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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with aview to increasing the analytical capacity and the negotiating strength of the
developing countries in discussions and negotiations in the international financial
ingtitutions. The G-24 is the only formal developing-country grouping within the IMF
and the World Bank. Its meetings are open to al developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising awareness outside devel oping countries of the need to introduce a
development dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among expertsand policy makersat the meetings of the G-24 Technical Group,
and provideinputsto the meetings of the G-24 Ministersand Deputiesintheir preparations
for negotiations and discussions in the framework of the IMF's International Monetary
and Financial Committee (formerly Interim Committee) and the Joint IMF/IBRD
Development Committee, aswell asin other forums. Previously, the research papersfor
the G-24 were published by UNCTAD in the collection International Monetary and
Financial Issues for the 1990s. Between 1992 and 1999 more than 80 papers were
publishedin 11 volumesof thiscollection, covering awide range of monetary and financial
issues of mgjor interest to devel oping countries. Since the beginning of 2000 the studies
are published jointly by UNCTAD and the Center for International Development at
Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Development Research Centre of Canada and the Governments of
Denmark and the Netherlands, as well as contributions from the countries participating
in the meetings of the G-24.
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Abstract

Financial crises now seem circumscribed to developing countries. While
contagion used to spread crises among the large financial centres, it now affects
developing countries on a regional basis, sometimes even mysteriously on a worldwide
basis. While crises could unmistakably be linked to serious macroeconomic policy
mismanagement, now they hit countries with no serious imbalances. This paper looks
at the effect of domestic and external financial liberalization. Using a sample of
27 developing and developed countries, it studies the exchange market pressure and
output gap effects of liberalization. The results may be summarized as follows.

First, in and by themselves, the exchange market effects of liberalization are
too small to generate a crisis, but the see-saw effect on exchange market pressure can
easily wrong-foot the authorities. This is primarily the case with capital account
liberalization, which emerges as the most sensitive step. Second, there is evidence that
the capital inflow problem is less severe and better handled in developed countries
where, in particular, credit growth is better held in check. It could be that developed
countries face a harsher liberalization shock because of initial conditions: capital may
flow more vigorously into where it is scant and where external private indebtedness is
low. Third, liberalization is found to reduce foreign exchange pressure in the long run,
butisinitially a source of instability, which can last for several years. Fourth, it remains
surprising how little we explain of crises. The estimates barely explains some 40 per
cent of exchange market pressure fluctuations. The usual indicators of policy or banking
sector misbehaviour are rarely found to be significant. Financial restrictions may not
be the second best response to market failures, but measures that limit the collateral
damage created when those failures should not be ruled out. Fifth, if liberalization is
not doing much good, it is not found to do any harm either, at least in the long run.
Sixth, the immediate aftermath of liberalization is characterized by a boom, especially
strong in the devel oping countries (nearly 15 per cent of GDP following capital account
liberalization) in the case of a liberalization of the capital account. The boomisfollowed
by a sharp contraction. The overall impact — e.g. on the output gap cumulated over
10 years — is positive in the case of the developing countries (moderately negative in
the case of the developed countries).



How Risky is Financial Liberalization in the Developing Countries? iX

Table of contents

Page
=0 S iii
o1 1 = To RS vii
I 1 014 oo [ Tox 1 o o P 1
II. Financial liberalization and Crises: abrief SUrVEY ... 3
A. Financial restrictions and finanCial CriSES........cvuveieriii i e 3
o O 1 PSP 4
I /= d g Yoo [o! oo Lo BTSN =R 4
A. Measurement Of FESLIICHIONS ........coeeiiieieeeee ettt seeens 5
B. EXChange Market PreSSUNE .......ccuiieiieiiiee ettt ste e sttt e s st eeeeneenneens 5
C. ENUOGENEITY ..ottt sttt sttt a et b et b b b e ene e 8
D D - - PSPPSRt 8
V. Exchange market pressure and liberalization ... 10
A, SHUCIUrAl BSHIMALES.....ccuieitie ettt et et be et e e be e sbeesbe e sbe e beebeenbeenbeenreens 10
B. AULOregressiVe EStIMELION........cccueiieieiiee e eeeseeseesee e sree e e sesseesne e seesneesseesreesneesnnesnnes 12
C. Theimpact of liberalization: asimulation anNalYSIS ........cccccveverirrineinere e 12
D. CONCIUSIONS.......ccueiiteiiiee e iee et ceestee st e eteeste e s teesaeesaeesaeesbeesaeesaeesaeesasesaeesasesaesssessaeesasesanesnns 16
V. Liberalization and macroeconOmMiC POlICIES ......cceccercieeieeie e se e e s esree s 16
AV I o) s YA F ] ] o= 4 o] 17
A. What have WE IEAIMEBAT ...t e eas 17
B. Isliberalization WOIth i1 ......cc.o i s 19
C. SafElIDEraliZatiON .....ccceeeeeiee et et saee e eae e eaeesaeesaeeenne 20
D. Therole of international financial iNSULIONS .........ccccoviieeene e 21
AV 1 I o g o [V Lo o OSSOSO 22
o] 1< 1o [ TSROSO 22
N (0] USROS RPRRR 23



How Risky is Financial Liberalization in the Developing Countries? 1

HOW RISKY ISFINANCIAL LIBERALIZATION
IN THE DEVELOPING COUNTRIES?

Charles Wyplosz:

. Introduction

Something has changed in the world of finan-
cia crises.r While crises could occur anywhere in
theworld, they now seem circumscribed to devel op-
ing countries. While contagion used to spread crises
among the large financial centres, it now affects de-
veloping countries on a regiona basis, sometimes
even mysteriously on aworldwidebasis. While crises
could unmistakably be linked to serious macroeco-
nomic policy mismanagement, now they hit countries
with no serious imbal ances.

These changes carry profound implications.
They challenge the wave of capital liberalization
observed over the last decade. They affect the way
developing countries carry out policy, including at

tha Aoanar ctriictiiral laviadl Thovr roriiira naar thinl_

Since the heydays of Reagan-Thatcher activ-
ism, developing countries have been encouraged to
establish financial markets and integrate themselves
into world markets. The reasoning behind the push
isbased on astraightforward implication of first eco-
nomic principles: financial markets allow the proper
alocation of savingsto productive investment, be it
at the national or international level. Financial re-
pression discourages savings and/or encourages
capital flight. Borrowing on non-market terms often
resultsin investment spending of poor quality, since
borrowers are not selected on the merit of their
projects but on questionable criteria, which include
particular connectionswith financial institutionsand
governments, sheer political power, or graft. Insu-
lated financial markets prevent access to cheaper
resources and are often characterized by poor com-
petence borne out of lack of adequate competition

and alinarvsicinn
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