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Financial deregulation allows financial activity to take place in 

accordance with market forces and often occurs in response to such forces. 

F

°r an industrialized country like the United States, deregulation Is gene-

rally thought to be desirable, although elimination of all regulations is not 

conceivable and many changes in regulations may have some adverse side effects. 

For developing countries, the desirability, extent, and pace of financial 

deregulation may be limited by the openness of the economy, the financial 

structure prevailing in a particular country, and existing macroeconomic policy. 

Among the most frequently cited purposes of financial regulation are 

t o

 influence resource allocation, to maintain economic stability, and to 

Promote the safety and soundness of financial institutions. Deregulation does 

n

°t imply that these purposes are unimportant. But it is often found that they 

C a

n be better achieved with less regulation (particularly in view of the fact 

that regulations frequently have adverse side effects) and that the market is 

o f

t e
n
 able to circumvent most regulations. Hence the presumption that in 

Industrialized countries deregulation has often proved beneficial. 
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In this paper, financial regulation and deregulation will be viewed 

broadly to encompass both the domestic and the extei al financial sector—the 

latter reflecting a nation's current and capital account transactions with the 

rest of the world. In this context, financial deregulation will usually refer 

to policies that place more emphasis on market forces to set prices for domes-

tic credit or foreign exchange and to allocate supplies of credit or foreign 

exchange. Regulations applied to individual financial institutions as a means 

°f helping ensure safety and soundness or to curb excessive concentration of 

financial and economic power, must be distinguished from those that substitute 

for market allocations. 

The paper is organized as follows: sections I - II present a broad 

overview of various aspects of domestic deregulation of credit markets in the 

United States and developing countries, while sections III and IV discuss 

different aspects of regulations aimed at preventing excessive concentration of 

economic power and preserving the safety and soundness of financial institu-

tions in the United States and developing countries. Finally, the last two 

sections of the paper focus on external financial regulation and deregulation. 

The effects of allocating foreign exchange through price (e.g., choice of 

exchange rate regime) and quantitative controls (e.g., exchange controls) in 

the United States and developing countries are examined. 

Interest Rates 

United States 

Interest rates have been largely deregulated, through progressive 

though not yet complete elimination of the interest rate ceilings on bank 

deposits (the Federal Reserve's Regulation Q) and moderation or elimination of 

s t

ate and local government usury ceilings. The prohibition of interest on 

demand deposits remains but is de facto circumvented because banks can offer 

services free of charge in lieu of paying Interest on deposits. 
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The original purpose of regulating interest rates on bank deposits, 

which was introduced in the 1930s, was to avoid "excessive" and "dangerous-

competition for deposits, provide cheap credit principally for homeowners, hold 

down the level of interest rates generally, and work for cyclical stabiliza-

tion. Some of these objectives were of questionable merit, and not all of them 

were achieved. For instance, subsequent experience and studies seem to show 

that "excessive and dangerous" competition for deposits was not an important 

cause of the bank failures of the 1930's. Cheap credit for homeowners probably 

was achieved at times, but at the expense of occasional periods of virtual 

unavailability of credit, due to disintermediation from rate-restricted 

mortgage lending institutions when interest rates rose above the controlled 

rate. 

Whether the level of interest rates was significantly held down by 

deposit interest-rate ceilings, except for these particular deposits, is also 

debatable. Moreover, during periods when an interest-restraining effect may 

have been present, such as during the late 1960s, it may not have been 

consistent with a noninflationary monetary policy. Savers, furthermore, 

frequently received negative real interest rates during periods of inflation, 

Particularly if the taxability of the inflation premium contained in the 

interest rate is taken into account. 

Benefits for cyclical stabilization may have been achieved, in a 

manner perhaps not intended, when funds flowed out of mortgage lending insti-

tutions during periods of high interest rates and strong economic activity 

resulting in a sharp decline in housing construction. The unintendedly severe 

impact upon housing .in effect provided the central bank with a new monetary 

tool." However, it should be noted that even after the deregulation of 

interest rates domestically, the housing sector continues to be cyclically 

sensitive, because it is particuarly credit intensive. 
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Eliminating interest-rate ceilings, finally, proved to be a 

politically difficult process, in light of the fact that it implied 

redistribution of income. However, deregulation of interest rates had the 

incidental political advantage of reducing the tensions associated with the 

administration of the ceilings. 

Developing Countries 

The extent and manner of implementing interest rate controls in 

developing countries varies widely.—^ In many developing countries 

implementation of interest rate controls on deposit and loan rates has often 

reflected the desire to provide cheap credit to homeowners as in the United 

States and to provide inexpensive credit to other targeted sectors of the 

economy, such as the export sector or certain public sector enterprises. More-

over, regulated rates for bank lending have often given rise to controls on 

deposit rates offered by financial institutions in many developing countries. 

However, such controls in conjunction with the high inflation rates 

Plaguing many developing countries have led to financial innovations some 

similar to the innovations that occurred in the United States during the period 

of high inflation in the 1970s and others that are more unique to developing 

countries generally. In many Latin American countries, these innovations have 

sometimes involved the creation and growth of new financial institutions, such 

as investment clubs and different types of mutual funds and finance companies 

that offer liquid high yielding deposits, similar in nature to U.S. money 

market mutual funds. Finance companies have also become prominent in such East 

• 

U
 I n

 some countries, controls are imposed on the nominal interest rates paid 
on deposits or on loan rates. In others, deposits or loans pay a fixed 
nominal interest rate plus an adjustment for the erosion In the real value of 
the initial amount of the deposit or loan due to inflation through the use of 
indexation schemes. 
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Asian countries as Thailand, Singapore, and the Philippines since these new 

institutions are not subject to the interest rate ceilings placed on commercial 

bank deposits. In those developing countries where legal institutions have not 

developed to provide deposits or loans at free market rates, illegal markets 

have developed. For example, illegal intercorporate borrowing and the 

provision of liquid interest bearing deposits by private corporations has 

become quite common in many Latin American countries. In addition, llegal 

currency substitution has also resulted. Such activities, to the extent that 

they involve resource expenditures by participants, have increased the resource 

costs associated with the non-price rationing of domestic credit. Finally, the 

increased use and development of various means for firms (and even households) 

to economize on holdings of cash balances, through the increased use of 

repurchase contracts and other types of contractual arrangements, has also been 

prevalent in many developing countries as in the United States during the 

1970S. These financial innovations have helped contribute to the instability 

in the demand for money present in many developing countries that has made the 

implementation of monetary policy more difficult. 

In many developing countries where real interest rates have become 

n e

g a t l v e , given interest rate controls and high domestic inflation rates, 

investors have circumvented such controls by transfering capital abroad and 

domestic capital formation has been less than it might have been otherwise. 

Under these conditions, governments in developing countries have often been 

forced to adopt exchange or capital controls. To counteract these problems, 

developing country governments have introduced financial innovations aimed, in 
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part, at reducing capital flight, such as the issuance of indexed assets and 

2/ the offering of dollar accounts.— 

Finally, domestic interest rate controls often result in "financial 

repression," that is, growth of the real size of the credit system that has 

o / 

lagged behind the rate of growth of the economy.— This has often led 

to either excessive central bank financing (and money creation) or increased 

foreign borrowing. It should be observed, however, that as interest rate 

controls become binding, other methods to allocate savings flows may be 

created. Alternatively, existing unregulated institutions may provide credit 

so that the definition of the credit market as the legal market would appear to 

be important in making this argument. 

Provision of credit by the government at controlled nominal rates 

also affects the market structure of the non-financial corporate sector, 

Particularly in those developing countries where organized debt and equity 

markets do not exist. In some countries, large industrial groups expanded into 

the financial area to assure access to scarce subsidized credit. If such 

industrial/financial groups finance themselves with government subsidized 

loans, incentives can exist for such firms to leverage themselves excessively, 

a phenomenon that has been common In several Latin American countries.—^ 

27 Introduction of these types of financial assets has not guaranteed that 
capital flight will not ensue as the recent experiences of Mexico suggests. 
What Is important is the extent to which investors have confidence that the 
government will not abrogate its contracts with domestic investors. Moreover, 
the introduction of indexed government debt and dollar accounts has made the 
implementation of macroeconomic stabilization policies more difficult In many 
developing countries. See Bruno and Fischer [1984], Fischer [1984A], [1984B] 
Dornbusch and Adroua,Ldo Moura de Silva [1984], or Ortiz [1983]. 
y This argument can be found in Shaw [1973] or McKinnon [1981]. 
V This argument will only tend to hold to the extent that the government is 
°ot able to assess the credit risk of such a loan as well as the private 
Market. Moreover, in some countries, such groups arbitrage the subsidized 
government credit by on-lending it to other institutions at higher interest 

rates. 



Interest-rate regulation in a number of developing countries is 

supplemented by government provision of a substantial proportion of total credit 

at preferential rates. Typically such credit has been provided directly through 

central bank lending or by publicly run commercial and development banks. In some 

instances governments have required that financial institutions lend a certain 

proportion of total liabilities to a particular sector of the economy at 

concessionary rates. Moreover, in developing countries where the public sector 

deficit is large and inflation rates are high, governments frequently adopt policies 

that are designed to increase government revenue by broadening the inflation tax 

base. For example, reserve requirements are frequently maintained at high levels 

and commercial banks and other financial institutions are often forced to hold 

government securities. Such policies Increase the spread between the rate on bank 

deposits and on those loan rates that are freely determined and result in further 

segmentation of domestic capital markets. Under these conditions the capital market 

may not be large enough or flexible enough to permit establishment of a competitive 

level of interest rates. Perhaps more Importantly, deregulation of deposit and loan 

rates will be politically difficult. 

II. Credit Allocation 

United States: 

Deregulation of interest rates in the United States has caused 

credit to be allocated increasingly through the price mechanism. Numerous 

government programs involving credit allocation nevertheless continue to 

operate. Tax deductibility of interest helps particularly homeowners and 

consumer borrowers.' The insurance and guarantee programs of the government for 

housing, and the Farm Credit Administration serving farmers, are designed to 

move credit resources toward those areas. The effect, while surely not 

negligible, may nevertheless be a good deal less than the total volume of credit 
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provided under these programs. As credit supplies increase and interest rates 

are depressed relatively in the favored areas, private-sector funds that other-

wise would have gone into these areas may be deployed elsewhere. Particularly 

visible cases of governmental credit allocation have been the support actions 

for troubled firms like Lockheed and Chrysler. The broadening of thrift insti-

tutions' lending powers, to include consumer and commercial loans, on the other 

hand, is an example of diminishing allocation by government. 

The Federal Reserve has frequently been urged to administer its 

credit control powers to favor and particularly to limit certain types of 

credit that the proponents regard as particularly productive or unproductive or 

socially desirable by a particular group. Aside from the legal and technical 

difficulties of such proposals, a more fundamental objection is that "produc-

tive" and "unproductive" types of credit are difficult to distinguish. This 

point applies particularly to recent criticism of merger financing. The 

criticism overlooks the point that improvements in the pricing of corporate 

assets and changes in corporate management may well be very productive. It 

also overlooks the fact that the credit employed in the purchase of existing 

assets does not absorb credit permanently, since the seller of the assets will 

presumably employ the funds somewhere in the financial system. Finally, 

control of particular credit operations probably would be discriminatory 

because it would not significantly affect large borrowers with ready access to 

international credit. 

Developing Countries 
» 

As indicated in section I there has been a tendency in developing 

countries for a substantial amount of credit to be allocated by the government 

to particular sectors. This has often been done either directly by public 

development banks, the central bank, and by government-run commercial banks, 
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or indirectly through government imposed portfolio and loan pricing restrictions 

on private commercial banks and other financial institulions. Thus, financial 

institutions have tended to function more as retailers of government funds than 

as private intermediaries. These methods of allocating credit have made it 

Particularly difficult to assess the exact size of the subsidy being provided 

^ the government given the problems encountered in calculating a proper shadow 

Price for different types of credit. Perhaps more importantly, current methods 

of allocating domestic credit in many developing countries have relied on 

allocation rules that have often targeted a certain proportion of total credit 

to certain public versus private sector enterprises or to certain sectors and 

regions within the economy based on different non-price rationing schemes. 

The lack of adequate equity and long terra bond markets In the initial 

stages of development has often led to government development of intermediaries 

(e.g., special development banks) that have often financed corporations, 

and long-term capital-intensive development projects deemed to have a high rate 

o f

 'social" return. In many instances this has led to the presence of an 

inverted yield curve since rates on such long-term credit are not adjusted In 

I l

n e with short-term unregulated interest rates. Thus, the development of 

long-terra bond and equity markets has been discouraged, and private 

intermediaries have often not engaged in long-terra lending. 

In many developing countries access to credit by different sectors of 

e economy has become highly uneven, particularly when macroeconoraic policies 

h a

v e required a contraction In available credit. Credit to the private sector 

o f

ten has been "crowded out" by large government deficits combined with a 
i 

r e

strained monetary policy. This would appear to suggest, in addition to bud-

get reform, a need for a general improvement in the credit system that may 

°ften involve greater use of price rationing of credit by public and private 
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institutions rather than the use of quotas, ceilings, and other non-price 

rationing scheme?. 

Deregulating Interest rates and improving the credit system of 

developing countries may imply that significantly wider swings in market 

interest rates would result in the course of conducting stabilization 

Policy.—^ This would be the case if allocating credit through the price 

mechanism alters the responsiveness of spending to open-market interest rates. 

To the extent that under a system of controlled interest rates economic agents 

make spending decisions that reflect their expectations about the shadow price 

of credit, given previous periods when credit was rationed, the response of 

spending to open market interest rates may not be as significant. Unlike the 

United States, where mainly the housing sector appears to have been affected by 

such considerations, developing countries allocate a large portion of credit at 

non-market prices to many sectors of the economy.—^ Thus, the response of 

spending to open market interest rates may be altered quite significantly as 

more credit is allocated through the price mechanism. This reasoning would also 

t e

nd to imply that solely deregulating certain interest rates would not 

n e

cessarily result in a major impact unless the deregulation applied to a sector 

that accounted for a large proportion of total spending. 

Finally, in many developing countries, policies designed to improve 

the domestic credit system cannot be assessed independently of policies aimed 

a t

 affecting the price and allocation of foreign exchange or of other govern-

m e

n t policies that affect commodity trade, control of factor movements and 

f 1 ^ows of financial claims. For example, in developing countries characterized 

• 

|7^See Albert M. Wojnilower, "The Central Role of Credit Crunches in Recent 
inancial History,'" Brookings Papers on Economic Activity 2, 1980. 

•J See Simpson and Parkinson [1984] for a discussion of these issues in the 
U

*S. economy. 
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by small open domestic economies, so-called domestic financial "liberalization"^ 

has sometimes led initially to large capital inflows due to the increase in 

real interest rates paid on domestic assets and to an eventual expansion in the 

domestic money supply depending on the exchange rate regime. Often other mea-

sures such as quantitative exchange controls have been adopted to provide some 

degree of independence for monetary policy, but with attendant distortionary 

affects on the allocation of foreign exchange. Thus, the policy to be pursued 

with respect to a particular distortion (e.g., domestic interest rate controls) 

must also take into account other existing distortions. In particular, it 

would be necessary to assess the set of conditions under which it would be 

possible to allocate both domestic credit and foreign exchange according to the 

8 / 
price mechanism.— 

^ I * Specialization of Financial Institutions 

United States; 

A large economy and a high degree of development makes financial 

specialization possible, although not necessary. Until recently, and to a 

large extent even today, the functions of finance in the United States have 

been highly specialized. Commercial banks have not been allowed to enter the 

securities business except in a very limited way, thrift institutions have had 

to specialize in housing and more recently consumer credit, investment banking 

firms have been excluded from commercial banking. 

The present trend is predominantly away from specialization, both 

through enacted and proposed legal changes and through the tendency of a highly 

aggressive and competitive financial system to exploit regulatory loopholes in 

See Matheison [1984], Krueger [1978], [1981], McKinnon [1981], [1984], or 
Edwards [1984] for a more detailed discussion of the issues associated with 
domestic and external financial liberalization, and section VI of this paper. 
8/ Issues associated with the time and manner in which to do this are taken up 
in section VI. 
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order to overcome legally Imposed specialization. Financial institutions' 

search for growth and profitability is a driving force. The potential benefits 

of such developments are more competition and improved access to financial ser-

vices for consumers and business. From the point of view of the safety and 

soundness of the financial system, however, it is important that new activities 

do not lead to increased risks but, rather, to better risk diversification and 

greater stability. Other concerns associated with diminishing specialization 

are the danger of conflicts of interest and excessive concentration of 

resources. 

Developing Countries 

There are advantages and disadvantages in combining commercial banking 

and securities activities in so-called universal banks. The advantages 

frequently cited are those of scale economies—particularly better use of 

managerial talent—and risk diversification. Important negative aspects—in 

addition to possibly greater concentration of economic power—are the increased 

interest rate risk to the universal bank associated with underwriting securities 

and danger of conflicts of interest such as when a universal bank makes loans to 

corporations for which it has served as an underwriter in situations where the 

9 / 

corporation is experiencing severe financial distress.— 

In small developing countries in which securities markets have not 

yet developed and where entrepreneurial talent may be scarce, there is likely 

to be far less scope for specialization of commercial and securities banking. 

Thus, the benefits due to scale economies present from combining commercial and 

securities banking, may offset the problems frequently associated with cora-

argument* may incorrectly presume that the universal bank either has or 
thinks it has better information about its corporate clients condition than the 
Private market. If this were not the case, it would be difficult to explain 
8

uch behavior by the bank. In many countries, however, the bank may have better 
information 

to the extent that it has an ownership Interest In the corporation 
°r because there may be interlocking directors. 
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binlng these operations. Combining these activities in the early stages of 

development could also be useful to the extent that the supply of credit to 

different sectors will be less uneven if not provided by specialized insti-

tutions often operating in segmented markets. Moreover, fostering entrepre-

neurial talent may encourage the creation of specialized securities firms as 

long-term securities markets develop. 

In larger developing countries that contain more well-developed 

securities markets, where significant conglomeration in the financial sector 

already exists, and where regulation of the relationship between financial and 

non-financial firms is weak, the case for combining commercial and securities 

banking is less strong. In several Latin American countries, large financial 

or financial/industrial groups presently exist. Allowing such groups to engage 

in securities underwriting could potentially worsen an already serious 

ownership concentration problem and perhaps retard further development of 

securities markets.—^ 

IV. Safety and Soundness of Financial Institutions 

United States: 

Externalities of bank failures can be larger than those of most 

other firms. The market, therefore, may tend to accept risks in excess of 

what is socially optimal, unless regulatory techniques succeed in internalizing 

social costs of failure. Regulation to ensure safety and soundness, therefore, 

need not be at odds with the principles embodied in deregulation. Deregulation 

10/ A recent study conducted by the International Finance Corporation (see 
David Gill [1979]) suggests that the presence of universal banks has not led to 
more well developed and efficient long terra securities markets than would have 
otherwise existed if there had been a separation of commercial and securities 
banking. In most instances, the development or retardation of securities 
markets depended critically upon such factors as a tradition of securities 
financing, active government encouragement of securities markets, high and 
variable inflation, political instability, and competing government provision 
of long-term credit. 
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should not lead to reduced safety and soundness of financial institutions, but 

on the contrary, should be accompanied by action to enhance safety and sound-

ness. This has been true in the United States where deregulation of domestic 

credit markets has occurred in an environment of increased financial risk. 

Such increased risks have occurred because of inflation and disinflation and 

the weak condition of particular loans made by commercial banks to developing 

countries, to the energy business, to real estate, and to agriculture. In the 

United States, some of these problems are being dealt with by mandatory 

increases in bank capital and by mandatory and voluntary provisioning against 

troubled loans. While increases in provisioning have been substantial, the 

main regulatory emphasis has been placed on Improvements in capital ratios. In 

their results on the strength of financial institutions, the effects of the two 

techniques are the same, except for possible tax consequences and the effects 

of new capital issues. Deposit insurance, which in the United States is 

comprehensive although not complete, is being reexamined both in order to 

enhance safety and to minimize moral hazard, i.e., the misuse of insurance to 

support excessive risk taking. The process of bank examination and supervision 

l s

 also being strengthened, a move both consistent with and made necessary by 

Progressive deregulation. 

The financial system is backstopped by the Federal Reserve's powers 

a s

 a lender of last resort. The Federal Reserve's ability to perform this 

r

ole Is enhanced by two circumstances not always found in other countries: 

First, the Federal Reserve has a large and highly liquid portfolio of govern-

ment securitities from which it can make sales to the nonbank public if it 
i 

wished to neutralize expansionary effects of discount window loans made to 

Particular financial institutions. A second consideration, which would only be 

important to the extent that binding exchange controls were in existence, 
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something that is presently not the case, is that American banks have very few 

net liabilities in currencies other than the dollar, i.e., the currency the 

Federal Reserve can create. 

Developing Countries 

Deregulation of banking in developing countries, as in the United 

States, requires coordinated government actions to constrain risks. In 

particular, firm bank supervision and frequent and detailed reporting by 

financial conglomerates of their consolidated operations to regulatory 

authorities, are important safeguards. 

Maintenance of bank capital is also important. In many developing 

countries, particularly those in Latin America and in some East Asian countries 

that have experienced high inflation, bank capital has at times been eroded in 

spite of indexation arrangements aimed at preserving the real value of bank 

capital. In addition, the problems encountered in proper inflation-accounting 

make evaluation and enforcement of capital adequacy standards in many developing 

countries difficult. 

Although formal deposit insurance is not nearly as widespread in 

developing countries as in industrialized countries, evidence is present that 

de facto public guarantees have been widely provided to depositors.—^ 

Moreover bankruptcy laws and the equivalent of U.S. Chapter 11 filings in 

developing countries have generally been designed in ways that have tended to 

favor financial or non-financial institutions (particularly in countries 

e

xperiencing high Inflation rates). Under these conditions, deregulation of the 

domestic financial sector through the decontrol of deposit and loan rates in 

n r See for example, Carlos F. Diaz-Alejandro [1984A] [1984B], for a discussion 
[1984A] [1984B], for a discussion of these issues and Frank Veneroso [1984], 
Financial Instability In Developing Countries, Summary." 
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conjunct! on with contractionary raacroeconomic stabilization policies and large 

exchange rate adjustments (e.g., maxi-devaluations) can set up incentives for 

non-financial firms to borrow at extremely high real interest rates. Moreover, 

creditors may be willing to grant credit at such rates because they may 

rationally anticipate that the costs of engaging in such behavior will be small 

(i.e, the moral hazard problem). A high degree of concentration of the 

financial sector may also be present. Often there has been a need for 

government intervention in the banking system on a large scale, as occurred in 

Mexico, Chile, Argentina, and the Philippines. Thus, adequate supervision and a 

legal framework that creates incentives for prudent microeconomic financial 

behavior are important pre-conditions to deregulation of the domestic financial 

sector. 

Lender-of-last-resort assistance in developing countries raises 

difficult issues for several reasons. First, commercial banks and other 

financial institutions often tend to have net liabilities in currencies other 

than in the home currency, and foreign exchange controls have often been binding 

in these countries. Therefore, central banks have sometimes had to provide 

lender-of-last-resort assistance in dollars to commercial banks whose offshore 

branches have otherwise been unable to obtain dollars to repay short-term credit 

lines not renewed by foreign commercial banks.—'' Such repayment problems 

have arisen, for when offshore branches of commercial banks In developing 

countries borrowed in the short-term euro-interbank market and made long-term 

loans domestically. Inadequate holdings of dollars have limited the 

lender-of-last-resort •capabilities of such central banks. 

the case of many developing countries such problems have not arisen if 
^oreign commercial banks have been willing to maintain interbank credit lines at 
certain pre-specifled levels as has been the case under the rescheduling 
arrangements recently adopted in many Latin American countries. The problem 
eferred to above occurred during 1982 and early 1983 for some Latin American 

countries. 
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Second, to the extent that government securities markets are not well 

developed and foreign exchange reserves are low, it is often difficult for the 

monetary authorities to carry out sterilized lender-of-last-resort opera-

tions. However, sterlization may not be necessary In times of generalized 

"bank runs" when a lender-of-last-resort should also provide temporary 

liquidity. 

V. Exchange Rates 

United States: 

The exchange rate is not an objective of U.S. policy, although In 

recent Federal Open Market Committee decisions to implement discount-rate 

changes the strength of the dollar has been mentioned as a factor. U.S. 

monetary policy naturally must take account of the international value of the 

dollar, and can use it as an information variable in assessing the stance of 

policy. But giving the exchange rate primary weight in U.S. monetary policy 

risks abandoning money-supply targets and in present circumstances reigniting 

inflation. 

Currently, the interrelation of interest rates, exchange rates, and 

the budget deficit in the United States is generally recognized. The budget 

deficit tends to raise real interest rates (particularly if not financed 

13 / 

through money c r e a t i o n ) — and the real exchange rate simultaneously in 

order to raise savings rates generally and shift foreign savings to the United 

States. Such an analysis makes it evident that the recent behavior of fiscal 

policy rather than that of monetary policy is presently the most Important 

factor affecting the real exchange rate. 

Recently some (see Engel and Frankel [1984]) have argued that the 
expectation of monetization of the budget deficit by economic agents could lead 
to higher nominal interest rates also. 
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A floating exchange rate system seems to be the only possible 

exchange rate regime today for the United States. Sterilized exchange market 

intervention has been shown to have little lasting effect.—^ Unsteri-

lized intervention can have strong effects on the exchange rate through its 

impact on the money supply. Pegging the dollar to any other currency or asset 

seems infeasible for the dollar, although it is quite possible for many other 

currencies to peg to the dollar or some other major currency. 

Developing Countries 

Developing countries, unlike the United States, have in general not 

relied on the price mechanism to allocate foreign exchange. In many developing 

countries, efforts are often made to fix domestic interest rates and through 

various credit allocation schemes (as noted in sections I and II above) still 

maintain an independent monetary policy. This almost invariably leads to a 

situation where it becomes necessary to adopt exchange rate regimes and often 

attendant exchange controls systems that result in some independence for 

15/ 

monetary p o l i c y . — 

Developing countries have adopted a variety of different exchange 

rate regimes. In addition to unified floating or fixed exchange rate regimes, 

some developing countries have adopted a crawling official exchange rate. In 

many developing countries (particularly in Latin America), there has been a 

striking reemergence of multiple exchange rate regimes. A recent IMF staff 

report indicates that in 1983, 36 percent of developing countries had multiple 

exchange rate systems versus only 27 percent in 1975. 

w 
See for example Rogoff [1984] for a summary of the effects of sterilized 

intervention on exchange rates. 
15/ Such considerations have not been the only or even the prime reason for the 
adoption of the many different exchange rate regimes in many developing 
countries as is indicated below. 
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At least three types of multiple exchange rate regimes have been 

common. In some countries, various fixed official exchange rates are applied 

to specified current or capital account transactions. Another type of multiple 

exchange rate system involves the use of a "dual rate" system where a legal or 

illegal but open free market rate operates (often for capital account 

transactions) along with an official rate usually applied to current account 

transactions. One argument often advanced for the use of such a regime rests 

°n the benefits associated with reducing excessive fluctuations of the exchange 

r

ate for current account transactions that would otherwise be induced by 

speculative capital movements. A third type of multiple exchange rate regime 

Evolves the use of ad valorem or specific taxes or bonuses applied to specific 

foreign exchange transactions. Finally, many multiple exchange rate regimes In 

developing countries simultaneously exhibit characteristics present in the 

different types of regimes noted above, and some economies have adopted 

competitive auction systems for rationing foreign exchange (e.g., Jamaica). In 

m a

n y countries, the "official" rate in these regimes operates as a subsidy to 

a a

tlonalized industries or other sectors of the economy in a similar manner to 

domestic credit schemes In such countries. 

In the last few years, multiple exchange rate regimes have been 

introduced as tax/subsidy schemes in order to affect resource allocation (e.g., 

Promote nontraditional exports), as a method to obtain revenue and as a 

r

°sponse to volatile or large one way capital flows that have tended to erode 

t h e

 government's tax base. Finally, multiple rate regimes have arisen because 

°f debt servicing difficulties through the provision of preferential rates of 

e

*change offered to public and private sector borrowers as has been the case in 

Venezuela, Chile, and M e x i c o . — 

This list of reasons is not exhaustive, see Dornbush [1984] for a more 
detailed treatment. 
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The International Monetary Fund and the World Bank have generally 

17 / 

encouraged member countries to unify their exchange rate rate regimes.— 

Under Fund Articles, multiple currency practices involving current account 

transactions and short term trade-related capital account transactions require 

prior Fund approval. However, at times multiple exchange rate systems (parti-

cularly dual exchange rates) have been tolerated as a transition to a unified 

e

xchange rate system. 
The diversity of multiple exchange rate regimes in use by many 

developing countries, the difficulties encountered in second-best welfare 

18 / 

analysis,— and the varying reasons for the adoption of such regimes, 

make it difficult to make unambiguous generalizations about the advantages and 

disadvantages of such regimes, particularly over the short-term. Over the 

long-term, as documented by several studies, the distortionary effects on the 

allocation of resources, of such regimes suggests the need to unify the 

e x

change rate. However, as in the case of controls on interest rates once such 

r

egimes are adopted, governments frequently do not want to give up this policy 

Instrument and it can become politically difficult to deregulate given the 

e

ffects on income redistribution. 

Although multiple exchange rate regimes are tantamount to an implicit 

S e

t of taxes and subsidies, the actual economic cost of these schemes is often 

d i

fficult to measure. This is due to the fact that the magnitude of the 

8 u

bsidy or tax can only be measured relative to some "appropriate" exchange 

r

ate level or some calculated shadow price that multiple rate systems themselves 

°ften render increasingly unobservable. Furthermore, as in the case of taxes i 
a n

d subsidies, there is a difficult problem of incidence. That is, market 

27~~See Anne Krueger [1983], or Bhagwati [1978]. 
^2/ See Michael Mussa [1983], for a discussion of such issues. 
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forces rather than explicit policy will determine which sectors are ultimately 

going to benefit from disparities of treatment. For purposes of subsidization 

of exports or raising of tax revenue a more direct approach is through the 

fiscal system (i.e., the budget) of the country through, for example, explicit 

imposition of a tax on trade or other transactions. 

Finally, in the short-run, one advantage of multiple exchange rate 

regimes that has been pointed out by several authors is that certain transitory 

macroeconomic shocks can be more easily absorbed. Alternatively, if the 

external shock is permanent, multiple rate regimes will tend to result in a 

greater misallocation of resources than would have occurred in the absence of 

such a system, since economic agents will not adjust their patterns of 

production and consumption appropriately in response to the permanent change in 

19/ 

relative p r i c e s . — However, the fact that transitory and permanent 

shocks may be very difficult for both the government and economic agents to 

distinguish, makes it difficult to apply such theoretical results to policy in 

this area. 

Two other considerations of Importance are raised by a developing 

country's choice of exchange rate regime. First, what method of exchange rate 

adjustment should contries that have official rates adopt? Second, what 

indicators should a developing country use in trying to set the exchange rate 

so that it will be competitive? To some extent, similar considerations would 

also arise in administering domestic interest rate controls on loans and 

deposits within an economy. 
Countries that do not have unified floating exchange rates have often » 

fixed their exchange rate to another currency (e.g., the dollar), to a basket 

19/ See Dornbush [1984] or Flood and Marion [1982]. 
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of currencies, or they have used a rule whereby they have depreciated their 

currency in line with domestic price inflation. None of these rules for 

adjusting the exchange rate guarantee that the administered rate will be 

"realistic" or that the real exchange rate will necessarily be competitive. 

However, the last alternative, as applied in Brazil for example, has tended to 

result in a real depreciation of the currency in excess of the amount required 

to maintain the real value of the cruzeiro at the level prevailing after the 

maxi-devaulation of February 1983. This policy contributed to the rapid 

turnaround in Brazil's current account and associated accumulation of 

international reserves. It also contributed to a somewhat uneven external and 

internal adjustment by exacerbating domestic inflation, given the present 

government's inability or unwillingness to sterilize the large capital 

20 / 

inflows.— By contrast, in many developing countries, severe balance of 

payments difficulties have arisen due to the maintenance of exchange rate 

adjustment schemes that have often resulted in large real appreciations of the 

exchange rate under conditions of high inflation. In such situations it is 

important to encourage expenditure switching policies through an appropriate 

depreciation of the real exchange rate. 

As in domestic credit markets where it may be very difficult for the 

government to determine how ceilings on particular loans or deposit rates 

should be adjusted in light of high inflation rates, the choice of what 

indicator a developing country should use in order to determine how the 

2 0 T In many developing countries, the argument is frequently made that sterili-
zation of capital inflows is not possible because of undeveloped securities 
markets or because of, potential liquidity and solvency problems for financial 
institutions. It could be argued that a strategy of maximizing international 
reserve inflows was quite rational in light of the desire to obtain a multi-
year rescheduling of bank debt, that in turn, required that Brazil not request 
new term loans from bank lenders in 1985. 
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exchange rate should be adjusted is also complex. In some countries where legal 

or illegal free parallel markets function along with an official market, 

governments can sometimes use the rate present in the parallel market (or the 

existing premium) as an indicator of the "realism" of the official rate. The 

usefulness of the parallel market as an indicator will also depend upon the 

size of the market and on the types of transactions that take place in the 

market. In some developing countries, the black market rate primarily reflects 

transactions involving smuggling and the market is very thin so that the 

Parallel rate may not be a good indicator of the equilibrium exchange rate. 

Development of reasonable indicators of the "competitiveness" of a particular 

exchange rate (as in the case of domestic interest rates) must also take 

account of the numerous commercial policies (e.g., import licensing or export 

tax credits), and domestic credit policies (e.g., credit subsidies to 

exporters), present in developing countries. 

V l

* Exchange Controls 

United States: 

Exchange control is virtually nonexistent in the United States today. 

*t has been tried in the past in such forms as the interest equalization tax, 

"hich was eliminated in 1974, and voluntary foreign credit controls, eliminated 

in T 21/ 

n January 1 9 7 4 . — Such controls have been difficult to implement in the 

United States, because the complexity and worldwide ramifications of dollar 

transactions, including in the Eurodollar markets, have made enforcement 

v l

rtually impossible. 

^ T t o the extent that exchange controls are defined broadly to include all 
m antitative restrictions on capital and current account transactions excluding 

e
U
r

 n S

 °
n l n w a r d a n d

 outward direct investment flows the present system of 
rocurrency reserve requirements present in the United States may qualify as a 

of exchange control, when such reserve requirements are binding. 
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Developing Countries: 

Many of the different exchange rate regimes (e.g., multiple exchange 

rates) present in developing countries require that the government have a 

system of foreign exchange controls in place. Thus, issues similar to those 

discussed in the context of domestic credit allocation, are raised about 

whether such schemes are the most efficient and administratively least burden-

some means of allocating foreign exchange. 

The International Monetary Fund has generally discouraged the use of 

stringent exchange-controls systems for current-account transactions and 

short-term trade-related capital transactions, although not for other 

capital-account transactions.—
7

 It has sometimes made elimination of 

current-account controls a performance criterion in adjustment programs. 

Intensified use of such controls in the course of an IMF stabilization program 
j 

s treated as a violation of the program. It must be borne in mind, of course, 

that many types of current-account transactions, especially trade transactions, 

C a n b e

 controlled by devices other than the control of availability of foreign 

exchange, for instrance, through quotas, tariffs, and import licenses. These 

a r

e not treated as the equivalent of current-account exchange controls under 

IMF programs. Rather, the GATT not the International Monetary Fund has had 

juridsiction over such quantitative trade restrictions. However, In some 

^stances IMF programs have involved the explicit removal of quantitative trade 

Restrictions. Generally, current account exchange controls may frequently 

serve the purpose of controlling invisibles such as travel or other non-trade 

current account transactions. 

2 7 ~ U n d e r Article VII .section 3, members of the IMF do have the right to 
cercise such controls as are necessary to regulate international capital 
ements, however, no member may "excercise these controls in a manner which 

tra ^
e s t r l c t

 payments for current transactions or which will unduly delay 
^ nsfers of funds in settlement of committments." Thus, exchange controls 

capital transactions that meet the conditions indicated in Article VII 
ectIon 3 can be implemented. 
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Studies conducted by the IMF staff and by others others—^ indicate 

that controls on foreign exchange allocation (like those on domestic credit 

allocation) have often led over the long term to excessive inventory holdings 

by firms, to a retardation of long term growth and to an additional deadweight 

loss associated with the resources expended in circumventing such controls.—
/ 

Moreover, care must be taken in adopting various types of foreign exchange 

controls since both governments and interest groups within a country will often 

have strong incentives not to remove such controls once they are in place. 

Furthermore, when such schemes are adopted, questions arise concerning what 

second-best policies, e.g., competitive-autioning scheme versus nonprice-

rationing schemes, should be adopted in order to ration foreign exchange.—^ 

The above considerations would seem to suggest that exchange controls 

should generally not be used as a policy instrument. However, there may be 

situations in which such controls can be beneficial. The circumstances under 

which to use exchange controls, the timing of when to impose such controls, 

and the extent or class of transactions to control present policy makers and 

economists with technical problems that have only recently started to be 

9 A / 

addressed In the context of short-run dynamic raacroeconomic m o d e l s . — 

An important lesson learned from these theoretical models and perhaps 

more from the experience of many developing countries, is the fact that economic 

agents' expectations and how they are formed, will have important implications 

See Bhagwati [1978] for a detailed study of the impact of exchange control 
regimes in the case of several different developing countries. 
24/ Questions have been raised about the effectiveness of exchange controls in 
developing countries. However, although empirical tests have been performed 
looking at the extent of openness of an economy (see Edwards and Mchan [1984] 
explicit tests of the effectiveness of various forms of exchange controls have 
not been performed. 
25/ See Anne Sibert [1984] where the nature of the competitive auctioning 
scheme used briefly In Jamaica is discussed. 

26/ See Bruno [1983], Obstfeld [1984], Krueger [1981], and Mathieson [1984], 
[1981]. 
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in providing answers to such questions. So will the interaction between 

expectations and changes in government policies. Moreover, the extent to which 

changes in government policies or actions are percieved as temporary or 

permanent will be important (as in the case of the choice of exchange-rate 

regime) in affecting the desirability of controls. 

Exchange controls also lend themselves to the control of capital 

movements. Of course, there are other means of regulating inward and outward 

capital movements, especially where private investment projects may require 

governmental authorization. The dividing line between exchange controls and 

other forms of licensing relative to a given transaction may become blurred in 

these circumstances. Control over capital-account transactions is allowed by 

the IMF Articles of Agreement, and a country can be regarded as an Article VIII 

country (fully convertible) when controls of this kind are in place. For 

example, Denmark is regarded as an Article VIII country in spite of the fact 

that it maintains controls over some capital-account transactions. 

Large capital movements, inward or outward, can in certain circum-

27/ 

stances become seriously disruptive for developing countries.— If the 

country employs a fixed exchange rate system, large inflows require absorption 

into reserves and creation of substantial bank reserves and an increase in the 

money supply. Sterilization of such an inflow is often difficult because of 

the inadequate development and absorptive capacity of financial markets. More-

o v

e r , aggressive efforts at sterilization may conceivably drive Interest rates 
» 

2 7 " Interesting questions arise as to why capital movements have been so 
volatile both in'and out of developing countries. The work of Krugman [1979] 
and Flood and Garber [1984] attempt to explain such capital movements as a 
rational response by economic agents to their expectations regarding the 
S u

stainability of government policies. 
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up, a perverse phenomenen in the face of capital i n f l o w s . A r g u m e n t s 

regarding the inability to sterilize international reserve inflows may also 

reflect the symptoms of more severe problems in the domestic banking sector or 

the desire to finance domestic budget deficits through money creation and the 

inflation tax. 

If the country employs a floating exchange rate, large capital inflows 

need not affect bank reserves and the money supply as long as the central bank 

does not intervene by purchasing foreign exchange. But the nominal and real 

exchange rate may be driven up making the country's exports less competitive and 

encouraging excessive imports. 

With respect to capital outflows, similar considerations apply with 

the opposite sign. Under a fixed-exchange rate system, outflows tend to reduce 

bank reserves and the money supply. The central bank in this case can offset 

such effects, but only within the limits of its reserves. To sacrifice exchange 

reserves to finance capital outflows may be a justifiable policy if other 

Policies are in place that will put an end to the outflow, such a restrictive 

monetary policy. Otherwise exchange reserves may be sacrificed to little 

Purpose. Under a floating exchange rate system a capital outflow tends to drive 

down the national currency, unless the central bank offsets the movement, within 

the limit of its reserves. 

Broadly, speaking two approaches have been employed to control 

capital movements through exchange controls. One is through the licensing of 

inward or outward transactions. This procedure lends itself to dealing with 

iarge and clearly controllable operations. If applied to a great multitude of 

l l T T h l s argument would seem to imply that bonds denomianted in the home 
urrency must be imperfect substitutes for assets denomianted in foreign 
urgencies, since in this case sterilization of the capital Inflows would 
rect domestic Interest rates. 
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small transactions of often ill-defined purpose, the chances of leakages are 

high. The main merit of this approach Is to maintain a unified exchange rate 

for current and capital account transactions. 

An alternative procedure has been to allow capital transactions to 

take place in a separate market, at a separate and possibly floating exchange 

rate, through the use of a multiple (dual) exchange rate system as discussed in 

section V above. Inflows (outflows) can be limited by a rising (falling) 

exchange rate, or through action by the authorities. Price, i.e., the exchange 

rate, is affected, instead of quantity, i.e., exchange reserves, bank reserves 

and the money supply. A free market of this kind is basically a formalization 

of the "parallel" or "black" market that tends to develop under most foreign 

exchange control systems. By legitimizing the black market, it is able to 

handle larger transactions. It will also give owners of capital somewhat 

greater confidence that the international mobility of their money is 

Protected. 

A free market will inevitably attract a large number of non-capital 

transactions that are difficult to control. The balance in this market, 

therefore, will reflect not only the balance of inward and outward capital 

movements, but of these minor current-account invisibles. The satisfactory 

functioning of the system may require the authorities to channel some 

fraction of the total supply and demand emanating from current account trans-

actions to the free market In order to keep the exchange rate from becoming 

v

ery volatile. Too wide a spread between the official and the free rate would 

invite leaks from the controlled transactions sector. 

The free market does not make unnecessary many of the controls that 

must be imposed on current-account transactions even if these transactions are 

unrestricted. There must be a surrender obligation for export proceeds. There 
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must be documentation for imports to make sure that goods are indeed coming in 

instead of capital going out. However, channeling of a large number of miscel-

laneous current-account Invisibles through the free market does reduce the 

administrative burden of the controls. 

If In the course of time the international accounts of the country 

come into good balance, including the capital account, the free market rate 

will tend to the level of the official rate. At that point, the system could 

be dismantled, with considerable benefit for the economy and little cost if any. 

The cyclical instability to which developing countries are externally imposed 

suggests caution in making such a move. 

Considerations examined here under the heading both of current account 

and capital account controls indicaet that during a balance of payments 

adjustment program the timing of the implementation and elimination of foreign 

exchange controls as policy Instruments will be important. Generally, it has 

been argued that controls on capital transactions should be removed last, after 

the imposition of macroeconomic policies aimed at reducing the public sector 

deficit, adjustment of the real exchange rate, restraint of monetary growth, and 

after adoption of trade and domestic financial liberalization measures. 

The rationale for this argument is that capital Inflows have often 

been a major source of difficulty in the reform process as confidence is 

restored in a country's policies. This rationale rests on the assumption that 

large capital inflows will be less destabilizing if they are allowed to occur 

°nly after all other adjustment policies have been Implemented, an assumption 

that is at least open to some question. Alternatively, it has recently been 

argued that exchange controls on capital account transactions can advantageously 

be relaxed while the adjustment process is still incomplete.—^ Under this 

29/ See for example, Mathieson [1984]. 
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approach, removal of such controls can be coordinated with stabilization policy. 

The advantage of thi. approach would be, among others, that a unified exchange 

rate can be adopted at an earlier stage in an adjustment process. This approach 

implies, however, that the final condition of a developing country following an 

adjustment program should be a total absence of current account and capital 

account controls. For reasons set out above, there is at least a question 

whether completely free capital movements are a desirable condition for a 

developing country even when all seems to be going well. 

Development of general policy guidelines in this area must be 

pragmatic and recognize that success of various reform programs will depend 

Importantly on the evaluation by economic agents and the government of the 

sustainability of the reform process and the likely policy regime that will 

arise if the reforms fail. Moreover, determination of the time at which to 

undertake different reforms will also be dependent upon an evaluation of the 

financial structure of corporations, banks, and the holdings of international 

reserves by the goverraent. 
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