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The paper gives an interesting account and analysis of capital controls and 
liberalization of the Korean macroeconomy, especially on the historical and 
descriptive parts of the paper. 

However, the picture presented in the historical and descriptive part of the 
paper, which argues that capital account liberalization led to high volatilities in 
capital and current account flows, exchange rate movements, and other variables 
differ from that gleaned from the VAR analysis. The VAR analysis seems to 
show little impact of changes in the capital control regimes on these variables. 

I am not an expert on VAR analysis but I think, as earlier pointed out by 
Prof. Athukorala on his criticism of the VAR model, the analysis should be 
focused on the crisis period, as well as the irrational exuberance period, where 
capital control and liberalization should matter. 

I wonder whether the assumption of two-period lags (quarters) blurs the 
fact that the lags may be endogenous. It cannot predict when a crisis will happen 
and when capital account liberalization will have an effect. The lag period is 
variable and cannot be fixed. This is I think one of the drawbacks of VAR 
analysis. You have to know when the irrational exuberance period is, and when 
the panic and contagion periods are, wherein the capital regimes should really 
matter. 

Also, unlike Thailand and Malaysia, the Republic of Korea did not 
experience strong capital controls as well as massive capital outflows in the two-
lag period time. Perhaps this is why big effects of capital controls on variables 
were not obtained. 

Another important point that the paper makes is the possible debunking of 
the Impossible Trinity case in the Republic of Korea. I agree that the Impossible 
Trinity may break with capital openness, but in a different way than the paper 
suggests. With capital openness, there is a tendency for the domestic interest rate 
to approximate the foreign interest rate. Hence, it cannot be said that monetary 
independence is lost with capital openness as the paper suggests. Nonetheless it is 
still possible that the Impossible Trinity is broken. That is, since these irrational 
exuberance periods are high outflow periods, interest rates should be used as a 
tool during these crises periods. But you don't have any choice with your interest 
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rates. You have to sterilize when, for instance, there are big capital inflows or 
massive foreign exchange deterioration as in the Asian financial crisis. 

I agree with the earlier discussion that capital account liberalization could 
lead to a Dutch Disease, especially with the appreciation of the currency and this 
leads to a lot of temptation to run capital account imbalances and high current 
account deficits.  A surge of inflows could lead to other problems because of high 
liquidity, as well as currency and term mismatches, which if not properly 
sterilized and addressed with regulation would lead to asset bubbles and current 
account deterioration. 

I also agree with the earlier comments that capital control is similar to 
financial regulation and prudential supervision on regulating risky assets such as 
hot money, to prevent asset bubbles. Unlike the bank sector, the equity and 
money markets are not regulated. 

All the papers seem to show some irreversibility of capital account 
liberalization. As of now, both the People’s Republic of China and India have not 
yet liberalized, such that they have undue advantage over the other Asian 
countries in terms of financial stability. 

What are the options then? Previous discussions present two sides. One 
side suggests the need for strong macroeconomic fundamentals, sound prudential 
supervision, and economic/financial surveillance. Meanwhile, others suggest 
some need for capital controls. I believe that individual countries' capital controls 
may not work because the financial markets can punish them, as in Thailand’s 
case. Therefore, we now have to consider the regional and international aspects of 
capital liberalization and control. For capital controls to work, the IMF should 
give full imprimatur and the financial markets should accept it as a common 
practice. We should have more international agreements acceptance of capital 
controls as a common practice. 

On the curative aspect, crises happen due to too much financial integration, 
which is partly by capital account liberalization. Multilateralization efforts, such 
as the Chang Mai Initiative, however have not been very successful in the past 
global crisis. 

In summary, Asian economies are leading global growth now but are not 
immune to the global trend of financial volatilities due to financial integration and 
capital account openness. It may be apt to lead the initiative towards a more stable 
and sound global financial system with regional and international initiatives. 


