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This Paper
Are popular claims against free capital 
flows a “myth” or “reality”?

Assesses 6 popular arguments against capital 
account liberalization for emerging markets

Conclusions: 
Most arguments are “myths”
Capital account liberalization should be an 
important goal for emerging markets
Exactly how to proceed should be based on the 
“realities”

Claim #1

The Empirical Evidence on the 
Benefits of Capital Account 

Liberalization is Inconclusive
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Macro Empirical Evidence

Results mixed and inconclusive

Prasad, Rogoff, Wei and Kose (2003) 
survey on effect of capital account 
liberalization on growth

3 papers find positive effect
4 papers find no effect
7 papers find mixed results

Macro Challenges
Empirical challenges

Difficult to measure capital account 
openness
Different effects of different types of 
capital flows & capital controls
Impact of liberalization may depend on 
other hard-to-measure factors

Similarity to earlier work on trade 
liberalization and growth
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New Micro Evidence
Desai et al. (‘04): capital controls distort 
multinational behavior

Harrison et al. (‘04): capital controls increase 
firm financing constraints

Johnson & Mitton (‘02): Malaysian capital controls 
supported government cronyism

Chari & Henry (‘04): stock market liberalizations 
increase investment & returns to capital

Galindo et al (‘02): liberalizations increase 
efficiency of investment allocation

Claim #1

The Empirical Evidence on the 
Benefits of Capital Account 

Liberalization is Inconclusive

MYTH
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Claim #2

The Chilean Capital Controls 
Were Successful and Should be 
Employed by Other Emerging 

Markets

Chilean Encaje
Tax on capital inflows from 1991-98

Higher tax for short-term inflows
Period of impressive growth in Chile

Evidence on the benefits?
No evidence that moderated peso appreciation
Little evidence that protected Chile from shocks 
Some evidence that did not effect volume of 
inflows, but did lengthen maturity
Some evidence that raised domestic interest 
rates (in short term)
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Chilean Success
Main factor: sound, market-oriented 
package of policies

Not the encaje

Instead, compelling evidence of 
microeconomic costs of encaje

Increased stock issuance to use ADR loophole
Increased financial constraints for smaller, 
public firms – Forbes (2003)
Distorted financial structures – Gallego & 
Hernandez (2003)

Stock Issuance in Chile 
Stock Issuance/Capital for Chilean Firms
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Investment in Chile
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Claim #2

The Chilean Capital Controls 
Were Successful and Should be 
Employed by Other Emerging 

Markets

MYTH
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Claim #3

Capital Account Liberalization 
Will Not Benefit Emerging 

Markets Since Capital Flows 
from Poor to Rich Countries

Net Capital Flow to EMs
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Global Capital Importers

Global Capital Exporters
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Capital Flows Paradox?
Historical evidence: the opposite

Individual country evidence: varies
China: world’s largest recipient of FDI in 2003

Why the paradox
Weak enforceability of property rights (De 
Soto, 2000)
Low levels of human capital (Lucas, 1990)
Higher credit risk (Reinhart & Rogoff, 2004)
Administrative barriers to doing business 
(World Bank, 2004)

Reversing the Paradox

Do not avoid liberalization, instead adopt 
policies to attract capital:

Strengthen property rights
Invest in human capital
Repay debts, sustainable debt burdens
Improve business environment

Research suggests capital inflows �9if:
greater transparency (Gelos & Wei, 2002)
better governance (Wei, 2000)
less corruption (Smarzynska & Wei, 2000)
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“Investor Friendly”
New Business Formation 
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Claim #3
Capital Account Liberalization 

Will Not Benefit Emerging 
Markets Since Capital Flows from 

Poor to Rich Countries

Myth, especially 
with good policy
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Claim #4

Lifting Capital Controls 
Increases a Country’s 

Vulnerability to Financial Crises

GDP Growth in Asia
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Controls and Crises

Capital controls provide no security against 
crises

Capital controls lose effectiveness over time

Empirical evidence shows opposite: capital 
controls correlated with greater chance of 
crises

Causality problem

Need to weigh any potential benefit (reduced 
vulnerability) against any costs (slower growth)

Claim #4

Lifting Capital Controls Increases a 
Country’s Vulnerability to Financial 

Crises

Unclear,
Ignores Possible 

Benefits
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Claim #5

Capital Account Liberalization 
Has Reduced the Capacity of 
the IMF to Respond to Crises

IMF Resources & Capital Flows
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Debt Service & IMF Resources
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Claim #5

Capital Account Liberalization 
Has Reduced the Capacity of 
the IMF to Respond to Crises

MYTH, so far

Claim #6

Capital Controls Should Only Be 
Lifted After Strengthening Other 

Financial, Institutional and 
Macroeconomic Capabilities
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Prerequisites for Liberalization

Mixed empirical evidence on what matters
Chinn & Ito (‘02): legal & institutional 
development
Gelos & Wei (‘02): transparency
Klein & Olivei (‘99): income levels
Arteta et al. (‘01): macro imbalances

Prerequisites – no panacea

Should move forward in phases, not wait
Reap benefits of liberalization sooner
Liberalization spurs important reforms
Phased liberalization, with concrete deadlines

Claim #6

Capital Controls Should Only Be Lifted 
After Strengthening Other Financial, 

Institutional and Macroeconomic 
Capabilities

Part Myth, Part Reality
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Conclusions
The empirical evidence on the benefits of capital account 
liberalization is inconclusive: MYTH

The Chilean capital controls were successful and should be 
employed by other emerging markets: MYTH

Capital account liberalization will not benefit emerging 
markets since capital flows from poor to rich countries: 
MYTH, especially with good policy

Lifting capital controls increases a country’s vulnerability to 
financial crises: UNCLEAR

Capital account liberalization has reduced the capacity of the 
IMF to respond to crises: MYTH, so far

Capital controls should only be lifted after strengthening 
other financial, institutional and macroeconomic capabilities: 
Partial MYTH, Partial REALITY


