case the capital market liberalization leads to higher 

output and greater efficiency.  There are five components to the argument:   

 

a) Countries should be concerned with maximizing GNP—the incomes of their citizens—not 

GDP, the output of the country.  Therefore, if the citizens of a country can find an outlet for 

their funds with a higher return than any investment in their country, then GNP is maximized 

by allowing the funds to leave the country.  (Moreover, the higher returns themselves might 

stimulate the citizens of the country to save more.)  By the same token, if a foreign investor 

finds an investment opportunity within the country with a higher return than the opportunity 

                                                           
5 See Figure 1 from Global Economic Prospects 2000 which demonstrates how capital flows were almost 
halved in the space of a year.  See World Bank [1999 Forthcoming]. 
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6 Institute of International Finance[1998], as cited in Rodrik[1998].  



cost of his funds, complementary factors within the country will benefit, as their marginal 

product is increased.   

b) International competition for funds provides a needed spur for countries to create an 

economic environment attractive to business.  It is behind closed doors that countries can 

engage in efficiency-decreasing practices, e.g., regulations for which the benefits are not 

commensurate with the costs. 

c) Open capital markets help stabilize the economy through diversification.  As a country faces 

a downturn, the lower wages will attract funds into the country, helping to stimulate it.  This 

was a central argument for capital market liberalization in East Asia.  After all, the 

governments had demonstrably worked hard to create an environment in which the economy, 

and the private sector in particular, had flourished; growth rates had been phenomenal for 

three decades or more.  Savings rates were already very high; indeed, it was remarkable that 

the countries were able to absorb the high level of savings, investing them productively.  

Other countries with such high savings rates had not fared so well.  One could hardly argue 

that, given the high savings rates, they needed to open their capital markets to obtain needed 

funds.   

d) On the other hand, for much of the rest of the world, open capital markets were important as a 

source of funding for needed investment projects. 

e) Finally, the case for opening capital markets was made by way of analogy to free trade in 

goods and services.  A central tenet in economics—at least since Adam Smith—was that free 

trade was beneficial to a country.  Indeed, it paid a country to eliminate trade barriers 

unilaterally—even if trading partners did not.  “Capital,” it was argued, was just like another 

good.  The case for capital market liberalization was thus the same as the case for free trade 

in general.  And that case was so well known, it hardly needed to be repeated.7   

 

The Evidence 
The predictions of the advocates of capital market liberalization are clear, but 

unfortunately, historical experience has not been supportive.   

 

Growth.  There is a wealth of cross country studies supporting the view that trade 

liberalization leads to faster economic growth,8  though to be sure, there are a few studies 

                                                           
7 Note that the standard argument for free trade assumed an economy at full employment, with perfect 
competition, and ignored distributional concerns.   
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8 See, e.g. Sachs and Warner [1995], Wacziarg [1998], and Vamvakidis [1999].  



providing suggestions to the contrary.  In contrast, for the case of capital market liberalization, 

there are relatively few studies, but what evidence there is, is not supportive for liberalization. 

Figure 2, borrowed from Danny Rodrik’s study, shows growth in different countries related to the 

openness of capital markets, as measured by the IMF.  (This is particularly important, because it 

provides a metric which corresponds to the kinds of actions which the IMF might have taken in 

attempting to open up the capital markets.) Figure 3 provides some insights into why this might 

be the case—it plots investment in different countries related to the openness of capital markets. 9  

Again, there is no relationship. 

 

Stability.  The global economic crisis has centered attention around another aspect of 

economic performance, stability.  Stability is important for several reasons.  Research has shown 

that instability has persistent effects on economic growth—growth is slowed down for several 

years after a crisis has occurred.10  Indeed, the large unit root literature suggests that an economy 

that suffers a large fall in output never fully recovers—output remains persistently below what it 

would have been.  Thus, the present discounted value of loss output associated with magnitude of 

declines observed in East Asia or Ecuador are enormous.11    Moreover, instability often has 

marked distributional consequences, especially in developing countries.  Even in developed 

countries, like the U.S., the poor bear a disproportionate burden in terms of increased 

unemployment.12  But in most developing countries, safety nets are inadequate or non-existent.  

The recent crises have amply demonstrated this burden—with unemployment increasing 3 to 4 

fold in Korea and Thailand (and by more in Indonesia), and with real wages falling l0% in Korea, 

and by as much as a quarter in Thailand and Indonesia.   

I already alluded to the increased frequency of financial and economic crises, and 

suggested that this change is related to financial and capital market liberalization.  Cross country 

studies have  confirmed this.13  In addition, cross country econometric studies looking more 

broadly at the impact of capital market liberalization on the likelihood of an economy having a 

recession have again confirmed the adverse effects.14 

   

                                                           
9 Figures taken with author permission from Rodrik [1998].   
10 See Caprio [1997]. 
11 In Indonesia, output in 1998 was an estimated 14% below that of 1997, in Thailand, 10% below. In 
Ecuador, estimates are than 1999 output will be 8 to 12% below 1998. World Bank Development Prospects 
Group. 
12 Furman and Stiglitz [1999b].   
13 Demigurc-Kunt and Detragiache [1998]. 
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Thus, it is clear that not only is there no compelling empirical case for capital market 

liberalization—there is a compelling case against capital market liberalization, at least until 

countries have found ways of managing the adverse consequences.   

 

 

Why Capital Market Liberalization Produces Instability, Not Growth 
 
 Given the seemingly compelling case for capital market liberalization, why does the 

evidence point so much in the opposite direction?  Where did the theories go wrong? 

 

The Fallacies in the Standard Arguments   

We begin our discussion by identifying the fallacies in the standard arguments.  The most 

fundamental is this:  financial and capital markets are fundamentally different from markets for 

ordinary goods and services.  The central function of capital and financial markets is 

information—in particular, assessing which projects and firms are most likely to yield the highest 

returns, and monitoring to ensure that the funds are used in the appropriate way.  And markets for 

information are fundamentally different from “ordinary” markets.  For instance, whenever 

information is imperfect, markets are essentially never constrained Pareto efficient—in marked 

contrast to standard results for competitive markets with perfect information.15  Thus, the fifth 

argument—that the argument for capital liberalization is exactly the same as the argument for 

trade liberalization—is simply false.   

  

Perhaps the most telling deficiency in the standard argument is in the third—the 

argument that opening capital markets allows for diversification and thereby enhances stability.  

As we have seen, capital market liberalization is systemically associated with greater instability, 

and for good reason:  capital flows are markedly pro-cyclical, exacerbating economic 

fluctuations, when they do not actually cause them.  The behavior is consistent with the popular 

adage about bankers being willing to lend when one does not need the money.  When the bankers 

see economic weakness, they pull their money out of the country.  In addition, capital market 

liberalization exposes countries to vicissitudes associated with  changes in economic 

circumstances outside the country; a sudden change in lenders’ perceptions concerning “emerging 

market risk” can lead to huge capital outflows, undermining the viability of the entire financial 
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15 See, e.g. Greenwald and Stiglitz [1986]. 



system.  Moreover, there is mounting evidence that there is “excess volatility” in asset markets16, 

perhaps related to herding behavior17.   

 

The argument that governments should be concerned with GNP—the income of their 

citizens—and therefore should be unconcerned about capital outflows, has some validity, but 

misses a central issue in development:  there are a variety of reasons to believe that investors do 

not appropriate the full value of their contributions.  Recent literature, for instance, has 

emphasized the importance of returns to scale, network externalities, and a variety of other 

spillovers.18  These externalities may be particularly important in early stages of development, or 

in the early stages of transition to a market economy.  This was seen most dramatically in Russia.  

The oligarchs, having obtained their wealth through privatizations widely viewed as highly 

illegitimate, had every reason to take their money out of their country where it would be safe 

against a later government re-examining what had gone on.  But as each took his money out, as 

the economy sunk deeper into recession and depression, their incentives became even stronger:  

where would any reasonable person put his money, in the booming U.S. stock market or in the 

depression Russian economy, with its hostile business environment and insecure property rights?  

While if investors could not have taken their money out, there might have been a Nash 

equilibrium in which each had invested his money back into Russia, given the exit option 

provided by capital market liberalization, a new equilibrium emerged:  each took his money out.  

In effect, capital market liberalization changes “the rules of the game,” with adverse 

consequences for the country.  (In addition, whenever there are taxes on capital, social benefits 

from investing at home may exceed private benefits, unless the government can impose 

commensurate taxes on investments abroad, which it often cannot.)   

 

 The issue of whether capital market liberalization provides additional sources of funding 

is also questionable: as the data above suggested, it does not lead to more investment.  There are 

two related issues. First, does more short-term capital—unstable as it is—provide a basis for 

investment?  The answer is clearly no.  What country would sensibly build a factor using funds 

that could be pulled out on a moment’s notice?  The second is, do restrictions on short-term 

capital flows discourage foreign direct investment or other forms of longer term investment? 

Again, the answer appears to be no.  We already noted that the country that has been the most 

successful in recruiting foreign direct investment—China—also imposes a high level of 

                                                           
16 See Shiller [1989]. 
17 See, e.g. Banerjee [1992], Shiller [1995]. 
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restrictions on short-term capital flows. However there is little evidence that countries that have 

imposed restrictions on short-term flows—Chile on inflows, Malaysia on outflows—have had 

their long term flows adversely affected.19 Indeed, as I note below, there may even be reasons 

why foreign direct investment may be attracted:  as we noted, capital market liberalization is 

associated with greater economic volatility, or at least a higher probability of a recession.  Such 

uncertainty clearly makes investment less attractive. 

 

         But actually, in many cases, the argument that opening capital account is important 

for enhancing a flow of capital into the country is turned on its head: in many instances, the key 

issue is not capital flowing into the country, but flowing out.  As we have already noted in the 

context of Russia, opening the capital account has facilitated capital flight, and thus contributed to 

the weakening of the economy.20  Africa too has been plagued with capital flight.21 And  several 

of the recent crises (not only Indonesia, but Mexico22) if not caused by, have been amplified by 

capital flight.23  

 

   

        The argument with which I am most sympathetic is that opening the capital account imposes 

“discipline”.  Countries are “forced” to have good economic policies, less capital flow out of the 

country.  But I have argued that far more relevant for the long run success of the economy is 

foreign direct investment; and the desire to acquire and sustain FDI provides strong discipline on 

the economy and the political  process.  The question is, does opening of the short-term capital 

account—making the country subject to short run oscillations in sentiment—provide significant 

extra external discipline? On the negative side, the openness to capital flight makes countries 

especially sensitive e.g. to corporate or capital tax rates or to changes in interest rates.  Thus, 

openness may impose costly constraints on the ability of government to pursue  legitimate 

objectives.  
                                                                                                                                                                             
18 See for example Hoff [1997]. 
19 See for example Lee [1996]. 
20 Capital flight played an important role in contributing to the Mexican crisis and in exacerbating the 
effects of the Indonesian crisis. (See Dooley [1998]).  There is a growing consensus the capital outflows out 
of Russia have played a key role in that economy’s dismal performance over the past eight years. 
21 See Collier and Gunning [1999]. 
22 See Dooley [1996]. 
23 A recent IMF study by Rossi [1999] suggests that restrictions on capital outflows have a positive effect 
on economic growth.  While his study corroborates earlier studies that restrictions on capital inflows 
contributed to economic stability, his results suggest that they may have adverse effects on economic 
growth.  As the discussion below illustrates, the arguments for these effects are not convincing.  As always, 
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 One of those objectives is economic stability.  China was able to pursue active 

countercyclical macro-policies—staving off a recession and maintaining robust growth of close to 

8%--because the capital account restrictions provided it some room to maneuver.  It had no need 

to raise interest rates to levels that killed the economy, in order to “save” it from capital flight.   

 

Why capital account liberalization has not contributed to growth.  

 The result cited earlier that capital account liberalization is not associated with  faster 

investment—and therefore faster growth—should not come as a surprise.  We have already noted 

that the case for positive effects is weak:  firms are unlikely to engage in productive long term 

investments on the basis of short-term funds.  But there are even reasons to expect that capital 

market liberalization can have negative effects on growth.  We argued above that it leads to 

greater instability, and instability (especially financial market crises) has adverse effects on 

economic growth.   

The channels through instability exercises its adverse effects on the average level of 

growth are several.  First, given the limited ability to divest risk, especially in developing 

countries, instability increases the "risk premium," the returns that investors demand in order to 

be willing to invest.  Second, crises lead to the destruction of firm net worth, reducing firm's 

willingness and ability to invest.  In the more extreme cases, as in East Asia, crises lead to 

bankruptcy, and corporate bankruptcy leads to undermining financial institutions; in both cases, 

there is a loss of organizational and informational capital, a loss which cannot easily be reversed.  

There are important asymmetries and hysteresis effects:  the booms do not make up for the losses, 

nor do the gains by some make up for the losses of others.24   

 

Indeed, it is not only the downturn itself which has lasting effects, but the very presence 

of the risk of instability that is likely to have an adverse effect on growth.  The greater risk limits 

the use of debt finance, and the rapid growth in Korea and other  East Asian countries depended 

on debt finance.  In the absence of debt finance, firms would have had to rely on self-finance, and 

this would have limited their rate of growth.  Indeed, the experience in the recent crisis—

including the huge increases in interest rates—will almost surely lead to less debt finance, and 

lower growth.  To be sure, one could argue that the countries would have been better off had they 

made more use of equity rather than debt; but raising capital in the form of equity from large 

                                                                                                                                                                             
one needs to treat cross country regressions with care, especially when inadequate account is taken of 
problems of simultaneity. 
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numbers of shareholders is difficult under the best of circumstances (for well known reasons 

having to do with informational imperfections25); a relatively small fraction of new investment is 

financed by new equity issues, even in the United States26.  A legal structure which provides 

strong protection for shareholders, and especially minority shareholders, is required27; and only 

the U.K., U.S., and Japan seem to have the requisite legal structure.  Reforms under way in the 

more advanced of the developing countries may change this in the future, but for the moment, the 

only way to channel funds from the household to the corporate sector is through debt. 

 There is an equally compelling argument for why capital market liberalization (at the 

short end) might be expected to have adverse effects on growth.  Countries today are encouraged 

to maintain adequate reserves, to protect themselves against volatility in international financial 

markets.  A  key indicator is the ratio of reserves to foreign denominated short-term indebtedness.  

When that number falls below unity, investors and lenders become worried—and indeed recent 

econometric work has suggested that this variable provides the best explanation for which 

countries were adversely affected by the global financial crisis.28  Of course, if all investors 

believe that all other investors are looking at that variable, to determine whether or when to pull 

out their money from a country, it can become a self-fulfilling prophecy.29  Now consider a poor 

developing country.  A company within the country borrows, say, a $100 million from a U.S. 

bank, which charges him 20%. If the country has been maintaining what it views as minimum 

prudential reserves—kit recognizes the high opportunity cost of reserves—then it will have to add 

$100 million to reserves.  For simplicity, assume it holds those reserves in U.S. T-bills.  Consider 

the implications from the perspective of the country’s balance sheet and income flows:  It has lent 

the U.S. $100 million and borrowed from the U.S. the same amount—it has no new net capital.  

But it pays to the U.S. every year $20 million in interest, while it receives from the U.S.$5 

million, the interest on the T-bill.   Clearly, this is a good deal for the U.S.—one might 

understand why the U.S. might be in favor of rules that encourage such transactions—but is 

hardly the basis for more rapid growth by the poor developing country. (The costs may even be 

higher than these calculations suggest, because the opportunity cost of the funds that the 

government has to use for reserves could even exceed 20%.) 

                                                                                                                                                                             
24 See Greenwald and Stiglitz [1993] and Greenwald [1998.] 
25 See Greenwald, Stiglitz, and Weiss [1984] or Myers and Maljuf [1984]. 
26 See Mayer [1987]. 
27 See Dyck [1999]. 
28 See Rodrik and Velasco [1999] and Furman and Stiglitz [1999]. 
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29 Earlier studies did not include the ratio of reserves to foreign denominated short-term debt, on the 
grounds that individuals within the country could, with full capital account convertibility in principle, 
convert domestic currency into foreign currency.  Thus, disturbances can be caused not only by foreigners 
refusing to roll over loans, but also by domestic investors seeking to flee the country.   



 

 To be sure, the adverse effects on economic performance may (especially going forward) 

be unnecessarily increased as a result of the particular policies that the IMF has customarily 

employed in response to the crises which may , as we have seen, be systemically associated with 

full capital account convertibility.  Excessively restrictive monetary and fiscal policies30 resulted 

in deep recessions or depressions.  The “unit root literature” suggests that these negative effects 

are persistent.31 Moreover, as we have noted, looking forward, businesses will view debt 

financing as highly risky; in the event of another crisis (and as we have noted, such crises have 

become increasingly frequent and deep, in spite of rhetoric that might suggest otherwise), a firm 

with even a moderate debt equity ratio could be put into distress.  Firms will thus have to limit 

expansion to what they can largely self-finance—with strong adverse effects on long term 

economic growth. 

 Social disruption    

The recessions and depressions that have been associated with the risks associated with 

capital market liberalization have had a direct, negative effect on growth and poverty.  But there 

is an indirect channel that is no less important.  They frequently give rise to social and political 

turmoil, especially when it is believed that the burdens are inequitably shared, as in the case of 

Indonesia.  Persistent unemployment too leads to alienation of those who cannot find meaningful 

jobs, and this often leads to dysfunctional social behaviors—e.g. the urban violence which has 

marred Latin America or the civil strife so frequent in Africa.  And such turmoil provides an 

inhospitable environment for investment. 

 

The Case for Intervention 
 
 There is now a well developed theory of when governments should intervene in markets:  

when there are market failures, associated with externalities, incomplete markets giving rise to 

coordination failures, imperfections of information, and so forth.  The analysis of interventions 

involves two steps:  first, identifying the market failure, and secondly, showing that there are 

                                                           
30 For a discussion of these responses, see Stiglitz [1998, 1999b], World Bank [1998a, 1998b] and Lane et 
al.  [1999]. 
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31 This literature argues, roughly, that if output today falls by 5%, output 100 years from now is 5% lower 
than it otherwise would have been.  The economy never fully recovers.  This stands in marked contrast to 
the “reversion” view which argues that the economy is like a spring: the more that it is pulled down in a 
particular year, the faster it grows in subsequent years.  If there is a reversion effect, it appears to be very 
weak.   Greenwald and Stiglitz [1993] present a theoretical model explaining why such persistence is to be 
expected. 



interventions which could in principle and are likely in practice to improve matters.  We take up 

the second question in the next section.   

 First, we note that the fact that the central function of capital markets is the production, 

utilization, and dissemination of information means that the standard competitive model, with its 

assumptions of perfect, or at least fixed, information is simply irrelevant, as is the conclusion that 

is derived from that model, that markets are pareto efficient.  When information is imperfect and 

markets are incomplete, markets are almost never (constrained) Pareto efficient, even taking into 

account the costs of information or marketing; the traditional presumption that government 

should not intervene in the market is turned on its head.32 

 That having been said, there are at least three major categories of market failure:  

externalities, coordination failures, and broader macro-economic failures.  In each case, there are 

discrepancies between social and private returns, and because of these discrepancies, there is a 

case for collective action. 

 

Externality of Private Behaviour on Overall Risk 

   Once one recognizes that short-term capital flows can give rise to economic instability, 

there is a compelling economic case for intervention:  the instability associated with short-term 

capital movements results in  there being a marked discrepancy between private and social returns 

and risks.  The capital flows imposed a huge negative externality:  Indeed, it should be obvious 

that the crisis which resulted from these volatile flows has affected many others besides the 

borrowers and lenders—workers who saw their incomes plummet and small businesses that were 

forced into bankruptcy as a result of the soaring interest rates.  (Ironically, the design of the 

policy response probably increased the magnitude of the externality.  The IMF explicitly argued 

for increasing interest rates, with huge adverse effects on firms not engaged in international 

speculation, in order to avoid the adverse effects on those who had uncovered foreign 

denominated borrowings.  At the same time, the very fact that the IMF has engaged in these bail-

outs itself implies that there is a discrepancy between social and private returns, and exacerbates 

those differences, as firms have less an incentive to obtain cover for their foreign exchange 

exposures.) 

 

 The nature of this externality can be seen in a number of ways.  Clearly, the borrowing 

countries—the workers and small businessmen—have paid a high price.  Alternatively, we can 

see the externality exercised through the  prudential reserve management policies described 
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earlier. A $100 million capital inflow that has to be offset by a $100 million in increased reserves 

imposes huge costs on those who might have benefited from other uses of these funds.  The $100 

million could have been spent to build schools, health clinics, or roads to attract more investment.  

Clearly then, the private decision to borrow has imposed a high negative cost on society.33 

 

 Whenever there are such discrepancies, the economists’ natural reaction is to impose a 

“tax” to correct the externality, in order to eliminate, or at least reduce, the difference between 

social and private returns.  To be sure, such taxes might discourage some capital flows; but this 

criticism is like pointing out that a tax on air pollution discourages the production of goods, like 

steel, that contribute to air pollution.  The point is that firms should be made to pay the full social 

cost of their activity; doing so will, and should, reduce the level of activities that create negative 

externalities. 

 

 The consequences of the externalities may depend on the circumstances of the country.  

More advanced industries economies typically have more built-in automatic stabilizers and strong 

safety nets, so they can absorb the shocks better.  In poorer countries, not only may there not be 

automatic stabilizers, they may face constraints (e.g. on borrowing) that exacerbate fluctuations.  

For instance, while fiscal policy in developed countries is typically countercyclical, in developing 

countries, it is pro-cyclical.34  And as we have already noted policies recommended to, and in 

some cases effectively forced on, developing countries may make matters worse.35  Weak 

financial institutions may make a country particularly vulnerable to large and sudden changes in 

short-term flows. 

 

 The recognition of the importance of these externality effects associated with short-term 

flows has constituted perhaps the major shift in thinking in discussions over the international 

financial architecture during the past two years.  During the World Bank and IMF Annual 

                                                                                                                                                                             
32 See Greenwald and Stiglitz [1993]. 
33 One might have argued that the government would have been better off lending the $100 million directly 
to the firm.  The country as a whole is worse off; it pays, say 18% to the United States, but receives only 
4% on the reserves which it holds, say, in US T-bills.  But the country may not have the “banking” 
capacity, i.e. screening and monitoring.  The point, however, is not that the country should not use the 
foreign banking services, but that there is a cost to society arising from such short term borrowing. 
34 See Easterly et al [1999] and Hausmann [1996]. 
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35 In addition to the excessively contractionary monetary and fiscal policies noted above, policies directed 
at the problems of a weak financial sector may accentuate the downturn, e.g. the closing down of 16 banks 
in Indonesia, which led to a run on other banks, further restricted the flow of credit.  More generally, in the 
event of systemic weaknesses in the financial system, the rigid enforcement of capital adequacy standards 
may give rise to an accelerator-like effect enhancing the magnitude of the contraction.  See Stiglitz [1999]. 



Meetings in Hong Kong in October 1997, shortly after the crisis began, there was a call for a 

change in the IMF charter to push through the agenda of capital account liberalization.  This 

proposal was accompanied, appropriately, by several caveats.  Proponents of the change 

recognized that liberalization required sufficiently strong and stable financial institutions, which 

in turn meant that a strong regulatory framework would have to be in place as a prerequisite.   

 

Today, there is a greater recognition of the importance of those caveats.  Even advanced 

industrialized countries have found it difficult to establish strong financial institutions and 

effective regulatory structures—as witnessed by the financial crises in Scandinavia and the 

United States.  These examples show that crises can easily occur in countries with high degrees of 

transparency, and that one hardly needs crony capitalism to generate a crisis.  If there had been 

any question about the increasing difficulties of good financial regulation posed by the growing 

role of derivatives, the matter was settled by the government-engineered, privately financed 

bailout of Long Term Capital Management (LTCM) in October 1998.  This single hedge fund had 

an exposure estimated in excess of a trillion dollars that, according to those who defended the role 

of the government in the bailout (and who resisted allegations that underlying the publicly 

orchestrated privately financed bail-out was crony capitalism and corporate misgovernance, 

American, rather than East Asian, style), posed a threat to global financial stability.  Much of the 

money for LTCM exposure came from supposedly well-regulated banks.   

 

Clearly, even without exposing themselves to the volatility of short-term capital flows, 

developing countries face greater risks (for instance, because of their less diversified economies 

and the weaker role of automatic stabilizers) and typically have relatively lower regulatory 

capacity in the financial sector.  Given these features of their economies, the caveat that 

developing countries should have strong financial institutions and regulatory structures in place 

before liberalizing their capital accounts suggests that the entire question is now moot.  In the 

immediate future, few countries should be pressed to move far in the direction of liberalization. 

 

Coordination Failures 

A second market failure underlies the earlier discussion of capital flight, e.g. as in Russia.  

There might have been a Pareto dominant equilibrium in which all investors kept their funds in 

Russia, but given risk aversion, the equilibrium which naturally emerges entails capital flight.  

The restrictions on capital outflows eliminates the “bad” equilibrium; in effect, it ensures the 

economy coordinates on the good equilibrium where everyone reinvests in the economy.  The 
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interesting aspect of this intervention is that (as modeled) it is costless to enforce.  Given that 

everyone else is investing in the economy—and the economy is booming—it pays everyone to 

invest in the economy.   

 

Unemployment 

Market economies are not self-regulating; they do not necessarily quickly return to full 

employment after an adverse shock.  That is why there is now general agreement on the need for 

government intervention through monetary and fiscal policy to maintain the economy at full 

employment.  Capital market liberalization restricts the ability of the government to manage the 

macro-economy.  In the extreme case, the country completely loses discretion over monetary 

policy—any deviation of interest rates from international rates results in a huge flow of capital in 

or out of the country—and accordingly must rely exclusively on fiscal policy.  But fiscal policy 

often is not as flexible as monetary policy, and some might say in some circumstances (e.g. Japan 

in recent years) not very effective.  Moreover the “costs” of relying on fiscal policy—and the loss 

in discretion over monetary policy-- may be high.  The contrast between Malaysia and other East  

Asian countries is instructive.  Because it imposed capital controls, Malaysia could keep its 

interest rates at lower levels than did the other countries.  It’s economic downturn was shallower 

and shorter than theirs; and equally important for the country’s future, the legacy of public debt, 

and economic and social disruption was less.  The direct effect is obvious:  because it had to rely 

less on deficits to stimulate the economy, the cumulative debt is lower.  But the indirect effect is 

probably even more important:  it avoided the bankruptcy, and the knock-on effect on the 

financial institutions, arising from high interest rates, and thereby reduced the costs of 

restructuring the financial system.  The financial and corporate distress that would have resulted 

from high interest rates would have shifted to the left the aggregate supply curve; output and 

employment would as a result been lower, even if government had used fiscal policy effectively, 

so that unemployment would have been higher, and the social distress—especially in a country 

with a history such as that of Malaysia—could have had disastrous long term economic effects. 

The market failure analysis presented above (the discrepancy between social and private 

returns), the strong empirical evidence of the high risks associated with short-term capital flows, 

and the absence of convincing evidence of growth-enhancing benefits associated with capital 

account liberalization (in the short-term) — all these points lead one to question the fundamental 

premises underlying the drive for capital account liberalization.   
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Designing Effective Interventions 
 

Hence, while 36 months ago there were calls for full capital account liberalization, today 

the debate has shifted.  It is no longer whether some form of intervention might be desirable in 

principle, but whether there exists interventions which are effective, and which do not have 

adverse ancillary effects.  The fact that China and India have managed to weather the storm and 

maintain strong growth; the fact, already alluded to several times, that China has managed to 

attract huge amounts of foreign direct investment while maintaining controls on short-term 

capital; the fact that countries that have capital market restrictions seem to have done as well as 

those that have not suggests that it is possible to impose such restrictions without significant 

adverse effects. 

 

The purpose of the stabilizing interventions is to equate social and private costs and to 

stabilize the short-term flows. To understand what is at issue, an analogy may be useful.  Dams 

do not stop the flow of water from the top of a mountain to the ocean.  But without the dam, 

sudden powerful flows may cause death and destruction; with the dam in place, not only are lives 

saved and property protected, but the water itself can be channeled into constructive uses. And a 

dam can serve a useful role in averting a flood even if it is not perfect, i.e. even if some of the 

water spills over the top and makes its way down the mountainside, bypassing the dam. So too for 

interventions in capital markets:  it is not a valid criticism to say that they are not perfect, that 

their will be leaks, or that there will be some circumvention of the regulations or taxes.  The 

question is, do they nonetheless serve to stabilize the flows, and at not too great a cost to the 

economy? More recently, attention has focused on three sets of interventions, restrictions on 

capital inflows, restrictions on capital outflows, and restrictions imposed on the banking system. 

 

Capital inflows 

Chile has imposed what amounts to a tax on short-term inflows.  In doing so, it has 

succeeded in stabilizing these flows, without adversely affecting the flow of long-term productive 

capital.  (Incidentally, even a tax on capital inflows can serve to stabilize outflows.  Those who 

seek quick returns by taking their money out for a brief time in the hopes of a devaluation, and 

then bringing it back, are made to pay a high price for this round trip.) 

 

Some critics have interpreted Chile’s actions in the recent crisis—where the tax rate was 

set at zero—as an abandonment by that country of this policy.  But that is simply wrong.  The 
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point of the tax is to stabilize the flow—to discourage excess inflows when that appears to be the 

problem.  But in the global financial crisis, no developing country faced excess inflows.  Indeed, 

it might even be conceivable that, faced with a shortage of inflows, the country might have a 

negative tax.  But the tax structure is in place:  if global financial markets recover, as they almost 

surely will, and the country again faces an excess of capital inflows, then the tax rate could again 

be raised.   

 

Today, the IMF endorses the idea that countries should consider such stabilizing 

interventions.  But this is just one of many interventions that can help stabilize financial flows.  I 

would argue that, given the potentially severe consequences of volatile flows, the international 

community should encourage experimentation with other interventions.  One country, for 

instance, is discussing limiting the tax deductibility (for purposes of the corporation income tax) 

of interest on foreign-denominated, short-term debt.  (This intervention has the further advantage 

of being largely “self-reporting.”36) 

 

Capital outflows 

Malaysia tried a quite different experiment: controls on the outflow of capital.  Many 

within the international capital markets greeted this experiment with little enthusiasm or even 

explicit expressions of distaste.  These rhetorical attacks typically failed to note the many 

subtleties of Malaysian policies, including the provisions designed to protect interests of long-

term investors.  Recently, the country moved to a more market-based exit tax.  It is too soon to 

evaluate the experiment, but preliminary results suggest that it has been far from the disaster that 

the naysayers had predicted; the removal of the tax went smoothly, the country used the time 

provided to make significant progress in financial and corporate restructuring (far more progress 

than some of its neighbors), and foreign direct investment continued at a relatively strong pace.  

And as we noted, the country used the greater freedom that it afforded in the conduct of monetary 

and fiscal policy to reduce the magnitude and duration of the downturn and the legacy of public 

debt. 

Regulating capital flows through the banking system 

                                                           

 
 
 

18

36 Firms may, of course, commit fraud, by declaring short-term foreign denominated debt is not foreign 
denominated, or not short-term, but such fraud would be subject to the same kinds of penalties that other 
forms of income tax fraud is.  Special attention would have to be paid to derivatives, and other actions 
designed to circumvent the intent of the provision.  Again, it might be easy to design such regulations.  For 
instance, firms would be required to report consolidated positions, include those of derivatives; any 
derivatives, or contracts embedding derivatives, not reported would have junior status in any bankruptcy 
proceedings, or could not be enforced in court.   



 The East Asian crisis highlighted the importance of the financial system; weaknesses in 

the financial system—generated, for instance, between a mismatch between foreign denominated 

liabilities and domestically denominated assets—can give rise to systemic weaknesses in the 

entire economy.  Observers of the crisis, however, noted that focusing on the financial system 

may not be enough; after all, two thirds of the foreign-denominated borrowing in Indonesia was 

by corporates.  Indeed, the argument was put forward that limiting bank borrowing by itself 

would be like putting a finger into a dike.  If foreign banks were offering highly favorable terms, 

the pressure for foreign borrowing would show up somewhere else in the system.  Improved 

banking regulation might limit direct weaknesses in the banking system, but lead to more 

corporate exposure.   

 

But this perspective ignores the central role that the financial system plays in the economy, 

and the ability of government to exercise pervasive effects through the regulation of the banking 

system.  Governments can—and indeed should—insist that banks look at the uncovered exposure 

of firms to whom they have lent.  For that (uncovered) exposure can affect greatly the likelihood 

that the firms to whom they have lent will not be able to repay their loans.  Again, Malaysia 

provides a case in point: bank regulations succeeded in limiting exposure of Malaysian firms. (In 

principle, the bank regulations can be market based; that is, bank regulators could impose risk 

weights in the capital adequacy requirements so that loans to firms with high exposure received 

higher risk weights. Thus, banks would only make loans to such firms if they received an interest 

rate high enough to compensate them for the higher costs (and risks).  But no government 

imposes the kind of sophisticated risk-based capital adequacy standards that this would imply; in 

the near term, emerging markets are probably better served by employing simple regulatory 

structures.)    

Indeed, given the strictures against capital market interventions that have become 

fashionable—countries that experiment with even market based interventions run the risk of 

being treated as pariahs—there is much to be said for interventions mediated through the financial 

system.  There is now general recognition of the need for regulations in the banking system that 

go well beyond capital adequacy requirements, and such regulations can go a long way towards 

modulating the instability of short term capital flows. 

 

Tax policy   

Tax policy can also be used to reduce foreign denominated short term capital inflows.  

Many countries have corporate income tax structures in which interest is tax deductible.  Limiting 
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interest deductibility for foreign denominated short term loans would serve to deter such 

borrowing.37 

 

Which Intervention ? 

Stabilizing capital flows, and limiting short term exposure, may be easier than preventing 

long term capital flight, though several countries have shown that the task is not insurmountable, 

and need not be accompanied by high levels of corruption.  In the case of a country like Russia, 

where much of the foreign exchange results from the sale of natural resources, in principle it may 

be even easier to address problems of evasion of the regulation than in economies where revenues 

are generated from the sale of exports (where underinvoicing may be a problem).   

 

 

 

Concluding Remarks 
 

In the aftermath of the global financial crisis and the recognition of the high costs that 

those in the developing world had had to pay, there emerged extensive discussion of a new global 

economic architecture.  Everyone agreed that attention should be focused on preventing future 

crises, though upon further reflection, the goal became modified to making such crises less 

frequent and less deep.  Early discussions focused on improving transparency—though most 

recognized that most of the relevant information (e.g. the high leverage of Korea’s firms and the 

heavy investment in the highly cyclical chip industry) was already readily available.  When it was 

further observed that the last major set of crises occurred in three of the most transparent 

countries (Norway, Sweden, and Finland), it became clear that transparency itself would hardly 

inoculate a country against a crisis.  Deeper analysis further questioned the transparency 

explanation: the affected countries had experienced three decades of rapid and relatively stable 

growth; if anything, there had been an increase in transparency.  Moreover, many countries that 

were less transparent did not have a crisis.  More broadly, while improved information 

(transparency) might lead to better resource allocations, both theoretical and empirical analyses 

questioned its role in enhancing economic stability (See Furman and Stiglitz, 1999).  Enthusiasm 

for the transparency agenda in some quarters was further eroded when it was pointed out that to 
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37 Problems of avoidance through the use of derivatives present a technical problem, which can be 
addressed in a variety of ways, e.g. by requiring disclosure of such derivative positions if they are to be 
enforced in court or to have status in bankruptcy proceeding, and netting out such positions in determining 
whether the country is, in effect, borrowing short. 



be meaningful, transparency had to be comprehensive, including off-shore banking and hedge 

funds, and possibly even the actions of central bankers!   

 

 A second major strand of reforms focused on strengthening of financial institutions.  

Again, while desirable, the difficulties that even advanced industrial countries had in establishing 

strong financial institutions suggested that this would remain a long-term challenge in emerging 

markets.  A host of other reforms—from collective action clauses in bonds, to systemic 

bankruptcy provisions, to improved corporate governance—were put on the table.  Some, like the 

collective action clauses, received active opposition.  Some, like systemic bankruptcy provisions, 

involved matters that were too technical to receive widespread discussion.  In some areas, like 

improved corporate governance  progress seemed likely—though their role in the crisis may have 

been overblown (see Stiglitz, 1999). 

 

 The one area in which there is an emerging consensus—a major change in perspectives—

is short-term capital flows.  The risks are recognized to be greater, the benefits lower, the 

circumstances in which countries should engage in full liberalization more restrictive than was 

the case before the crisis.  Given the growing body of theory, evidence, and experience against 

full capital account liberalization, the  speech of the Managing Director of the IMF, Michel 

Camdessus, before the Annual Bank-Fund Meetings in Washington in September, 1999, raised 

fundamental questions.  There he argued, "Freedom has its risks! Let’s go then for an orderly 

liberalization of capital movements. . . . . the objective is to foster the smooth operation of 

international capital markets and encourage countries to remove controls in a way that supports 

the drive toward sustainable macroeconomic policies, strong monetary and financial sectors, and 

lasting liberalization."38 [is the fn correct? The speech is in 1999, but reference is dated 1997] 
 

Are international policies in this area being designed on the basis of the best available 

economic theories and evidence, or is there another agenda—perhaps a special interest agenda—

seemingly impervious to the effects of such policies, not only on growth, but on stability and 

poverty?  If that is the case, is there a more fundamental problem in the international economic 

architecture, going beyond the details discussed above, to issues of accountability and 

representativeness.  Do those making decisions which affect the lives and livelihoods of millions 

of people throughout the world reflect the interests and concerns, not just of financial markets, 
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38 See Camdessus[1997]. 



but of businesses, small and large, and of workers, and the economy more broadly?  These are the 

deeper questions posed by the crisis through which the world is just emerging. 
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Figure 1: Capital Market Flows to Developing Countries 
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Figure 2:  Economic Growth and Capital-account Liberalization, 1975-89 
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This scatter plot controls for per-capita income, secondary education, quality of governmental institutions, 

and regional dummies for East Asia, Latin America, and sub-Saharan Africa. 

Source: Rodrik [1998]. 
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Figure 3:  Investment/GDP and Capital-account Liberalization, 1975-89 
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This scatter plot controls for per-capita income, secondary education, quality of governmental institutions, 

and regional dummies for East Asia, Latin America, and sub-Saharan Africa. 

Source: Rodrik [1998]. 

 

 
 
 

29


	Capital Market Liberalization, Economic Growth, and Instability
	The Case for Capital Market Liberalization
	The Evidence

	Why Capital Market Liberalization Produces Instability, Not Growth
	The Case for Intervention
	
	Externality of Private Behaviour on Overall Risk
	Coordination Failures
	Unemployment



	Designing Effective Interventions
	Concluding Remarks


